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ABSTRACT

his paper examines the conditional accounting conservatism (Basu, 1997) of

Chinese companies that are overseas listed in Hong Kong as H-shares. Due
to cultural, historical and political factors, H-share companies are expected to
report no more conservatively than their Chinese counterparts that are not over-
seas listed. The institutional setting of H-share companies, with concentrated
state ownership structures, bureaucratic management incentives and politi-
cal interference, are expected to impede the supply of conservative reporting.
Hong Kong-listed H-share companies are exposed to the threat of litigation, com-
petitive market forces and a strict requlatory regime in Hong Kong. However,
despite these factors, we expect them to report less conservatively than native
Hong Kong companies. This is because of the dominance of local institutional
incentives that are culturally based. Consistent with our predictions, we find
that H-share companies report aggressively, whereas matched Chinese compa-
nies that are not overseas listed report neutrally. In addition, H-share companies
are less conservative than native Hong Kong companies. Our evidence suggests
that the location of listing has little effect on conditional conservatism because
overseas-listed Chinese companies retain a significant exposure to their domestic
environment.
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INTRODUCTION

China’s economic reforms have brought the quality of financial reporting issues to
the forefront. In contrast to the progress in developing its capital markets, China’s
accounting infrastructure has been criticised, the query being whether its insti-
tutional, cultural and political foundations can sustain a market-driven financial
reporting system. Since the early 1990s, the Chinese government has implemented
accounting reforms, making it clear that the development of an efficient accounting
system will improve the quality of financial reporting practices. Chinese officials
appear to acknowledge that a transparent and reliable financial reporting system
is one of the crucial ingredients for long-term economic growth. For example, the
former Chinese premier Zhu Rongji, speaking at the opening of the sixteenth World
Congress of Accountants, stressed that the demand for ‘open, truthful and accurate
accounting information had grown stronger, that the role played by accounting has
become more important and the responsibility it shoulders more significant’ in a
market economy (cited in Hong Kong Society of Accountants, 2003, p. 18).

This paper reflects the increasing emphasis that China places on improving
the quality of financial reporting practices as part of its efforts to implement and
develop the institutions needed to support sustainable economic growth. Following
prior literature (Pope and Walker, 1999; Ball, Kothari and Robin, 2000; Ball, Robin
and Wu, 2003; Raonic, McLeay and Asimakopoulos, 2004; Garcia Lara, Garcia
Osma and Mora, 2005; Huijgen and Lubberink, 2005; Bushman and Piotroski, 2006;
Balkrishna, Coulton and Taylor, 2007), the focus of this paper is on international
differences in conditional conservatism. Conditional conservatism is generally
regarded as being an important attribute of reporting quality.

Conservatism is an established feature of accounting measurement in free-
market countries, and is one mechanism used to constrain managerial opportunistic
behaviour and to enhance the reliability of financial reporting and disclosure. For
this paper, accounting conservatism is defined in the conditional sense of asym-
metrically timely loss recognition, which requires a higher degree of verification for
recognising good news (or positive economic performance) in earnings than for
recognising bad news (or negative economic performance) in earnings (see Basu,
1997, p. 4).!

This paper assesses whether conditional conservatism is more pronounced for
companies that are incorporated in mainland China but are also overseas listed on
the Stock Exchange of Hong Kong (SEHK) as H-shares than for non-overseas-listed
Chinese companies. In further analysis, we also address whether H-share compa-
nies report as conservatively as native Hong Kong-listed companies.

We find cultural, political and historical factors continue to be dominant in China:
Chinese companies with H-shares do not report any more conservatively than non-
overseas-listed companies.? In fact, H-share companies report aggressively and their
non-overseas-listed counterparts report neutrally. The state bureaucracy, as a major
shareholder of overseas-listed Chinese companies, does not demand conservative
reporting and, where it is demanded by minority shareholders, they have insuffi-
cient voice and influence to ensure that conservatism is supplied. Our results also
indicate that native Hong Kong companies report significantly less aggressively/
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more conservatively than both overseas-listed and non-overseas-listed Chinese
companies, which is consistent with our prior expectations and the arguments in
Bushman and Piotroski (2006). These findings suggest that the location of listing
(Hong Kong) has little effect on conditional conservatism, consistent with the prior
empirical results of Ball et al. (2003) and Ball, Robin and Sadka (2008).

This paper provides additional support for discriminating among institutional
determinants of financial reporting quality. In addition, it adds to the literature by
identifying the extent to which conditional conservatism has been incorporated into
current accounting practice in China.? In particular, it takes into account the insti-
tutional, cultural and political characteristics of a major emerging economy that is
in the process of transition from communism to capitalism. Our results will have
special relevance for other countries attempting the transition from communism
to capitalism, such as Russia, Vietnam, the former Soviet Union republics, and the
Eastern European countries.

The remainder of this paper is structured as follows. The next section develops
the theory of accounting conservatism. The following sections introduce the insti-
tutional contexts and then describe the development of our hypothesis. We then
present our research design and sample selection process. Further sections discuss
our empirical evidence. The last section contains a brief recap and summarises the
key findings of the study.

ACCOUNTING CONSERVATISM

The presence of inherent uncertainty, risk aversion and information asymmetry in
the real world makes accounting conservatism a desirable feature of accounting
practice at least in capitalist countries (Watts, 2003a, 2003b). In capitalist countries,
economic forces, generated by the fact that various stakeholders will act in their
own economic interests, create a demand for conservatism.

Devine (1963, p. 129) proposes that conservatism ‘may be identified with report-
ing “favorable” indications with some reluctance and reporting “unfavorable”
indications promptly and with unmistaken emphasis’. Recent accounting research
has identified conditional and unconditional conservatism as related but distinct
characteristics of accounting conservatism (Ball and Shivakumar, 2005; Beaver and
Ryan, 2005). Beaver and Ryan (2005, p. 269) clarify that, under conditional conserv-
atism, ‘book values are written down under sufficiently adverse circumstances
but not written up under favorable circumstances.” “Conditional conservatism’ is
defined as a tendency to accelerate losses and defer gains. This characteristic of
conservatism is referred to in the academic literature as ‘asymmetric loss recogni-
tion timeliness’ (Chandra, Wasley and Waymire, 2004; Ball and Shivakumar, 2005;
Beaver and Ryan, 2005; Balkrishna et al., 2007; Lai and Taylor, 2008). Basu (1997,
p- 4) describes this form of conservatism as ‘accountants’ tendency to require a
higher degree of verification for recognizing good news than bad news in financial
statements’.

Conditional conservatism exists to constrain managers’ asymmetric incentives to
report economic good and bad news selectively. For example, timely loss recognition
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(or conditional conservatism) enhances contracting efficiency and allows stake-
holders to protect their economic interests against managerial incompetence or
malfeasance (Sunder, 1997). Therefore, Ball and Shivakumar (2005) and Balkrishna
etal. (2007, pp. 384-385) assert that conditional conservatism is an important attrib-
ute of earnings quality because it makes financial statements more informative and
useful, and thus allows stakeholders to better monitor a company’s performance.
Conditional conservatism gives shareholders and creditors more timely informa-
tion about loss-making projects, which then allows them to take prompt remedial
action (Ball et al., 2003; Balkrishna et al., 2007; Hung, Wong and Zhang, 2008).

Under uncertainty, in common law capitalist economies such as Australia,
Canada, New Zealand, the United Kingdom (UK) and the United States (US), the
economic interests of shareholders, creditors, auditors, regulators and other stake-
holders drive accounting practices in the direction of conservative reporting and
away from neutral or aggressive reporting (Sunder, 1997; Bushman and Piotroski,
2006; Roychowdhury and Watts, 2007). Stakeholders” demand for accounting
conservatism affects management’s supply of accounting conservatism through
reporting incentives (Bushman and Piotroski, 2006, pp. 112, 130, 141; Balkrishna et
al., 2007, p. 384). Institutions are responsible for the development of financial report-
ing practices, so the presence or absence of effective institutions, which increase
reporting incentives, helps to determine the level of conditional conservatism. On
the other hand, accounting conservatism is a function of the varying demands that
accounting information satisfies given different institutional, legal and cultural
arrangements (Ball et al., 2000, 2003; Bushman and Piotroski, 2006).

The demand for accounting conservatism is driven by the agency relationship
between managers and stakeholders. Thus stakeholders” economic and political
interests provide important signals about the level of conservatism which should
be supplied to meet demand. Specifically, changes in economic and political inter-
ests among stakeholders generate pressure to alter such equilibrium via changes
in demand and/or supply of conservatism (Bushman and Piotroski, 2006, p. 111).
Other things being equal, it is expected that there will be a positive association
between the demand for conservatism and the conservatism supplied. In the Chinese
context, if senior managers see their most important accountability relationship as
being with those further up the chain of command within the Chinese Communist
Party (CCP), rather than with the “market’, then the supply of conservatism is likely
to respond to this lack of demand from the party hierarchy. Since the CCP holds
majority or substantial shares in overseas-listed Chinese companies, the interests
of the CCP and (majority) shareholders tend to coincide in practice. Even where
minority shareholders demand conservatism they may lack the voice and influ-
ence to ensure that it is supplied. Creditors probably will not demand conservatism
since banks are state owned. A lack of demand for conservatism is likely to also be
true for non-overseas-listed companies, but to a lesser degree due to less govern-
ment involvement in their activities. Communism creates a culture that is woven
into the fabric of all social relationships and becomes embedded within institu-
tions (Zinov’ev, 1985). In the former Soviet Union we saw this process begin during
Joseph Stalin’s reign, from seven years after Vladimir Ilyich Lenin’s 1917 commu-
nist revolution, but communism did not become fully stabilised and embedded
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until as late as the Leonid Brezhnev era in the late 1960s and 1970s (Zinov’ev, 1985).
It is impossible to change communist cultures, and modes and norms of social rela-
tionships within short spaces of time, regardless of the actors’ personal intentions
(Zinov'ev, 1985).

INSTITUTIONAL CONTEXTS AND HYPOTHESIS DEVELOPMENT

Institutional Contexts

Recent research suggests that the demand for conservative financial reporting is
influenced, either directly or in interaction with managers’ reporting incentives, by
a country’s unique institutional environment (see Ali and Hwang, 2000; Ball et al.,
2000; Ball and Shivakumar, 2005).

A growing body of research suggests that cross-country differences in legal
tradition is perhaps the most important institutional factor to explain cross-country
differences in developing accounting systems (Mueller, 1967; Nobes, 1983; Doup-
nik and Salter, 1995). As a British colony before July 1997, Hong Kong’s exposure
to British governance presupposes that it will adopt market-oriented common law
accounting systems similar to those found in the West (Wallace and Naser, 1995).
In contrast, although China generally does not have all the attributes of a code law
accounting system, financial reporting practices in China are characterised as a vari-
ant of the code law model. Since inflexible (because it is slow and costly to change
statutory law) code law legal traditions open up gaps between legal capabilities and
commercial needs, they appear to emphasise the government’s rights rather than
private property rights (Beck, Demirgtig-Kunt and Levine, 2003).

La Porta, Lopez-de-Silances, Shleifer and Vishny (1998) claim that common
law systems generally have stronger legal protection for outside investors and this
encourages investors to enter the equity market. From Ball et al.’s (2000) point of
view, a strong legal and judicial system is the most important requirement for an
efficient financial reporting system because it enacts and enforces accounting and
securities regulations which limit management’s incentives to manipulate reported
accounting information. It is also Basu’s (1997) view that high demand for account-
ing conservatism occurs in common law countries because shareholders can resort
to litigation to recover losses.

It is generally agreed that legal protection includes the rights written into regu-
lations and laws, and effective enforcement mechanisms. Private enforcement of
accounting regulations is weak in China. China has only recently passed laws to
authorise class actions or similar measures to empower investors. Consequently,
few lawsuits were filed against company management or auditors by shareholders
until recently. This lower expected cost of shareholder litigation reduces manage-
ment’s incentives for reporting earnings conservatively.

In addition, La Porta et al. (1998) claim that political and bureaucratic corruption
undermines a country’s legal enforcement system, reduces the level of transpar-
ency in external reporting and slows financial growth (Rajan and Zingales, 2003).
Government control and the regulation of economic resources provide opportu-
nities for corruption. Thus, corruption is a continuing problem for developing
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financial reporting in certain parts of Asia. In a high corruption environment, the
expectation is that legal enforcement is weak and that corporate transparency and
the quality of accounting information are questionable. Therefore, it is expected
that countries which are generally less corrupt in business practices will disclose
conservative accounting information to signal long-run reputation capital (quality)
to the capital market.

The development of a country’s accounting system is closely associated with the
development of its financial markets. It is also argued that a strong equity market
with a diverse group of shareholders generally encourages the production and
disclosure of sophisticated information (Doupnik and Salter, 1995). Hong Kong
is regarded as East Asia’s leading international financial centre. Its well-devel-
oped and liberal financial system is at the forefront of world commerce (Wallace
and Naser, 1995). Stock trading in Hong Kong began in 1866, and a formal stock
exchange was established in 1891. The SEHK is the eighth largest stock market in
the world, measured by market capitalisation. Hong Kong’s role as an international
capital window for China is growing.

China is considered a code law country and it tends to develop institutions that
advance and consolidate state power. Part of the problem is that the legal system
in China is weighted towards criminal prosecution and not self-regulation, a policy
that protects creditors, not shareholders. According to Ali and Hwang (2000), coun-
tries that protect creditors have larger credit markets. Such countries rely for capital
on a few large banks. Given little outside equity participation, companies are there-
fore less subject to the discipline of the market. Because large banks have access to
private company information they often do not demand public disclosure.

Although the banking system in China is extensive, its equity markets are
smaller than those in Hong Kong. For example, in China, market capitalisation was
only 36 per cent of gross domestic product (GDP) in 2003, compared to 453 per cent
in Hong Kong (Census and Statistics Department, 2003). As noted, the state-owned
banks are the major capital providers in China and accounting systems are credit-
oriented so they often do not accurately reflect economic reality. Moreover, investor
protection is weak. Finally, financial accounting in China is heavily influenced by
the tax authorities. Thus, it is expected that companies in China are less transparent
and demand less accounting conservatism.

On almost any objective level, accounting infrastructure, corporate transparency
and investor protection in Hong Kong far exceed those found in China. In addi-
tion, Hong Kong, as a former British colony, is likely to have stronger institutions
which positively influence the efficiency of the capital markets, an established legal
system, strong and well-regulated financial intermediaries, and better property
rights protection. It is maintained in this study that, due to the institutional differ-
ences discussed above, the shareholder orientation of common law accounting
systems in Hong Kong will result in a higher demand for accounting conservatism
than demand under the stakeholder model reflected in China.

Hypothesis Development
Over the last decade many Chinese companies have listed their shares on over-
seas stock exchanges to access external finance from deeper capital markets and
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a broader investor base (Roéll, 1996). Another advantage of overseas listing, aside
from raising capital, is that it increases companies” incentives to improve perfor-
mance and adopt higher standards of governance and transparency.

However, all Chinese companies must gain approval from the China Securities
Regulatory Commission (CSRC) to issue shares overseas. China’s overseas-listed
companies are often used by the Chinese government opportunistically to ‘show-
case’ China’s industrial reforms abroad. There is a clear political aspect involved
here. Significantly, only a few of China’s most dynamic, successful and economi-
cally important companies are selected for listing in Hong Kong (Sun and Tong,
2000).

The headquarters and the dominant operations of these overseas-listed Chinese
companies are located in mainland China. H-shares (those traded on the SEHK as
opposed to A-shares, which are traded only on the mainland China exchanges) are
attractive to institutional and individual investors from Hong Kong and overseas.
The attraction is that H-shares provide international investors with investment
opportunities in Chinese stocks without having to be concerned about investment
restrictions on ownership and language and cultural barriers, which can be major
impediments for investors investing directly on the mainland. The market envi-
ronment of the SEHK differs from that of China’s domestic exchanges. The SEHK
is well established, open and has rigorous listing requirements and information
disclosure rules. This is not the case for the mainland China stock exchanges.

A Chinese company wishing to list on the SEHK must comply with the same
set of listing rules and disclosure requirements as native Hong Kong companies.
H-share companies can satisfy SEHK listing requirements by preparing financial
statements in accordance with Hong Kong’s generally accepted accounting prin-
ciples (GAAP) or with international financial reporting standards (IFRSs) and the
disclosure requirements of the Hong Kong Companies Ordinance. Financial state-
ments prepared for H-share companies are audited either by the ‘big four’ (the
largest four global brand-name accounting firms) or by another large international
accounting firm.

There are several reasons why the earnings of H-share companies might
be expected to be more conservative than those of their non-overseas-listed
counterparts in the absence of cultural, historical and political factors. Firstly,
global accounting standards permit managers to exercise judgement so as to accu-
rately reflect companies’ contemporaneous economic performance.* Secondly, an
effective system of private litigation and market forces deepens corporate reform,
strengthens corporate governance and leads to continuous improvement, manage-
ment transparency and better financial results. Thirdly, the financial reports of
H-share companies are audited by international accounting firms, whereas Chinese
companies listed only on the domestic exchanges are audited by local accounting
firms. These Chinese accounting firms lag behind in terms of the quality of audits
undertaken, lack independence, lack qualified auditors and sometimes operate in
a corrupt environment (DeFond, Wong and Li, 2000; Xiao, Zhang and Xie, 2000).
Chinese auditing firms may lack the abilities, independence and experience needed
to make the professional judgements required to actually implement accounting
conservatism in practice. In sum, H-share companies are exposed to the threat of
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litigation, competitive market forces, better auditing and a stricter regulatory and
enforcement system than their non-overseas-listed counterparts.

Equally importantly, the very act of overseas listing by mainland firms on the
SEHK may signal high quality reporting to investors. Ball et al. (2000) argue that high
quality companies in code law countries signal quality and reduce contracting costs
by listing in common law jurisdictions. Likewise, Stulz (1999) and Doidge (2004)
theorise that overseas listing commits managers based in weak institutional envi-
ronments to limit their consumption of private benefits in exchange for increased
capital-raising ability and increased share liquidity (the ‘bonding hypothesis’). This
view is based on Akerlof’s (1970) classic signalling model in which he argues that
external third-party certification reduces information asymmetry, increases the
level of trust in the marketplace and, therefore, increases the equilibrium price that
higher quality products can command. Integral to Akerlof’s model is the presump-
tion that false signals of quality are costly to the signallers.

According to Bartov and Bodnar (1996) and Boone and Raman (2001), actual
improved financial reporting quality reduces information asymmetry in the
marketplace between informed and uninformed investors, which leads to a
reduced bid-ask spread, higher quoted depth, a lower cost of capital and a higher
long-run market share price. Thus, it could be argued that code law country compa-
nies listing in common law jurisdictions have an increased incentive to report
conservatively. However, we argue that cultural, political and historical factors will
have a greater effect on conservatism for H-share companies than the factors just
explained. As a result, the conservatism of these H-share companies will not differ
significantly from their non-overseas-listed counterparts. The majority of H-share
mainland companies are restructured state-owned enterprises (SOEs), still owned
and controlled by state entities. In addition to publicly tradable shares, a typical
overseas-listed Chinese company has a high portion of non-tradable shares.” This
concentrated ownership of H-shares undermines the formation of a transparent
accounting system. Accountability to the CCP tends to be more important than
accountability to the ‘market’, if not in theory then certainly in practice (Hung et
al., 2008). The culture of long-established communism becomes embedded in social
relationships and practices (Zinov’ev, 1985) and it is very difficult to change this
quickly. We saw this in the Serbia of Slobodan Milosevi¢ in the 1990s where one-
party state communism became multi-party authoritarian nationalism, featuring
powerless and confused opposition parties and continued strong media censorship
(Stevanovic, 2004). As Bushman and Piotroski (2006, p. 115) argue, ‘if benevolent
governments intervene when they perceive that firms [and/or managers] are inef-
ficient, firms have an incentive to look healthier through the application of less
conservative accounting’. Furthermore, Bushman and Piotroski (2006, p. 109) docu-
ment that, “in countries characterised by high state involvement in the economy
[even listed] firms speed recognition of good news and slow recognition of bad
news in reported earnings relative to firms in countries with less state involvement.’
Ms Charmaine Xie (name changed), a Shanghai native who has worked for both
Chinese and international accounting firms in Shanghai, made the following obser-
vations about the incentives and reporting behaviours of Chinese listed companies
(in an e-mail communication with the second-mentioned author, dated 11 April
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2008):

I have ... worked in a Shanghai stock listed company. And I know almost all the
listed companies are ‘reporting less conservative profits’. In China, we always say
‘Don’t trust the financial reports of those listed companies. They are rubbish’, even
though they are required to be audited by accounting firms such as [the] big 4. You
can imagine what a bad reputation those companies” untrue financial reports have!
In my personal opinion, this situation was caused by more economic factors than
cultural factors. That's mainly because of [the] incentive-driven [culture]. Managers
gotta” exaggerate the profits to pull the share price and to prove his/her good perfor-
mance and achievement.

We argue that the politically connected H-share companies operate in a cultural,
political and institutional environment characterised by ‘crony capitalism” (Gul,
2006) where the government is willing to intervene regularly in the companies’
activities to achieve political and social objectives (Gul, 2006). The CCP bureaucracy
is unlikely to demand conservative reporting and hence it is unlikely to be supplied.
Therefore, these companies will have a different set of incentives and constraints
than native Hong Kong companies listed on the SEHK, which are totally subject to
market forces.

The aforementioned literature and inferences lead to the following hypotheses:

Hypothesis 1: Chinese companies that are overseas listed in Hong Kong are
expected to report no more conservatively than Chinese companies that are listed
in the domestic exchanges.

Hypothesis 2: Chinese companies that are overseas listed in Hong Kong are
expected to report less conservatively than native Hong Kong-listed companies.

RESEARCH METHODOLOGY

Following prior studies, Basu’s (1997) conservatism model is used to explain the
difference in the speed with which economic gains and losses are captured by
accounting earnings. Basu defines ‘conditional conservatism” as the immediate rec-
ognition of bad news and the gradual recognition of good news in such a way that
bad news (negative returns) is incorporated more rapidly into accounting earnings
than good news (positive returns).® Basu’s conservatism regression model takes the
following form:

Xi

ro_

P ay+BD, + LR, + 5D, xR, +¢, (1)
it-1

where X, is the earnings-per-share for company i in year t; P, , is the stock price-

per-share for company i at £-1; R, is the annual stock returns for company i in year

t7 D, is a dummy variable set equal to one if R, is negative and zero otherwise; and
¢, is the disturbance term.
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Importantly, this model explains the asymmetric incorporation of contempora-
neous economic gains and losses in accounting income, and hence into book values
on balance sheets.® Equation 1 posits that using accounting earnings (a lagging
variable) as the dependent variable and stock returns (a leading variable) as the
independent variable better estimates the slope coefficient. A bad news dummy, D,,
is included in the regression to distinguish bad news from good news.

The slope coefficients §, and B, in Equation 1 are used to measure the responsive-
ness of reported earnings to the news captured in returns. These slope coefficients
are termed ‘return response coefficients’. Empirical comparisons of conservatism
are based on the difference between the slope values for good news, f,, and for bad
news, (B, + f,). The bad news slope coefficient is higher than the good news slope
coefficient when conservatism exists. Under conditionally conservative reporting,
the slope coefficient f,, which measures the incremental response of earnings to
bad news over the response to good news, is expected to be positive.’ This response
reflects a stronger return-earnings relationship for companies with bad news. The
intercept a, is also expected to be positive due to the influence of prior periods’
good news in current period earnings, which is recognised gradually over future
periods.

Following Beekes, Pope and Young (2004), Ball and Shivakumar (2005), Bush-
man and Piotroski (2006), and Balkrishna et al. (2007), this paper uses an expanded
version of Basu’s (1997) basic model:

X,
P L= a, + ,B1Di, + :BzRi, + ﬂ3Di;Ri, + ﬂ4MATitDit + ﬂSRitMATit
ir-1

(2)
+ ﬁéRitMAY—;tDit + 8it

where MAT, is a dummy variable. In the first set of tests the dummy variable is set
equal to 1 if company i is an H-share company and 0 if company i is a matched non-
overseas-listed Chinese company. In the second set of tests the dummy variable is
set equal to 1 if company i is an H-share company and 0 if company i is a native
Hong Kong company. All other variables are as defined above.

In Equation 2, coefficient f, captures the marginal effect of sensitivity to bad news
for companies where MAT,, equals 0, and the interaction coefficient g, captures the
incremental conservatism for companies where MAT, equals 1. It is also expected
that, for conservative reporting, the interaction coefficient g, will be significantly
positive.

Sample Selection and Definition of Variables

Both the China and the Hong Kong samples include all available company-year
observations in the Taiwan Economic Journal (TEJ) database for the years 1994 to
2003. To be included in the samples, companies had to have sufficient financial
data and stock return data to provide a valid data point in the estimation of the
conservatism regression models. To measure the change in a company’s economic
income, inter-announcement stock returns, R, were used as a proxy for news. These
are the annual returns calculated from nine months before the year-end f to three
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months after the year-end f to exclude the effect of market response to the earnings
release at the previous year-end." The earnings variable is defined as NI, = X /P, ,
where X, is earnings-per-share in year ¢, and P, is the stock price at the beginning
of the year t. To be consistent with earnings definitions across countries, earnings-
per-share is based on net income (bottom-line earnings) to control for differences
in the classification of earnings across countries (Pope and Walker, 1999). Because
financial companies are subject to specific regulatory requirements, the financial
services industry was excluded. In addition, inactive companies were included to
reduce survivorship bias. Since extraordinary items are not presented separately
under Chinese GAAP, earnings-per-share was based on net income (bottom-line
earnings) in the databases. Moreover, we deleted the top and bottom percentiles of
the earnings and returns variables to reduce the effect of outliers on the regression
results. Adoption of these sample selection procedures resulted in a final sample
of 7,353 and 5,639 company-year observations for China (Shanghai and Shenzhen
Stock Exchanges) and Hong Kong (SEHK) respectively.

To examine the behaviour of overseas-listed companies, Chinese companies
which issued H-shares in Hong Kong were extracted from the Hong Kong SEHK
sample. The overseas-listed Chinese company sample included 373 company-year
observations spread throughout the sample period. We computed the stock return
for a company issuing both A- and H-shares as the adjusted weighted average of
A- and H-share returns, the weights being determined by the market value of A-
or H-shares at the beginning of the year. We did this to overcome pricing biases or
inaccuracies that might exist on one of the exchanges where the company is listed.
In addition, earnings-per-share for a company issuing both A- and H-shares was
deflated by the weighted average of A-share and H-share prices at the beginning
of the year, the weights being determined by the number of A- or H-shares over
the total number of outstanding shares of the company. In addition, the H-share
company sample was matched, based on industrial affiliation and total assets,
with both Chinese companies without overseas listing and with native Hong Kong
companies.'

RESULTS

Descriptive Statistics

Table 1 reports the descriptive statistics for the H-share company sample. Panel A
reports the raw data. The mean annual return (R) for raw H-share company data is
0.2848 with a standard deviation of 0.9598, while the mean earnings variable (NI) is
0.0543 with a standard deviation of 0.2634.

Panel B provides summary statistics for stock returns and accounting income
with adjustment of the weights. Overseas-listed company returns are generally
higher than returns for those companies that are not overseas listed (shown in
Table 2). The weighted mean annual return (R¥) for the overseas-listed companies is
0.2009 with a standard deviation of 0.6758. The accounting income of overseas-listed
companies is also higher on average than for their non-overseas-listed counterparts
(shown in Table 2, Panel A). The weighted mean earnings variable (NI*) is 0.0623
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TABLE I: H-SHARE SAMPLE DESCRIPTIVE STATISTICS
Panel A: H-Share Sample Raw Data=

NIt Re
Year n Mean Std. Dev. Mean Std. Dev.
1994 3 0.0732 0.0566 -0.3945 0.3938
1995 15 0.0787 0.0552 -0.2184 0.2839
1996 18 0.0490 0.0674 0.2438 0.4975
1997 26 0.0192 0.0883 -0.3931 0.1929
1998 40 -0.0225 0.2712 -0.3233 0.2000
1999 41 0.0513 0.2361 0.1240 1.5110
2000 45 0.0440 0.5357 1.0977 1.0020
2001 53 0.0243 0.2603 0.0645 0.2109
2002 58 0.0787 0.1350 -0.1449 0.3496
2003 74 0.1141 0.1874 1.0806 0.9571
Total 373 0.0543 0.2634 0.2848 0.9598
Panel B: H-Share Sample Weighted Datad
Niv e Rvwf
Year n Mean Std. Dev. Mean Std. Dev.
1994 3 0.0734 0.0562 -0.4805 0.1304
1995 15 0.0741 0.0506 -0.0197 0.4080
1996 18 0.0391 0.0629 0.7910 0.7193
1997 26 0.0183 0.0629 -0.2365 0.2485
1998 40 0.0124 0.1370 -0.2015 0.3244
1999 41 0.0540 0.1313 0.1311 0.6030
2000 45 0.0959 0.2005 0.6148 0.6827
2001 53 0.0537 0.1286 -0.0118 0.2280
2002 58 0.0685 0.1053 -0.1562 0.3106
2003 74 0.0930 0.1492 0.7201 0.8469
Total 373 0.0623 0.1353 0.2009 0.6758

* The sample consists of companies which issue H-shares in the Hong Kong stock market and have a full set of
available data and accounting years falling within the period 1994-2003.

®NI (X, /[;H) is defined as earnings-per-share deflated by price at the beginning of year t.

°R (R;) denotes inter-announcement stock returns measured from May of year t to April of year t+1.

4The data for the H-share sample with adjustments of the weights.
¢ NI"is defined as earnings-per-share (Hong Kong GAAP or IFRS) deflated by the beginning-of-the-year H-share

price (if the company issues only H-shares), or a weighted average of A- and H-share prices at the beginning of

the year, with the weights determined by the numbers of A- or H-shares over the total number of shares issued

and outstanding (if the company issues both A- and H-shares).

fR¥ is the inter-announcement period H-share return or a weighted average of A-share and H-share returns,
with the weights determined by the market value of A- or H-shares at the beginning of the year.
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TABLE 2: DESCRIPTIVE STATISTICS FOR THE CHINA SAMPLE
Panel A: Complete China Sample (Before Matching)

n Mean Median Std. Dev. Min. Max.
NI 7353 0.0255 0.0186 0.0789 -0.7014 1.7561
Re 7353 0.1218 -0.0723 0.6743 -0.8617 8.4848

Panel B: Selected Years

NI Rb

Year n Mean Std. Dev. Mean Std. Dev.
1994 249 0.1280 0.1527 -0.0641 0.3573
1995 290 0.1067 0.1632 03131 0.4768
1996 330 0.0706 0.1486 1.2998 1.1150
1997 568 0.0340 0.0625 0.0147 0.5149
1998 737 0.0271 0.0664 -0.0892 0.4286
1999 839 0.0304 0.0533 0.7582 0.7259
2000 934 0.0134 0.0398 0.3810 0.8900
2001 1089 0.0066 0.0411 -0.2122 0.2209
2002 1114 0.0059 0.0509 -0.1903 0.2051
2003 1203 0.0084 0.0608 -0.0829 0.2420

ANI (Xir /RH ) represents earnings-per-share deflated by price at the beginning of year t.

®R (R;) denotes inter-announcement stock returns measured from May of year t to April of year t+1.

Descriptive Statistics for the Matched Sample
Panel C: Matched China Sample (Non-Overseas-Listed Chinese Companies)

n Mean Median Std. Dev. Min. Max.
NI 373 0.0257 0.0190 0.0798 -0.5445 0.8993
Re 373 0.1411 -0.0376 0.6446 -0.6594 42160

NI (Xit /R‘t—l) represents earnings-per-share deflated by price at the beginning of year t.

®R (R;) denotes inter-announcement stock returns measured from May of year t to April of year t+1.

(0.0255) for overseas-listed (total non-overseas-listed) companies and the standard
deviation is 0.1353 (0.0789).

Table 2 reports Chinese companies listed on the Shanghai Stock Exchange and
the Shenzhen Stock Exchange as A-shares.? The mean (median) annual returns (R)
are 0.1218 (-0.0723), with a greater variation over the sample period and a rela-
tively high volatility (standard deviation 0.6743) that is characteristic of emerging
markets.”

The mean value of earnings variable (NI) is close to 0, having mean (median)
and standard deviation values of 0.0255 (0.0186) and 0.0789, while the distribution
of the NI variable tends to decrease over the sample period. Both R and NI are right-
skewed (they exceed the medians), indicating a low level of accounting conservatism
for the China sample. In addition, the standard deviation of the NI variable is always
smaller than the standard deviation of R, consistent with Ball et al.’s (2000, p. 12)
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and Ball, Kothari and Nikolaev’s (2010, p. 14) argument that accounting income is a
lagged function of past and present years’ stock returns (i.e. “prices lead earnings’).
Panel C reports descriptive statistics for the matched firms only. These are not very
different from those for the whole Chinese market (Panel A). Mean also exceeds
median for the matched firms’ net income distribution.

Table 3 reports the Hong Kong SEHK-listed companies. The mean (median)
annual returns (R) for the Hong Kong sample is 0.0869 (0.0505). Returns are left-
skewed and display great volatility for the sample, as evidenced by the standard
deviation of 0.8597. However, the mean (median) earnings variable (NI) for the
Hong Kong sample is -0.0389 (0.0505) and the standard deviation is 0.4449, show-
ing less earnings volatility. The accounting income (NI) is left-skewed. A left-skew
of earnings suggests that Hong Kong companies report occasional large negative

TABLE 3: DESCRIPTIVE STATISTICS FOR THE HONG KONG SAMPLE
Panel A: Complete Hong Kong Sample (Before Matching)2

n Mean Median Std. Dev. Min. Max.
NI 5636 -0.0389 0.0505 0.4449 -3.5368 5.2632
Rb 5636 0.0869 -0.0999 0.8597 -0.9785 9.6796

Panel B: Selected Years for Hong Kong Companies

NIe Re
Year n Mean Std. Dev. Mean Std. Dev.
1994 202 0.0947 0.1422 -0.2966 0.2497
1995 397 0.0577 03132 0.2320 0.7412
1996 434 0.0550 0.2995 0.5417 1.0598
1997 477 -0.0165 0.3243 -0.3786 0.4366
1998 479 -0.1567 0.4600 -0.2380 0.1735
1999 448 -0.0255 0.4857 0.5119 1.3701
2000 676 -0.0335 0.3921 -0.1466 0.6102
2001 744 -0.1112 0.4761 0.0551 0.6448
2002 856 -0.1048 0.4475 -0.2818 0.4738
2003 926 0.0045 0.3314 0.6341 0.9819

* The Hong Kong sample consists of companies that have a full set of available data and accounting years falling
within the period 1994-2003.

®NI (Xi/P,.,) is earnings-per-share deflated by price at the beginning of year t.

°R (Ry) denotes inter-announcement stock returns.

Panel C: Matched Hong Kong Sample (Native Hong Kong Companies)

n Mean Median Std. Dev. Min. Max.
NJa 373 0.0272 0.0790 04117 -2.5277 2.7468
R 373 0.1276 0 0.7990 -0.9334 7.7673

*NI (X;/P.,) represents earnings-per-share deflated by price at the beginning of year t.
®R (R;) denotes inter-announcement stock returns measured from May of year t to April of year t+1.
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accruals consistent with the presence of conditional conservatism (Ball et al., 2000,
p- 12; Balkrishna et al., 2007, p. 387; Ball et al., 2010, p. 26). Panel C reports descrip-
tive statistics for the matched firms only. Matched firms report higher net incomes
and returns than for the whole Hong Kong market (Panel A). However, the matched
firms also demonstrate conditional conservatism (the median exceeds the mean for
the net income distribution).

Regression Results
Table 4 presents regression results for the overseas-listed Chinese companies sam-
ple and the two matched-pairs control groups.

The first row presents the regression results for Equation 1 for the overseas-listed
Chinese companies sample of 373 observations. The f, coefficient is significantly
negative at the 1 per cent level (-0.1977; t = -3.41), indicating a lack of conditional
conservatism for the H-share companies sample. In fact, we have evidence of ‘condi-
tional aggression’, i.e. good news is captured in earnings at a more rapid rate than bad
news. The second row presents regression 1 for the first control group. This groupisa
matched sample of non-overseas-listed Chinese companies based on industry affilia-
tion and total assets. The coefficient f, is not statistically significant (0.0080; ¢ = -0.18)
for the matched sample, indicating the absence of both conditional conservatism
and conditional aggression for non-overseas-listed Chinese matched companies.
The third row presents the results for Equation 2 for the combined sample, includ-
ing overseas-listed companies and matched non-overseas-listed companies. In this
estimation, the interaction dummy coefficient f, is significantly negative at the 1 per
cent level (-0.2056; t = -2.70) and the coefficients (8, + f, = -0.1502) are significantly
negative at the 10 per cent level (t = -1.96; p-value = 0.09)." This result implies that
the matched non-overseas-listed Chinese companies report less aggressively /more
conservatively than their overseas-listed counterparts; therefore, Hypothesis 1 is
sustained. For nationalistic reasons, bureaucrats running overseas-listed companies
have incentives to report less conservatively than senior managers of non-overseas-
listed companies where government shareholdings may be lower. In fact, managers
of overseas-listed companies report agqressively whereas those of their non-overseas-
listed counterparts report neutrally. This finding suggests that the location of listing
and accounting standards are not the primary determinants of conservatism (Ball et
al., 2003). As Mao Zedong remarked back in 1957, ‘[r]egulations alone will not work
... men’s minds must change’ (quoted in Han, 1976, p. 55), and not only men’s (sic)
minds but also the cultural norms and practices embedded within social relation-
ships (Zinov’ev, 1985). We are not able to report any evidence consistent with the
‘bonding hypothesis” of Stulz (1999) and Doidge (2004).

The fourth row of Table 4 presents regression results for Equation 1 for the
matched sample of Hong Kong companies. The incremental coefficient f, is positive
and significant (0.5473; t = 4.03) for the matched sample, indicating a conservative
approach to accounting by matched Hong Kong companies. The co-efficient is rela-
tively high compared to the 0.256 (t = 4.00) reported by Bushman and Piotroski
(2006, Table 2, p. 121). This may indicate that Hong Kong earnings are becoming
more conservative over time, since our sample period is 1994-2003 whereas Bush-
man and Piotroski (2006) use 1992-2001. In addition, our small matched-firms
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sample of n = 373 may exhibit different conservatism than the Hong Kong market
taken as a whole.

The regression results for Equation 2 for the combined sample, which includes
both overseas-listed Chinese companies and matched Hong Kong companies, are
given in the fifth row. The interaction dummy coefficient §, is significantly negative
at the 1 per cent level (-0.6802; t = -4.08) and the coefficients (8, + , = -0.5997) are
significantly negative at the 5 per cent level (t = -3.53; p-value = 0.03), implying more
aggression/less conservatism for the H-share companies. This is consistent with
Bushman and Piotroski’s (2006, p. 132) finding of more diffuse ownership being
associated with higher conditional conservatism. H-share companies are associated
with high levels of state ownership and non-tradable shares, so Hypothesis 2 is
sustained. It is also consistent with Bushman and Piotroski’s (2006, p. 141) finding
that a high level of state ownership in the economy is associated with less conserva-
tive reporting from that country’s listed companies.

CONCLUDING REMARKS

China’s government has made substantial progress in recent years in enacting laws
and regulations to improve reporting quality, reduce information asymmetry and,
most importantly, encourage investor confidence. However, the results presented
in this paper provide important additional evidence that mandating regulations
alone, without a revision of the overall infrastructure, incentives and culture, is not
sufficient to generate demand for conservative reporting, especially within coun-
tries with embedded communist cultures.

We have explored the earnings conservatism of H-share companies. The results
presented in this paper indicate that H-share companies are not significantly more
conservative than Chinese companies that are not overseas listed. In fact, H-share
companies report aggressively and their non-overseas-listed counterparts report
neutrally. Both overseas-listed and non-overseas-listed Chinese companies report
more aggressively/less conservatively than native Hong Kong companies listed on
the SEHK.

These findings suggest that the location of listing has little effect on account-
ing conservatism because overseas-listed Chinese companies retain a significant
exposure to their domestic institutional environment and culture. There are few
institutional characteristics in the Chinese economy which provide incentives for
management to supply accounting conservatism. Whilst minority shareholders
might demand conservatism, the CCP bureaucracy as a major shareholder and
owner of the banks does not. The evidence presented in this paper shows consist-
ently that the demand for accounting conservatism arises endogenously in the
institutional and cultural contexts of a country and its companies (Ball et al., 2003;
Bushman and Piotroski, 2006; Ball et al., 2008; Ball et al., 2010). As Bushman and
Piotroski (2006, p. 141) conclude, ‘firms in countries with political economies char-
acterized by ... high state ownership of enterprises both speed the recognition of
good news and slow the recognition of bad news in earnings relative to firms in
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countries with less political involvement in the economy.” We present no evidence
consistent with the ‘bonding hypothesis” of Stulz (1999) and Doidge (2004).

Our results are not surprising because, in a country with many elements of
communism (or at least communist residues in the area of cultural norms within
social relationships) present, reporting losses rapidly to the capital market may
not be considered a matter of urgency. Full or excess employment, social order
and social stability are likely to be regarded as more important objectives by the
CCP. In mainland China, the ‘economic’ is rarely separated from the ‘social” and
the “political’. Instead, what we observe in practice is a complex and somewhat
contradictory synthesis of all of these aspects. Accountability to those higher up
the chain of command in the CCP, in practice if not in theory, remains more impor-
tant than accountability to the “market’, especially for overseas-listed companies
where government shareholdings are higher. The rise of Dengism and its associ-
ated nationalism has meant that overseas-listed companies are seen as ‘showcase’
companies (Hung et al., 2008). The large and stable reported profits of overseas-
listed companies are presented and viewed as evidence of the startling economic
transformation of China since 1949 and even more so since 1978. In reality, however,
the absence of conservatism in China suggests that Mao-era incentives to overstate
production outputs, so characteristic of the ‘Great Leap Forward” campaign of the
1950s, still exert an important cultural influence over financial reporting in China
today. Lenin once remarked that there is no historical precedent for a peaceful tran-
sition from capitalism to communism. The road back to capitalism is probably not
much easier. The physical Berlin Wall is easy enough to dismantle but it is harder
to dismantle the Berlin Wall inside people’s minds (Zinov’ev, 1985). Our results
should have special relevance for other countries attempting the transition from
communism to capitalism, such as Russia, Vietnam, the former Soviet Union repub-
lics and the countries of Eastern Europe.
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NOTES

1. Ball and Shivakumar (2005) and Ball et al. (2000) refer to this asymmetric loss recognition time-
liness characteristic as ‘conditional conservatism’, which can increase contracting efficiency and
effectively capture much of the transparency of financial information, in contrast to ‘uncondi-
tional conservatism’, which is an accounting bias towards reporting low book values.

2. We consider only the profit figures computed using international financial reporting standards
(IFRS) or Hong Kong's generally accepted accounting principles (GAAP) and not the figures pro-
duced under Chinese GAAP by the overseas-listed firms.

3. Bushman and Piotroski (2006, p. | 17), in the largest scale cross-country empirical study on con-
servative reporting undertaken to date, exclude China and Poland from their 38 countries due
to these countries’ ‘socialist legal origin’. Ball et al. (2003) also do not study China.

4. The quality of IFRS and Hong Kong GAAP are considered equivalent in quality to contemporary
common law standards (Ball et al., 2003).

5. The fact that a majority of listed companies in China evolved from SOEs means that a high pro-
portion of their capital consists of non-tradable state-owned and legal persons (LP) shares. In
2003, the percentage of all non-tradable (tradable) shares for China as a whole was 64.45 per
cent (35.55 per cent). This percentage does not appear to be declining over time. Appendix A
provides information about the capital structure of listed Chinese companies in aggregate in
terms of the percentage breakdowns between shares held by the state, legal persons and other
(all non-tradable); and between A-, B- and H-shares (all tradable).

6. This model has been widely used in recent empirical literature on accounting conservatism,
including papers by Basu (1997), Pope and Walker (1999), Ball et al. (2000, 2003), Giner and Rees
(2001), Bushman and Piotroski (2006), and Balkrishna et al. (2007). Critics of the Basu model are
unable to explain why the ranking of reported conditional conservatism coefficients across coun-
tries in studies such as Ball et al. (2000, 2003), Bushman and Piotroski (2006), and the present
paper are exactly in accordance with what the conservatism theory predicts. It is hard to believe
that this could happen by chance, which would be the case if the Basu model does not actually
capture differences in conditional conservatism (Ball, Kothari and Nikolaev, 2010, p. 28). Readers
are referred to Ball et al. (2010) for a detailed discussion and convincing refutation of the main
criticisms (or, in their words, ‘misconceptions’ (p. 4)) of Basu’s model.

7. Ryan (2006) suggests that to minimise the biases described by Dietrich, Muller and Ried! (2007),
we use fiscal year returns in Basu’s model.

8. Prior empirical studies using alternative models to Basu to measure conditional conservatism
report equivalent results to those reported when Basu’s model is used (Ball et al., 2010, pp. 24,
26).These alternative tests, such as the time-series of earnings changes test, have important defi-
ciencies of their own (Ball et al., 2010, p. 25). Hence we do not undertake these additional tests.

9. According to Roychowdhury and Watts (2007), the Basu model slope coefficient is simply one
measure of conditional conservatism and one that has limitations in that it is based on single-
year data for each firm-year observation. It is not conservatism per se. Roychowdhury and Watts
(2007, p. 10) define NAc or ‘true conservatism’ as the difference between end-of-period net
assets value (NAV) and book value of net assets (NAB). NAc is based on the full period of the
firm’s life following its initial public offering (see also their Figure I, p.7).

10. All Chinese companies have calendar fiscal years, so stock returns are measured from May of the
year t to April of year t+1.

11. The industry classification adopted is CSRC for matching non-overseas-listed Chinese compa-
nies and the Hong Kong Standard Industrial Classification for matching Hong Kong companies.

12. As with Table 3 (Hong Kong companies), Panels A and B are for the entire population of this
market that have sufficient accounting and stock price data, i.e. before the matching with the
overseas-listed Chinese companies is performed.
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13. The standard deviations of both R and NI in the Chinese sample are very similar to the sample in
Ball et al. (2000) and to those of the four East Asian country samples in Ball et al. (2003).
14. To assess the statistical significance for (ﬂ5 + ﬂG), the following equation is used to calculate the
t-statistic (t%):
B+ B, 02*”/275] o Bth
24 \/cr;s +o?

4

if 3~ N(ﬁ,,c,f) chen;?: ﬁS;[}s _ N[
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