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We examine how Chinese reversemerger (RM) firms trade off and con-
duct income-increasing earnings management through accrual-based
and real activities manipulation strategies. We find that Chinese RM
firms engage in both real activities and accrual-based manipulation at
higher levels than non-Chinese RM firms, regular US firms and other
Chinese US-listed firms. Further analysis suggests that Chinese RM
firms use real activities and accrual-based manipulation as substitutes
and tend to transition to real activities management in the years after
a reverse takeover. Big 4 auditors can effectively constrain both real ac-
tivities and accrual-based earnings management in Chinese RM firms.
Wealsofind that accrualsmanipulation ismore costly relative to real ac-
tivities management in the short term because it predicts changes in
post-acquisition operating performance in Chinese RM firms. Overall,
the results provide practical implications to regulators, investors and au-
ditors on the channels through which Chinese RM firms manipulate
earnings and the economic consequence of those manipulations.
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1. Introduction

The recent accounting crisis and themarket collapse of US-listed Chinese companies have attracted exten-
sivemedia coverage, shareholder concerns and regulatory attention. The concerns are particularly focused on
Chinesefirms listed in theUnited States through reversemergers (RMs). In thesemergers a publicly tradedUS
firm is acquired by a Chinese private firm, which subsequently controls the combined business and goes pub-
lic in theUSmarket. In June 2011, the US Securities and Exchange Commission (SEC) issued an investorwarn-
ing related to the accounting and disclosure practices of Chinese RM firms. Further regulatory actions by the
SEC, the NASDAQ and the New York Stock Exchange (NYSE) resulted inmore than 30 Chinese RM firms being
subject to suspended trading, halted trading or delisting for various reasons. New rules were also adopted to
toughen the standards for RM companies.1

In this study, we examine how Chinese RM firms trade off and conduct two distinct behaviors for income-
increasing earnings management, namely accrual-based earnings management (AEM) and real activities
earnings management (REM), at the “back door”.2 Chinese RMs present a unique setting for understanding
earningsmanagement.While prior research extensively documents earningsmanagement in initial public of-
ferings (IPO),3 recent studies argue that the evidence is driven by measurement errors in discretionary ac-
cruals arising from the investment of IPO proceeds in working capital (Armstrong et al., 2012; Ball and
Shivakumar, 2008; Cecchini et al., 2012). In contrast, reverse merger, as an alternative way of going public,
does not raise capital by issuing stocks. Consequently, tests of earnings management around RMs are not
undermined by the measurement errors identified in IPOs arising from the investment of raised funds (Ball
and Shivakumar, 2008). Thus, our study adds to the IPO literature and provides novel data on income-
increasing earnings management behaviors of firms around the time of going public.

In addition, examining Chinese RMs also enables conducting powerful tests on earningsmanagement. Un-
like regular US firms listed through an IPO, an RMbypasses regulatory requirements set for IPO firms and does
not require the support of underwriterswhomonitor the IPOprocess. The lack of underwritermonitoring and
less stringent regulation requirements in the process of reverse acquisition increase earnings management
opportunity in Chinese RM firms (Feldman, 2009; Lee and Masulis, 2011). Moreover, a typical RM firm
tends to have relatively low fundamental quality and a high degree of information asymmetry (Adjei et al.,
2008; Gleason et al., 2005). Compared with regular US firms and other Chinese US-listed firms, Chinese RM
firms with inferior fundamentals have higher incentives and greater opportunity to manage earnings in the
years around reverse acquisition to boost stock prices, sustain overvaluation or increase the probability of rais-
ing capital in the future.

Finally, the background for Chinese RM firms is a transitional economywithout a tradition of transparency
and effective legal enforcement. In contrast, other RMfirmsmostly originate in countrieswith strong legal en-
forcement and regulations such as the United States, United Kingdomand Canada (more than 90% of the sam-
ple). Ball et al. (2003) and Leuz et al. (2003) find that the extent of earnings management tends to be greater
in firms from countries with weak legal enforcement. In addition, He et al. (2012) argue that the US stock ex-
changes and information intermediaries have become lax in screening Chinesefirms for listing in recent years,
leading to the selection of a large group of Chinese RM firms with inferior quality in corporate governance.
Since good corporate governance serves as an effective mechanism to alleviate income-increasing earnings
management behaviors (Cornett et al., 2008; Hazarika et al., 2012; Laux and Laux, 2009), Chinese RM firms
with ineffective governance structure are more likely to engage in earnings manipulation.

We examine two distinct channels of income-increasing earnings manipulations. Accrual-based earnings
management involves managerial intervention in the financial reporting process via accounting choices and
estimates under generally accepted accounting principles (GAAP). In contrast, real activities earnings man-
agement involves managers taking actions that have cash flow consequences, such as adjusting the timing
or scale of the firm's operating, investing and/or financing transactions. Examples of real activities

1 On November 8, 2011, the NYSE and NASDAQ, with the approval of the SEC, adopted new rules that toughen the standards for RM
companies. Under these rules, a RM company that wants to apply for listing on a US stock exchange is required to (1) complete a one-
year “seasoning period” following the RM; and (2) file all required reports with the SEC, including an audited financial statement.

2 Throughout this study,weuse accrual-based earningsmanagement, accrual-basedmanipulation, accruals earningsmanagement, and
accruals manipulation interchangeably. We also use real activities earnings management, real activities manipulation and real activities
management interchangeably.

3 See for example, Teoh et al. (1998a, 1998b), Teoh andWong (2002), Morsfield and Tan (2006), and Fan (2007).
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