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AccountING RESEARCH IN CHINA
Volume 1, Number 1, 2009

Editorial: Accounting Research in China

Consulting Editors and Joint Editors

Accounting research in China has flourished over the last few decades, in large part
due to major developments including economic reform and marketization. Improvements
in the quality of Chinese accounting research have been further facilitated by the evolu-
tion from unitary theory and methodology to engagement of a variety of theories and rigor-
ous research methodologies, some of which have been borrowed from developed econo-
mies. International scholars should be well aware of the now vast literature on China in
the fields of accounting and finance published in English, a literature noted for its varie-
ty, thoroughness and scholarship. However, they likely face a language barrier in ac-
cessing the voluminous and rich literature published only in Chinese.

The launch of Accounting Research in China is an effort by the Accounting Society
of China to enhance overall understanding of the developments in accounting theory and
practice in China. This new journal will publish annually English translations of a selec-
tion of research studies published very recently in Chinese. In addition to increasing the
accessibility of scholarly accounting research published in Chinese, Accounting Research
in China will provide a channel for exchanges between Chinese and international aca-
demics.

Initially, the journal will be published once a year, moving to multiple issues per
year as the journal matures. Papers in the early issues will be selected from those al-
ready published in Accounting Research ( Chinese ), a leading Chinese journal edited by
the Accounting Society of China and published monthly. In the medium and long term,
the journal will accept direct submissions, with special preference for international com-
parative studies. We also plan to introduce some novel features, such as creating a De-
bating Forum section to solicit new papers on issues of major current interest.

We have great pleasure in presenting the first issue of the new journal. It contains
four papers selected from the 2006 and 2007 issues of Accounting Research. Before intro-
ducing these papers, we would like to draw readers’ attention to a number of features
pertaining to accounting research published in Chinese.

While most of the papers in this volume, and indeed most of the recent published

accounting research in Chinese, draw heavily on Western theories and methods, there
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are some crucial differences in the style of reporting. In part, this has come about as a
consequence of the Chinese journals’ editorial demands. In the specific case of Account-
ing Research, the journal has set a ceiling on the number of words per manuscript that is
significantly lower than that employed by most journals published in English. In part,
the differences are due to Chinese and Western writing styles. Thus to readers of English
papers, the Chinese papers translated and reproduced in this volume may appear to be
unnecessarily brief in various areas, such as articulating the motivation of the research,
describing sampling procedures and demographics, discussing robustness tests, or mak-
ing connections to the extant literature. In many cases, authors would have attended to
these issues but not reported them in their manuscripts.

Another issue relates to how the manuscripts contained in this volume were select-
ed. The process followed was to ask a panel of editorial board members for Accounting
Research to nominate the best and most representative papers published in Accounting
Research during 2006—2007 ( the 2008 volume was not available at that stage ). The
Editors of Accounting Research in China provided guidelines concerning such aspects as
originality , topicality, and sub-discipline. From this pool of nominated papers, the Edi-
tors selected the final manuscripts to be translated for this volume. We do not wish to
claim that these are the only good papers in Accounting Research, but we do believe that
they are among the best papers published in the Chinese journal. To mark this point, we
also provide a list of the titles of other significant papers at the end of the volume.

Now let’s focus on the papers published in this volume.

While the role of professional judgement in the quality of accounting information
has been much debated over rules-based versus principles-based accounting standards in
the recent accounting literature, direct empirical evidence on this is rare ( ICAS,
2006 ). Wang and Liu ( 2009 ) represent a fresh attempt to help fill in this gap. They
use dual-listed firms that are required to disclose earnings under both Chinese Account-
ing Standards ( CAS ) and International Accounting Standards ( IAS ) to examine whether
differences in accounting standards or differences in professional judgement caused the
earnings gap between the two reporting regimes during 1998—2000. They find that pro-
fessional judgment rather than accounting standards drove the earnings gap and argue
that their findings support the conjecture that IAS per se do not necessarily improve ac-
counting information quality ( Ball, Robin, and Wu, 2003 ). While such a finding has
important policy implications, it also raises theoretical and methodological issues such as
what constitutes professional judgement, how professional judgement can be measured
empirically, and how the influence of accounting standards and professional judgement
on the quality of accounting information can be separated.

Wu (2009 ) documents a trend of relaxing regulatory enforcement against auditors
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involved in financial audit failures: auditors were held liable in 88.2 percent and 23.6
percent of audit failure cases in the periods of 1999—2002 and 2003—2006 respectively
and they were found to be liable for an average of 82.7 percent and 41.2 percent of ac-
cused fraudulent misconducts in the periods 1999—2002 and 2003—2006 respectively.
He observes that the pressure on auditor liability has been diverted by a change in the
regulatory focus from equity offering regulations to regulations of continuous information
disclosure and an increasing reinforcement in the corporate management liability as well
as corporate governance. This change has several implications. For the auditing profes-
sion, it appears to contribute toward a more favourable audit environment. A less harsh
environment may be necessary to foster the development of the young Chinese profes-
sion. On the other hand, it could bread misconducts by some auditors who seek to take
advantage of such a relaxed regulatory enforcement. The audit profession should have
learned a lesson from the recent international financial scandals, particularly, the Arthur
Anderson saga which shows that the whole audit profession could suffer from the miscon-
duct of a single audit firm. For regulators and enforcers who have to balance auditor lia-
bility and management accountability, such a change has to be constantly monitored in
case the trend of loosening regulatory enforcement goes too far. For users of accounting
information, the regulatory change may have contributed toward an increased suspicion
of audit quality in China. Apart from practical implications, the findings raise several
questions for future research, for example, how does such a regulatory propensity affect
audit quality, auditor behavior and users’ perception of audit quality? How does the cur-
rent level of regulatory sanction in China compare with that in other countries? What fac-
tors affect regulators and enforcers’ decisions in relaxing or tightening up regulatory en-
forcement?

Catering theory has emerged as a popular alternative theory on dividend policy.
Building upon this theory, Huang and Shen ( 2009 ) argue that in China, where many
listed companies have a highly concentrated ownership structure, dividend policies are
likely to reflect only the preferences of large shareholders. Using a sample of listed com-
panies in China between 1994 and 2005, they find strong evidence in support of the im-
pact of ownership structure on setting corporate dividend policy. While such a finding is
interesting, it is even more important to find out why ownership structure affects share-
holder preferences and then corporate dividend policy. In addition, it is of interest to
find out why many more listed Chinese firms issue stock dividends compared to compa-
nies elsewhere ( e. g. , the USA and the UK ). Also adopting catering theory, Wei and
Xiao (2009 ) attempt to address these questions. Using data of listed Chinese firms from
1995 to 2006, they find that tradability and asymmetrical taxation are important institu-

tional factors that affect shareholder preferences for the type and level of dividends. Spe-
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cifically, they find that the cash dividend level is significantly and positively related to
the proportion of non-publicly tradable shares and this relation is mainly driven by legal
person shareholders’ preferences for cash dividends. In contrast, the stock dividend lev-
el is significantly and positively associated with the proportion of publicly tradable
shares, reflecting the preference for stock dividends by the holders of publicly tradable
shares.

As this journal seeks to provide a forum for policy makers and regulators to debate
the most critical accounting issues relating to China, we include a paper by Dr. Yuting
Liu, Director-General of the Department of Accounting Administration, Ministry of Fi-
nance, on the Chinese approach to the adoption of International Financial Reporting
Standards ( IFRS ). In his opinion, the new Chinese Accounting Standards system
( CAS) issued in 2006, effective from 1 January 2007, is based on an integration of the
experience of Chinese accounting reforms and IFRS. Liu argues that this approach is a-
dopted to suit the needs of Chinese economic development and the new system has a-
chieved a substantial convergence with IFRS with differences existing in relation to a few
issues. The large scale de jure convergence is likely to benefit Chinese firms seeking in-
ternational finance as well as international investors or business partners who invest in
China or trade with Chinese firms. However, while such regulatory developments are en-
couraging, it remains to be evaluated whether the new standards will lead to improved
quality of accounting information. It would be interesting to see whether and how the re-
maining differences between CAS and IFRS can be ironed out. Although Liu is optimis-
tic about the mutual recognition of accounting standards between China and international
communities, it remains to be seen whether the latter are readily cognizable of the tran-
sitional nature of the Chinese economy and unique culture and the resultant special cir-

cumstances that often create different regulatory needs.
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What Determines the Earnings Gap in China’s
A- and B-share Dual-reporting: Accounting
Standards or Professional Judgment?”

Feng Liu Bing Wang ™

Abstract In China, nearly 100 firms issue both A-shares and B-shares simultane-
ously. These dual-listed firms are required to disclose earnings under both Chinese Ac-
counting Standards ( CAS ) and International Accounting Standards ( TAS ). It is widely be-
lieved that there was only a minimal difference between CAS and IAS during 1998—2000.
We examine the earnings gap between the two reporting regimes during that period. Our
empirical evidence suggests that professional judgment rather than accounting standards
drove the earnings gap. We further analyze the underlying incentives for management to
make the biased judgment. The findings support the conjecture raised by Ball ( 1995 ) that

IAS do not necessarily improve accounting information quality.

Key words Earnings gap, International Accounting Standards, Professional judg-

ment

1. Introduction

According to the International Accounting Standards Committee ( IASC hereafter ),
the predecessor of the International Accounting Standards Board ( IASB ), the develop-
ment of International Accounting Standards ( IAS ) is driven by economic globalization as
IAS adoption helps improve the quality of accounting information worldwide ( Chen,
1998 ). However, this view is debatable and empirically contestable. Ball ( 1995 ), for
example , argues that generally-accepted accounting rules are an integral part of how cor-
porations transact, and the adoption of IAS requires a conducive institutional environ-
ment in terms of legal systems, incentive mechanisms and so on. Ball et al. (2003 )

undertake an empirical test using four Asian economies ( i. e. China Hong Kong, Malay-

* This work is supported by the National Science Foundation ( No. 70532003 and No. 70772080 ) and Guangdong
Province Key Research Institute of Humanities and Social Science at Universities. Xiaojie Sun provided able research
assistance. This paper was initially translated by the authors and then edited by Jason Xiao.
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sia, Singapore, and Thailand ). All of these jurisdictions follow the Anglo-American ac-
counting tradition and IAS, but their corporate managers and auditors face varying repor-
ting incentives. The authors find that the reported earnings in these economies generally
lack transparency and also vary in quality. They conclude that adopting IAS does not in
itself ensure high transparency.

Since the reintroduction of a capital market in China in the early 1990s, accounting
regulation has been changing. The impact of accounting regulation has been the focus of
both policy makers and academic researchers. In the 1950s, China adopted a uniform
accounting system from the former Soviet Union. In the early 1980s, China partially a-
dopted Anglo-American accounting due to the open-door policy and the emerging market
economy. However, it was as late as in 1992 that China introduced its first accounting
standards, Accounting Standards for Business Enterprises —Basic Standards. This is re-
garded as the starting point when China attempted to replace the uniform accounting sys-
tem by IAS. The first practical accounting standard, Disclosure of Related Parties and
their Transactions, was effective in 1997. By the end of 2000, a total of ten accounting
standards had been issued. Also, the Ministry of Finance, the Chinese accounting regu-
lators and standards setters, issued Accounting Regulation for Listed Companies in 1998
which granted more room for professional judgment by requiring all listed companies to
assess and provide for asset impairment ( Chen et al. , 2002 ). These standards were
generally close to IAS ( Feng, 2001 ).

Can IAS adoption improve the quality of accounting information? Chen et al.
( 1999 ) find a significant difference in the profit reported under CAS and that under 1AS
by B share corporations listed at the Shanghai Stock Exchange from 1994 to 1997, main-
ly due to the differences between the two sets of standards, opportunistic application of
the standards, and extraordinary items. Chen et al. (2002 ) find that the two sets of ac-
counting standards were mostly identical from 1998 to 1999, but the profit based on the
domestic accounting standards was higher than that reported under 1AS. The suggested
underlying reasons include poor accounting infrastructure, earnings management, and
poor audit quality. Based on these findings, they conclude that harmonized accounting
standards do not necessarily lead to harmonized accounting practice.

Our paper also examines the impact of accounting standards on the quality of ac-
counting information. Unlike the aforementioned papers which focus on why high quality
accounting standards per se cannot generate high quality accounting information and at-
tribute this inability to institutional differences or varying reporting incentives, our paper
explores whether professional judgment causes different reported earnings under two sets
of similar accounting standards, CAS and IAS. In doing so, we restrict our research to

the period between 1998 and 2000 when the domestic accounting standards are consid-
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ered a selected translation of IAS.' We categorize the sources of earnings gap between
A-share report and B-share report into two classes, one arising from professional judg-
ment and the remainder from non-professional judgment, which may be caused by differ-
ences in accounting standards or by different macro-economic environments or policies.

We first decompose the earnings gap into specific items. We then classify them into
either professional judgment or non-professional judgment. In the third step, we test
whether there is a significant discrepancy between the dually reported earnings after ex-
cluding the effect of professional judgment. If the gap persists even after the earnings
difference caused by professional judgment is excluded, then the earnings gap may be
attributed to the difference in the two sets of accounting standards. Otherwise, we may
conclude that the earnings gap between the two sets of financial statements is mainly
driven by professional judgment, which is consistent with the conjecture of Ball
(1995 ). Our findings tend to support the conjecture that the earnings gap is mainly
driven by professional judgment instead of the difference in the two sets of accounting
standards.

Our research contributes to the literature in several regards. First, we explore how
accounting practice deviates from accounting standards, while the mainstream literature
only focuses on why accounting practice departs from accounting standards. Second, we
use a single set of firms which prepare two sets of financial statements under domestic
accounting standards and IAS respectively. This helps control for the noise of institution-
al settings. Third, to the extent that our findings are robust, they contribute to the de-
bate on rules-based versus principles-based accounting standards since principles-based
standards will permit more room for professional judgment, which, in turn, will result in
more varied accounting information quality.

The remainder of the paper is organized into four parts. In Section 2, we discuss
the distinction between professional judgment and non-professional judgment. We then
group our sample firms’ sources of the earnings gap into professional and non-profession-
al judgment and test the difference statistically in Section 3. Section 4 further explores

the underlying incentives driving professional judgment and Section 5 concludes the pa-

per.

' As mentioned above, by the end of 2000 a total of ten accounting standards had been issued. In most cases, they
are identical to their TAS counterparts except for some minor changes including some terms that are considered to be

used for featuring Chinese characteristics.
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2. Differences in Accounting Standards,
Gaps in Reported Earnings and the
Role of Professional Judgment

Prior to Ball ( 1995 ), the literature on differences in accounting standards merely
focused on the standards themselves. For example, comparative accounting research de-
picts differences in national accounting standards by comparing detailed accounting treat-
ments under different economies ( Choi et al. , 1999 ). Ball ( 1995 ) suggests that ac-
counting standards are an integral part of how a firm contracts and operates, rather than
stand-alone. Therefore, even two identical accounting standards in two different coun-
tries may not guarantee that accounting practice will be the same if related infrastructures
are different.

The dual-listing and dual-reporting system provides a unique setting to explore the
difference in accounting standards and its impact on accounting information quality, or for
simplicity , the gap between the two reported earnings. A dual-listed company is mandated
to prepare two sets of financial statements following two sets of accounting standards, i.
e., CAS for A-share reporting and TAS for B-share reporting respectively. Ball ( 1995 )
argues that accounting standards cannot be stand-alone; rather their implementation is af-
fected by related institutions, especially the legal environment. Ball et al. ( 2003 ) find
that the implementation of IAS in four Asian jurisdictions where the institutions and man-
agerial reporting incentives are different generates non-transparent accounting information
with varied quality.

Why do high quality accounting standards not necessarily generate accounting infor-
mation with high quality? Why do the same accounting standards result in quality-differ-
entiated accounting information? We offer a basic analytical framework here to help an-
swer these questions.

It is widely believed that accounting information should truthfully represent the eco-
nomic reality of the reporting entity. According to IASC or its successor, IASB, similar
or same transactions, no matter where they occur, should be accounted for and reported
similarly. > Following this logic, if similar transactions are accounted for in different
ways, it must be the accounting standards at the country level that allow different treat-
ments.

Many studies provide empirical evidence to support the view that accounting policy

2 At 1ASB’s website, various speeches or news either explicitly express this idea or implicitly imply this idea. For ex-
ample, Sir Tweedie emphasizes in the Empire Club of Canada in April 25 2008 that Whether you are in Toronto, Toky-
o, Tampa, or Turin, accounting should provide the same answer for the same economic transaction.



