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Abstract

This study examines the “EM (earnings management) and excess investment hypothesis,”
which posits that upward EM) increases investment spending. Two types of EM proxies and two
types of investment proxies are calculated to ensure the robustness of results. The two types of
EM proxies are case studies (firms with three fraudulent activities) and econometric estimation
of regression residuals (of revenues and accrual functions). The two investment proxies are
industry-adjusted investment and investment functions residuals. Considering that outliers are
common in panel data but are often ignored in estimation, the aforementioned proxies are
determined with and without considering the outliers using listed companies in China from 1998
to 2010. Empirical results demonstrate that the hypothesis is supported when the outliers are
considered, whereas the opposite result is obtained when the outliers are not considered. The
analysis and findings of this study indicate that considering the influence of the outliers is
crucial to support the hypothesis.
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