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Assets quality is vital to companies’ sustainable development. Especially
for emerging capital market, assets quality plays an important role to endure
earnings persistence, earnings predictive ability and earnings value
relevance. However, investors have always concerned too much about the profit-
ability of listed companies when they make investing decisions, while caring
much less about assets quality which is very fundamental to earnings quali-
ty. And as another aspect, regulators have made quite a lot of rules on earnings
thresholds for listed companies, which also leads investors as well companies to
focus most of their attentions to earnings but assets quality. Meanwhile, there
are few scholars investigating deeply on assets quality and most of them are lim-
ited to some deducted asset items required by CSRC, neither to say that existing
literatures haven’t had a clear, integrated and unified definition of assets quali-

ty and related research methodology. Therefore, this dissertation will start from

assels quality theory and then use empirical research methods to build virtual as-
set — earnings management models. It will also analyse the mechanism between
assets quality and earnings quality based on China’ s unique institutional back-
ground. It aims at digging deeper into motivation and economic consequences of
assels quality extended from some virtual assets items, as well as drawing a
clear picture of the listed companies’ current assets quality. It also aims at pro-
viding a complete framework and specific methodology for doing research on as-
sets quality of listed companies in China. It hopes to provide evidences for more
assels — quality targeted policies from information disclosure perspective and give
suggestions to further improve assets quality and earnings quality of China’s lis-
ted companies, as well as to guide investors to have a rational long — term in-
vestment behavior.

Firstly, it reviews literature on assets quality and earnings quality and sum-
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marizes the main conclusions of the current studies. Then it analyzes virtual as-
sets’ properties and its causes theoratically considering China’ s institutional
background related to assets supervision. It finds that virtual assets do not meet

the assets definition according to Accounting Standards for Enterprises -
Basic Standards" . Actually virtual assets are some costs or losses in listed com-
panies but listed as part of normal assets in according with accrual accounting
and matching principle. Therefore, virtual assets are of poor assets quali-

ly. Among ils causes, there are some accounting premise such as accounling en-

tity and continuous operation, and revenue — costs matching principle, ac-

counting methods such as " accrued" ," deferred" distribution" and " am-
ortization" , as well as diversity and uncertainty of some accounting measure-
ments. Moreover, as earnings plays an increasingly important role in China’ s
capital market, it stimulates listed companies with strong earnings management
motivation. Meanwhile, there are still some serious corporate governance prob-
lems. Those together cause large virtual assets and provides another tool to man-
age earnings.

Secondly, it investigates the actual situation and basic characteristics of
the virtual assels of listed companies in China. Then it compares those sub — in-
dustryly and annually. Further more, it analyze virtual assets’ structure analy-
sis, in order to make a reasonable evaluation of assets quality status quo of Chi-
nese listed companies. It finds that virtual assets overall have a great influence
on listed companies’ financial condition and performance, especially for agri-
culture , forestry, animal husbandry, fisheries, construction, social services,
wholesale and retail trade, comprehensive industries. It also finds that virtusl
assets’ effect on net assets, total assets and income show a decreasing trend in
the recent years, which indicates that listed company’s assets quality improves
as CSRC requires disclosure of " adjusted net assets per share" . After decom-
posing virtual assets, it finds that accounts receivables, prepaid expenses and
long — term prepaid expenses are the most three important components, based
on their the potential impacts on earnings. Accounts receivable and long — term
prepaid expenses change quite a lot during a year, leaving much room to manip-

ulate. It also finds that even using new accounting standards, some companies
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only make 50% provision as bad debts for receivables over three years, which
is not consistent with its real situation and the international practice. Moreover,
although items accounted as long — term prepaid expenses have been greatly re-
duced, long —term prepaid’s big variance still makes itself an important virtual
assets.

Thirdly, it groups the whole sample into two different sets based on its vir-
tual assets’ proportion of net assets and the earnings management motivation to
avoid a loss, and then uses empirical analysis such as Descriptive Slatistics,
Mean/Median Testing finding that virtual assets reversal phenomenon existing in
higher virtual assets proportion group and avoiding losses group. Namely, some
companies may recognize more or amortize less virtual assets to reduce the cur-
rent costs, thereby achieving current profit, while in next period make a " rea-
sonable" amortization. Then, it uses virtual assets in two period and three mod-
els, controlling year, industry and assets size to regress virtual assets pershare
and virtual assets increments per share respectively by sub — samples and mixed
samples. It further validates that higher virtual — asset proportion group and avoi-
ding losses group have more obvious inter — period earnings management behav-
ior with virtual assets comparing to other companies. It also finds that current vir-
tual assets have 5% and 31% more reversal for those two groups.

Fourthly, it explores the mechanism of the impact of assets quality and
earnings quality with virtual assets as measurement for assets quality, earnings
persistence and predictive ability for the earnings quality metrics. It attributes
virtual assets’ impact on earnings quality to its characteristics and earnings man-
agement. It finds that higher virtual assets proportion group and avoiding losses
group present obvious signs of earnings manipulation, but even if they do so
they are still unable to significantly improve their performance. Earnings and vir-
tual assets correlation analysis shows that earnings management behavior by in-
tertemporal transfer of virtual assets, that is when real earnings in the current
period decrease, the current virtual assets increase causing manipulated earn-
ings increase, but when real earnings in the next period recovers, virtual assets
are reversed, causing manipulated earnings decrease. In addition, it designs

earnings/assets cross — variable regression model for sub — samples and mixed
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samples, using earnings per share and adjusted earnings per share, controlling
year, industry and size. It finds that earnings persistence and predictability are
low for higher virtual assets proportion group and avoiding losses group. That
means poor assets quality leads to low earnings quality.

At last, it gives some policy recommendations, such as regulatory authori-
ties should strengthen the supervision on the virtual assets’ recognition and dis-
closure, help companies to make a reasonable judgment according to assets’
aclual situation, further improve Accounting Standards to reduce the possibility
of virtual assets earnings management, focus on companies long — term develop-
ment by considering their assets quality, as weel as make virtual assets as im-
portant auditing items. In all we should guide the stakeholders and investors to
concern more about listed companies’ assets quality. It also indicates that future
studies need to take some fair — value based assets as virtual assets based on
their poor assets quality and then further explore new means of earnings manage-
ment and assets quality — earnings quality mechanism.

Key words: Virtual assets, Assets quality, Earnings management,

Earnings quality
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