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Abstract

Financial distress prediction of enterprise has been paid much attention by
both academics and responsible stakeholders. Many scholars have carried out
much research work on financial distress prediction of enterprise since the middle
of the twentieth century. Till now, many financial distress prediction models
have been established for a good practicality. However, many disputed questions
are involved to affect the accuracy of these models in the area. On the base of lit-
erature review of financial distress prediction, we find that financial indexes are
widely used in these models. Because of the earning management in financial re-
ports of listed companies, these financial indexes often are distorted. So these fi-
nancial distress prediction models based on the distorted financial indexes is un-
likely to have high prediction accuracy of models.

In this dissertation, the theory of the earnings management has been incor-
porated into financial distress prediction area to solve the low accuracy problem of
these financial distress prediction models caused by the distorted financial inde-
xes. Then, the established prediction models with a high accuracy can be applied
for relevant users.

Firstly, the concepts of earnings management and financial crisis have been
discussed. The differences among earnings management, accounting policy choice
and financial fraud are discriminated. The modeling tools and variables are dis-
cussed. The possibility to incorporate earnings management theories into financial
crisis prediction area is analyzed. Accordingly, the financial crisis prediction
process based on earnings management has been constructed.

Secondly, the financial crisis models based on estimation models of earnings
management extent are established. These indexes on the base of estimation mod-
els of earnings management extent are obtained and used in two financial distress
prediction models. 256 new * ST companies and their counterparts in 2006~2008
have been chosen as samples for empirical analysis. The multiple discriminant
analysis method and logistic binary regression analysis method are applied for es-
tablishing these models. The results on financial distress prediction are satisfying

by using these models. The feasibility to incorporate these indexes of estimation
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models into financial distress prediction area has been proven elementarily.

Thirdly, the financial crisis models based on these exceptional fluctuation in-
dexes caused by earnings management means are established. The changing tend-
ency of exceptional indexes and the adjustive way from exceptional indexes to nor-
mal ones also are discussed. Thereafter, the other indexes aggregate to be used in
financial distress prediction models can be obtained. Two financial distress pre-
diction models are established respectively on the base of unadjustive indexes and
adjustive indexes. The financial distress prediction results are more reasonable in
the models using adjustive indexes rather than using unadjustive indexes. Fur-
thermore, higher earnings management extent means the higher prediction accu-
racy by using the model based on adjustive indexes.

Fourthly, one integrative model based on the two aforementioned indexes ag-
gregates is established. The financial distress prediction results are satisfying in
such an integrative model.

Fifthly, the corporate governance indexes have been introduced into models,
Another integrative model can be also established, which includes three kinds of
indexes, such as corporate governance indexes, estimation models of the extent of
earnings management indexes and exceptionally wavy indexes. The prediction ac-
curacy is further improved in this kind of integrative model.

Finally, prediction effects of all financial distress prediction models are com-
pared to obtain the optimized indexes system and methods for establishing mod-
els.

In this study, it has proved that the theory and method of earnings manage-
ment can be incorporated into financial distress prediction area. As a result, the
problem of low accuracy can be solved which is brought by these financial distress
prediction models due to the distorted financial indexes. The prediction accuracy
of these models based on earnings management has been improved. This research
work provides an effective method for solving the accuracy problem of financial
distress prediction models, which is often resulted from the distorted financial in-
dexes due to the earnings management. Accordingly, the indexes system of finan-
cial distress prediction has expanded and the prediction quality of financial distress

prediction models has been improved.

Keywords: Financial distress; Financial distress prediction; Earnings manage-
ment; Discretionary accruals; Modified Jones” model; Principal components —

logistic binary regression analysis method.
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