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ABSTRACT 

This paper attempts to find out the relationship between corporate governance and earnings 

quality using Shanghai and Shenzhen listed companies from 2004 to 2008 as samples. The 

results demonstrate discretionary accruals, which is negatively correlated with the management 

compensation but is positively correlated with the independence of the audit committee, the 

ratio of independent directors and shareholders' rights on equity. The correlation tests in this 

study only use the part of companies listed on the Shanghai and Shenzhen stock exchanges 

with complete information. Future research may use a larger database to check the connection 

between the overall governance quality and earnings quality of listed companies in China. 

However, the evidence provided by this study supports that in China, stronger corporate 

governance can better manage the financial accounting process but decrease earnings quality, 

maybe this gives another idea to think about how to help the future development of a company 

better. 
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I. INTRODUCTION 

Corporate governance is defined as "the oversight activities of the board of directors and the 

audit committee to ensure the integrity of the financial reporting process" (Jiang et al., 2008). 

From this perspective, the most critical goal in governance is to ensure the accuracy and 

completeness of the financial analysis reporting process, as known as quality (Jiang et al., 2008). 

Among them, in the report, the company's internal and external personnel are most concerned 

about the earnings or the quality of earnings. On the contrary, some critics argue that improved 

governance could change the management structure and distribution of benefits in many 

companies, which impact is often unacceptable to the beneficiaries so that many companies 

and their shareholders would forgo risk. As a result, shareholders' wealth and power will be 

limited (Niu, 2006). 

The purpose of this study is to find out the relationship between corporate governance and 

earnings quality on the effectiveness of the new government regulations in 2006 in China. 

Although there are numerous similar articles on the relationship between corporate governance 

and income management throughout the accounting or business area, both nationally and 

internationally. However, most of them discuss the link between earnings management and one 

specific corporate governance variable, that is, the board composition or the characteristics of 

the audit committee (Fivos et al., 2011; Lin et al. 2006), or the relationship between earnings 

management and governance variables in one specific industry, such as manufacturing or 

emerging industries (Ma, et al. 2017). 

There are 1,803 companies listed on the Shenzhen and Shanghai stock exchanges from 

2004 to 2008 selected as a specimen in this paper. In the 1990s, China established the Shanghai 
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and Shenzhen Stock Exchanges. To manage the new stock market and optimize the corporate 

governance environment, China established the Securities Regulatory Commission (CSRC). In 

the following ten years, China's first corporate law perfected the rights, social responsibility of 

firms and restructured the corporate structure. Still, the relationship between state shareholders 

and investors remains uneven. In 2006, China introduced new policies to address imbalances, 

which also have implications for corporate governance in China (Kang et al., 2008). The 

companies are selected in this sample also covers all industries. 

Our results provide evidences for a negative relationship between corporate governance 

and earnings quality. The results suggest that higher corporate governance levels in some 

categories are likely to allow people to do illegal things on the company's earnings. In other 

words, better corporate governance may decrease the quality of earnings in some parts. In 

addition, by dividing the discretionary accruals into positive and negative, the conclusion 

proves that the governance mechanism mainly limits positive discretionary accruals and has 

little effect on negative discretionary accruals. 

This study has several contributions to future research. First, I used five measurements in 

the corporate governance mechanism to study how they affect earnings quality. Therefore, our 

findings are not limited to the impact of a single corporate governance indicator, such as the 

board composition or the independence of the audit committee. Our results prove the negative 

relationship between these corporate governance indicators and earnings quality, which is 

different from most prior studies, can be a new orientation to think about which aspects of 

corporate governance can improve the earnings quality or which cannot. 
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The second contribution of our research is that the sample is not limited to the top 500 or 

100 companies in the country. Perhaps these companies have relatively small companies with 

better corporate governance mechanisms, but this may be extreme and not conducive to the 

analysis of general laws. 

Finally, the study provides evidence that corporate governance mechanisms limit positive 

discretionary accruals to a great extent and affect negative discretionary accruals to a small 

extent. This provides the basis for further analysis in the future. 

The parts of this article are as follows. The next section shows what other authors have 

done about my topic by study the prior literature. Part 3 is about the hypothesis and section 4 

describes methodology and variables with models. Section 5 includes sample selection and 

empirical results. Section 6 is the conclusion of this research. 

 

II. LITERATURE REVIEW 

Earnings quality 

There are two dimensions of interpretation of earnings quality. One definition is that it reflects 

the degree of economic reality in the enterprise. On the other hand, it shows that the company's 

financial statements accurately and fairly demonstrate the operating and financial status (Ma et 

al., 2017).  

Earnings quality can be measured in two metrics: (1) “an accounting-based measure of 

earnings management (abnormal accruals); and (2) market-based measure of earnings 

informativeness” (Ma et al., 2017; Nau, 2006), as well as in many variables, such as 
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discretionary accruals, accruals quality, earnings persistence, earnings predictability, earnings 

smoothness, value relevance, timeliness, conservatism (Jiang et al., 2008; Roodposhti et al., 

2011; Ma et al., 2017). 

 

Corporate governance 

Corporate governance is interpreted by the Public Oversight Board (POB) as a monitoring 

activity by the Board of Directors and the Audit Committee to ensure the integrity of the 

financial reporting process (Jiang et al., 2008). In addition, in the study of Fodio, et al. (2013), 

corporate governance is like the relationship between the company and all its stakeholders, and 

as a set of self-protection mechanisms to prevent external investors from being harmed by 

insiders. 

Multiple prior studies have pointed out the functions of corporate governance mechanisms. 

One is to reduce additional costs by strengthening monitoring of management behavior and 

limiting managerial speculation. The second is to ensure the quality of the financial reporting 

process and information security. The third is to reduce the differences of interests, losses and 

risks between shareholders and management. At the same time, the importance of corporate 

governance has been widely concerned by the industry and the media (Niu, 2006; Jiang et al., 

2008; Mashayekhi et al., 2010; Fodio et al., 2013; Roodposhti et al., 2011). 

As similar as earnings quality, the corporate governance can be measured in board, board 

size, compensation of directors and managers, shareholders’ rights on shares, company 
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information disclosure, audit committee size, audit committee independence, firm size, 

leverage and so on (Niu, 2006; Fodio et al., 2013; Roodposhti et al., 2011) 

 

The impacts of corporate governance on earnings quality in prior researches 

The importance of corporate governance has always been a close concern of regulators, 

corporate management, internal and external investors. The governance problems come from 

the difference of choice between shareholders and managers under the consideration of 

different interests. These conflicts affect the assessment of future earning-quality level and 

future development risk of the company (Niu, 2006). This section will analyze prior studies to 

find out the influence of different governance indicators on earnings quality and provide the 

direction for the following examination. 

Corporate governance can be divided into internal and external. These two prior studies 

show that the absolute value of abnormal accruals decreases with the increase of internal 

indicators, like independence of the board of directors, managements’ compensation, 

shareholders' interests and rights and disclosure degrees (Hamdan et al.,2013). Conversely, the 

variables in corporate governance are positively correlated with the earnings quality. (Niu, 

2006; Jiang et al., 2008). Furthermore, other three studies demonstrate that there is a negative 

correlation between board size, audit committee size, company size and discretionary accruals, 

which means the increase of corporate governance quality will increase the quality of earnings 

(Fodio et al., 2013; Roodposhti et al., 2011; Abbadi et al., 2016). However, Shuto (2007) show 

use more discretionary accruals may help management or executives get more compensation, 
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which will decrease the earnings quality. Similarly, Hamdan et al. (2013)’ paper displays 

decrease the number of independent directors can raise earnings quality 

On the other hand, in external corporate, the studies written by Fodio et al. (2013) and Lin 

et al. (2006) find that the audit committee's independence has a positive correlation with 

discretionary accruals, which means that governed by more external audit committees may 

reduce the quality of earnings. There is no relationship between use of big4 audit committees 

and the quality of earnings.  

In a word, Earnings quality is a key element in corporate governance (Fodio et al., 2013). 

Several researches show in the wave of modern business development that the company's 

expansion is good for the quality of earnings, but only good corporate governance can better 

manage the accounting process and make earnings are more informative, thus improving the 

earnings quality (Niu, 2006; Jiang et al., 2008; Mashayekhi et al., 2010). 

 

III. HYPOTHESIS DEVELOPMENT 

The prior studies show that different countries have different influences of corporate 

governance on earnings quality. This study will show the relationship between corporate 

governance and earnings quality in Chinese company. 

H1.1. High internal corporate governance has high earnings quality. 

H1.2. High internal corporate governance has less earnings quality. 

H2.1 Increase audit committee's independence (high corporate governance) will decrease 

earnings quality. 
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H2.2 The degree of audit-committee independence has no influence on earnings quality. 

 

IV. METHODOLOGY AND RESEARCH DESIGN 

The study is to find out the relationship between corporate governance and earnings quality. 

The absolute value of discretionary accruals will be used as a monitor of earnings quality. Niu 

(2016)'s paper says, "better monitoring of the financial reporting process leads to greater 

financial transparency", which means that there is a "negative relationship between the 

governance and the absolute value of abnormal accruals"(Fodio et al., 2013; Niu, 2006).  

In this model, the independent variables within the measures of corporate governance, such 

as the number of independent directors on board composition, the rights of board or 

management on equity, annual compensation of board or management, the degree of 

disclosures information and the control variables, like Firm size, leverage. Thus, the main 

relative regression model is: 

 

abs_DA = α0 + α1Boardit + α2Compit +α3Equityit+ α4Discit + α5Auditit +α6SIZEit  

+α7LEVit + eit                                                                         (1)    

    

Where abs_DA is absolute value of discretionary accruals; Boardit is independence degree on 

board composition for firm i at year t; Compit is annual compensation of board or management 

for firm i at year t; Equityit is shareholder rights onequity for firm i at year t; Discit is disclosure 

of frequency of board meeting for firm i at year t; Auditit is an indicator of “external audit (Big 
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4 audit firms are assigned 1; others are assigned 0)” (Fodio et al., 2013); SIZEit is the logarithm 

of total assets for firm i at year t; and LEVit is the ratio of total liabilities to total assets for firm 

i at year t (Niu, 2006). 

In the prior study, large or small discretionary accruals number, regardless of being 

negative or positive, will equate to low or high earnings quality (Ma et al., 2017). Thus, the 

formula is expected α1, α2, α3, α4 are less than zero. This study also applies fixed effects 

approach including year fixed effects year FE and industry fixed effects industry FE in model. 

Because the absolute value of discretionary accruals is composed of positive and negative 

discretionary accruals, which has a different impact on earnings. In order to ensure the accuracy 

of the results. This article will do additional testing and use the following models to explore 

the relationship between positive and negative discretionary accruals and corporate governance, 

respectively  

 

nega_da = α0 + α1Boardit + α2Compit + α3Equityit + α4Discit + α5Auditit + α6SIZEit + 

α7LEVit + eit                                                                          (2) 

 

Where nega_da is the negative discretionary accruals; other measurements and control 

variables are same as main model. 

 

posi_da = α0 + α1Boardit + α2Compit + α3Equityit + α4Discit + α5Auditit + α6SIZEit +  

α7LEVit + eit                                                                          (3) 
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Where posi_da is the positive discretionary accruals; other measurements and control variables 

are same as main model. 

Discretionary accruals are measured in revised Jones model in following equations (Niu, 

2006; Ma et al., 2017): 

 

TA = NI – OCF                                                            (4) 

 

Where TA is total accruals including extraordinary items and discontinued operations in year 

t; NI is net income before extraordinary items; and OCF is current operating cash flows. 

 

TA = α0(1/Ait-1) + α1(ΔREVit -ΔRECit) + α2PPEit+ α3OCFit +eit                  (5) 

 

Where the TA is total current accruals plus temporary items, divided by t-1-year total assets; 

At-1 is the assets at company i’s t-1 year; ΔREVit is the change in sales from year t- 1 to year 

t in firm i, divided by t-1year total assets; ΔRECit is change in accounts receivable from year 

t- 1 to year t in firm i, divided by t-1-year total assets; PPEit is gross property, plant and 

equipment in firm i, divided by t-1-year total assets; and OCFit are current operating cash flows 

in firm i, divided by t-1-year total assets. 

  

NDA=ἀ0(1/At-1) + ἀ1(ΔREVit – ΔRECit) /Ait-1 + ἀ2PPEit/Ait-1 + ἀ3OCFit/Ait-1     (6) 
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Where NDA is the non-discretionary accruals for calculating discretionary accruals (DA): 

 

DA = TA/Ait-1 – NDA                                                     (7)                 

 

V. EMPIRICAL RESULTS AND DISCUSSIONS 

Sample selection 

The population of this study is companies listed on the Shanghai Stock Exchange and Shenzhen 

Stock Exchange. Follow the Roodposhti et al.’ (2011) paper, all financial and insurance 

companies are exclusive, because their cash flow and accruals processes may not be same as 

others. In addition, the period of 2006 is the real reform time of corporate governance of listed 

companies in China (Kang et al., 2008). Thus, the sample consists of firms listed from 2004 to 

2008 just including the data on Dec.31, which is available on database. The reason is that other 

dates are not complete data sets for computing results. In China, there are A or B statement, so 

A will be chosen in this paper. All the data within variables are from the China Stock Market 

and Accounting Research Database (CSMAR) created by the GTA Information Technology 

Company and the University of Hong Kong. The final sample consists of 1803 firm-year 

observations excluding incomplete data. 
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Empirical Results 

Table I: Descriptive Statistics and Correlations between abs_da and corporate governances 

Panel A: Descriptive Statistics 

 Obs Mean Std. Dev. Min Max 

abs_da 1803 .095 .201 0 3.068 

Board 1803 .198 .04 0 .5 

Comp 1803 1948006.2 2310785.5 63360 27645000 

Equity 1803 8.590e+08 1.164e+09 -1.813e+09 1.657e+10 

Disc 1803 4.029 6.343 1 40 

Audit 1803 .85 .357 0 1 

SIZE 1803 20.969 .933 15.376 24.652 

LEV 1803 .612 .818 0 18.141 

 

（Continue） 

Panel B: Correlations between abs_da and corporate governances: 

Variables (1) (2) (3) (4) (5) (6) (7) (8) 

(1) abs_da 1.000 

(2) Board 0.008 1.000 

(3) Comp -0.070 0.089 1.000 

(4) Equity -0.173 0.065 0.599 1.000 

(5) Disc 0.052 -0.053 0.043 0.085 1.000 

(6) Audit -0.023 0.038 0.095 0.042 -0.033 1.000 

(7) SIZE -0.230 0.104 0.414 0.712 0.065 0.042 1.000 

(8) LEV 0.521 -0.072 -0.067 -0.195 0.044 -0.074 -0.222 1.000 

Note: Sample is 1803 firm-year observations for Chinese listed firms as of 31 December 2004 to 31 December 

2008. Variable definitions: abs_da is absolute value of discretionary accruals; Board is board composition on 

independent directors; Comp is compensation of board or management; Equity is shareholder rights (equity); Disc 

is disclosure of frequency of board meeting; Audit is an indicator of external audit (Big 4 audit firms are assigned 

1; others are assigned 0); SIZE is the logarithm of total assets; and LEV is the ratio of total liabilities to total assets. 

Disc and SIZE’s correlation is significant at the 0.05 level, two-tailed (Niu, 2006). 

 

Panel A in table I presents descriptive statistics for all variables in equation (1) used in this 

study. The mean and median of discretionary accruals in absolute value (abs_da) were 9.9 and 

5.2 percent of total assets in the last year, respectively. The average of a firm having 

independent directors on board is 19.8 percent. The average of compensation of board or 



12 

 

management is 1945330.5 dollars, which is higher than median. The mean quality of 

disclosures of corporate governance is 4.028 with a standard deviation of 6.339. In addition, 

the mean of independent audit committee on total audit committee is 84.9 percent, which 

indicates the higher Audit will increase quality of governance. One of control variable, average 

leverage ratio (LEV), which average is 63.5 percent.  

Correlations between absolute value of discretionary accruals and the independent 

variables are shown in Panel B. This table indicates higher in shareholders’ rights on equity, 

Compensation categories will have smaller discretionary accruals (DA), whatever is positive 

or negative, at one percent level, suggesting that better earnings quality may occur when 

companies have more independent directors on board and strong shareholders, as well as better 

compensation policies for management or directors. However, the ratio of independent 

directors and disclosure of corporate governance (Disc) has a positive relationship with 

absolute value of DA as less than 0.05 level. In addition, the higher independent audit (Audit) 

also has a negative relationship with DA. 

 In order to discuss deeply how the relationship between negative or positive discretionary 

accruals and corporate governance measurements looks like, respectively. Here are the 

extended tests: 
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Table II: Descriptive Statistics and correlation between negative discretionary accruals and 

corporate governance 

Panel A: Descriptive Statistics 

 Obs Mean Std. Dev. Min Max 

nega_da 1082 -.106 .239 -3.068 0 

Board2 1082 .199 .039 0 .5 

Comp2 1082 1843899.1 2152021.6 66200 24599700 

Equity2 1082 8.263e+08 1.140e+09 -1.813e+09 1.657e+10 

Disc2 1082 4.21 6.172 1 33 

Audit2 1082 .831 .375 0 1 

SIZE2 1082 20.994 .909 15.556 24.652 

LEV2 1082 .635 .667 0 7.791 

 

Panel B: Correlation between nega_da and governance indicators 

Variables (1) (2) (3) (4) (5) (6) (7) (8) 

(1) nega_da 1.000 

(2) Board2 -0.043 1.000 

(3) Comp2 0.074 0.077 1.000 

(4) Equity2 0.219 0.050 0.580 1.000 

(5) Disc2 -0.047 -0.059 0.008 0.055 1.000 

(6) Audit2 0.030 0.029 0.076 0.032 -0.079 1.000 

(7) SIZE2 0.233 0.074 0.409 0.712 0.035 0.026 1.000 

(8) LEV2 -0.581 -0.061 -0.087 -0.253 0.068 -0.052 -0.212 1.000 

Note: Sample is 1082 firm-year observations for Chinese listed firms as of 31 December 2004 to 31 December 

2008, excluding the objects whose discretionary accruals are positive. Variable definitions: nega_da is negative 

discretionary accruals; Board2 is board composition on independent directors; Comp2 is compensation of board 

or management; Equity2 is shareholder rights (equity); Disc2 is disclosure of frequency of board meeting; Audit2 

is an indicator of external audit (Big 4 audit firms are assigned 1; others are assigned 0); SIZE2 is the logarithm 

of total assets; and LEV2 is the ratio of total liabilities to total assets. Disc2 and SIZE2’s correlation is significant 

at the 0.05 level, two-tailed (Niu, 2006). 

 

The Panel A in Table II shows descriptive statistics for variables in equation (2). The mean 

for the negative discretionary accruals, nega_da, is -11.1 percent of the prior year’s total assets. 

The average of independent directors on board is 19.8 percent. The average of compensation 

of board or management is $1840668.1. The mean and standard deviation on quality of 
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disclosures of corporate governance are 4.210 and 6.167. In addition, the mean of independent 

audit committee on total audit committee is 82.9 percent and it indicates the higher Audit will 

increase quality of governance. One of control variable, average firm size (SIZE), which 

average is 20.985. 

Panel B displays correlations between negative discretionary accruals and each corporate 

indicator. This table indicates higher in shareholders’ rights on equity, Compensation 

categories will have smaller negative discretionary accruals, at one percent level, suggesting 

that shareholders having more rights and larger compensation mechanism for management in 

firms may increase earnings quality. However, increasing disclosure of corporate governance 

(Disc) and the number of independent directors (Board) on board independently without 

considering other variables maybe in 0.05-level significantly increase negative discretionary 

accruals with a single negative coefficient, -0.035. In addition, the higher independent audit 

(Audit) also has a negative relationship with discretionary accruals. 

 

Table III: Descriptive Statistics and Correlation between posi_da and corporate governance 

Panel A: Descriptive Statistics 

 Obs Mean Std. Dev. Min Max  

posi_da 721 .078 .124 0 2.077 

Board3 721 .198 .042 0 .5 

Comp3 721 2104239.1 2523925.3 63360 27645000 

Equity3 721 9.080e+08 1.199e+09 -1.807e+09 1.289e+10 

Disc3 721 3.759 6.587 1 40 

Audit3 721 .878 .328 0 1 

SIZE3 721 20.931 .969 15.376 24.391 

LEV3 721 .578 1.002 .008 18.141 
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Panel B: Correlation between posi_da and corporate governance 

Variables (1) (2) (3) (4) (5) (6) (7) (8) 

(1) posi_da 1.000 

(2) Board3 -0.085 1.000 

(3) Comp3 -0.063 0.105 1.000 

(4) Equity3 -0.069 0.085 0.622 1.000 

(5) Disc3 0.067 -0.047 0.089 0.128 1.000 

(6) Audit3 0.016 0.053 0.116 0.053 0.046 1.000 

(7) SIZE3 -0.276 0.142 0.427 0.716 0.102 0.073 1.000 

(8) LEV3 0.602 -0.084 -0.048 -0.144 0.022 -0.100 -0.241 1.000 

Note: Sample is 721 firm-year observations for Chinese listed firms as of 31 December 2004 to 31 December 

2008, excluding the objects whose discretionary accruals are negative. Variable definitions: posi_da is positive 

discretionary accruals; Board3 is board composition on independent directors; Comp3 is compensation of board 

or management; Equity3 is shareholder rights (equity); Disc3 is disclosure of frequency of board meeting; Audit3 

is an indicator of external audit (Big 4 audit firms are assigned 1; others are assigned 0); SIZE3 is the logarithm 

of total assets; and LEV3 is the ratio of total liabilities to total assets. Disc3 and SIZE3’s correlation is significant 

at the 0.05 level, two-tailed (Niu, 2006). 

 

Panel A of Table III shows descriptive statistics for variables in equation (3). The mean 

for the positive discretionary accruals, posi_da, are 8.1 percent. The average of compensation 

of board or management is $2102614.1. The mean quality of disclosures of corporate 

governance has a mean of 3.755. 

As same as the second diagram in Table I excluding audit committee indicator, Audit. All 

influence or relationship of other variables are same as positive discretionary accruals in panel 

B in this table when each of them increase or decrease individually. However, for model (3), if 

independent audit committee augments, the positive discretionary accruals also added. 
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Table IV: Linear Regression with all three models 

 (1) (2) (3) 

VARIABLES abs_da nega_da posi_da 

Board 0.274*** -0.551*** -0.028 

 (2.709) (-3.568) (-0.191) 

Comp -0.000 -0.000 -0.000*** 

 (-0.355) (-0.693) (-2.690) 

Equity 0.000 0.000 0.000*** 

 (0.626) (0.131) (3.358) 

Disc 0.001** -0.001 0.001 

 (1.970) (-0.572) (1.637) 

Audit 0.007 -0.001 0.037*** 

 (0.528) (-0.049) (2.735) 

SIZE -0.030*** 0.035*** -0.043*** 

 (-4.627) (3.781) (-3.207) 

LEV 0.121*** -0.201*** 0.070*** 

 (23.579) (-21.627) (3.861) 

Constant 0.617*** -0.628*** 0.889*** 

 (4.308) (-2.845) (3.126) 

    

Observations 1,803 1,082 721 

R-squared 0.299 0.367 0.433 

Year FE YES YES YES 

Industry FE YES YES YES 

Adjusted R-squared 0.289 0.353 0.415 

t-statistics in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 

Note: Variable definitions: abs_DA is absolute value of discretionary accruals; nega_da is discretionary accruals 

in negative; posi_da is discretionary accruals in positive; Board is board composition on independent directors; 

Comp is compensation of board or management; Equity is shareholder rights (equity); Disc is disclosure of 

frequency of board meeting; Audit is an indicator of external audit (Big 4 audit firms are assigned one; others are 

assigned zero); SIZE is the logarithm of total assets; and LEV is the ratio of total liabilities to total assets. 

 

Regression results based on equation (1) are reported in Table IV, which shows t-statistics 

for all the coefficients of variables. Column (1) indicates the association between absolute 

value, as known as abs. of discretionary accruals and the board composition is significantly 

positive at the one percent level (0.274, t= 2.709), which is consistent with H1.2. On another 
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hand, with similar result, more rights for shareholders on equity will also increase abs. 

discretionary accruals. These two phenomena tell that increase the two aspects in corporate 

supervision may have a reduction on earnings quality in China. However, being consistent with 

H1.1, the relationship between annual compensation for managements and abs. of discretionary 

accruals is insignificantly negative (-0.000, t= -0.355). In addition, when a firm’s size gets 

bigger, the abs. discretionary accruals would be significantly decreasing at one percent level, 

showed by (-0.030, t= -4.627). Furthermore, for testing H2.2 in this equation, there is an 

insignificant influence between audit independence and absolute value of this accrual. 

At column (2) for model (2), there is a significant positive impact on negative discretionary 

accruals at five percent level (-0.551, t= -3.568) by independence degree of directors on board 

and insignificant positive impact on it by other three measurements including compensation 

and disclosure level of governance increasing. Overall, good governance in firms may totally 

decrease earnings quality in negative side, which corresponds hypothesis 1.2. 

Compared with the results of the first two columns, the results of model three in column 

three are a little bit different. The association between board member independence and 

positive discretionary accruals is negative but insignificant. As same as impact on abs. 

discretionary accruals, more compensation for managements can significantly subtract positive 

discretionary accruals or increase earnings quality at one percent level (-0.000, t=-2.690), 

which is same as H1.1. The other two indicators, the results of equity (or rights) and audit 

independence display there is positive effect on positive discretionary accruals, which gets 

similar idea of hypothesis 1.2 and 2.1. 
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In summary, the models find companies with strong shareholders, more independent 

directors have larger discretionary accruals whether it is positive or negative, suggesting that 

these factors in corporate governance may have a negative impact on earnings 

quality. Nevertheless, more benefit compensation policies for managements have positive 

effect on earnings quality. Furthermore, the independence of audit committee in governance 

are subtractive connection with earnings quality. Finally, I find no correlation between the 

degree of corporate governance disclosure. For examining all three hypotheses, to be able to 

say, the results from table IV demonstrate hypothesis 1.1 overturned and others are established. 

 

Robustness tests 

In order to guarantee the authenticity and validity of the above three regression models (1), (2) 

and (3), we need to test their robustness to guarantee the three basic assumptions ：

Multicollinearity, outliers (Abbadi et al., 2016). 

 

Collinearity 

Collinearity is an indicator that looks for a potential linear relationship between two 

variables. In addition, multicollinearity is an indicator that determines the linear correlation 

between multiple variables. In general, when the absolute correlation coefficient between 

multiple pre-variables is greater than 0.7, it is considered that there is a possibility of 

multicollinearity between them. But it is not always highly correlated models that will appear 

multicollinearity (Rekha, 2019). According to the recommendations of Abbadi, et al. (2016), 
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in order to determine whether the problem also exists in this conclusion, this test will use 

tolerance and variance inflation or VIF. If the tolerance is extremely close to zero or the 

variance inflation is greater than ten, this model multicollinearity is considered to be present. 

 

Table V: The Collinearity Statistics for the independent and control variables 

Panel A—abs_da(1)     VIF Tolerance Panel B—nega_da(2)    VIF   Tolerance 

 Equity 2.651 .377  Equity2 2.632 .380 

 SIZE 2.071 .483  SIZE2 2.040 .490 

 Comp 1.585 .631  Comp2 1.530 .654 

 LEV 1.071 .934  LEV2 1.089 .918 

 Board 1.022 .978  Disc2 1.020 .980 

 Audit 1.016 .984  Board2 1.015 .985 

 Disc 1.016 .985  Audit2 1.015 .986 

 Mean VIF 1.490   Mean VIF 1.477  

 

Panel C—posi_da(3)     VIF  Tolerance 

 Equity3 2.769 .361 

 SIZE3 2.166 .462 

 Comp3 1.668 .600 

 LEV3 1.080 .926 

 Board3 1.034 .967 

 Audit3 1.029 .972 

 Disc3 1.025 .976 

 Mean VIF 1.539  

Note: Variable definitions: abs_DA is absolute value of discretionary accruals; nega_da is discretionary accruals 

in negative; posi_da is discretionary accruals in positive; Board or Board2,3 is board composition on independent 

directors; Comp,2,3 is compensation of board or management; Equity,2,3 is shareholder rights (equity); Disc,2,3 

is disclosure of frequency of board meeting; Audit,2,3 is an indicator of external audit (Big 4 audit firms are 

assigned 1; others are assigned 0); SIZE,2,3 is the logarithm of total assets; and LEV,2,3 is the ratio of total 

liabilities to total assets. VIF is variance inflation factor. Tolerance is the reciprocal of VIF. 

 

As we can see in table V, the variance inflation factor, as known as VIF for all models is 

between one to three that is less than ten. Similarly, the reciprocal of VIF, tolerance for all three 

models is very close to one, which means the variables in model (1), (2) and (3) do not have 

multicollinearity. 
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Outliers 

Outliers are measured to help find data that is different from most other data. Because the 

existence of large outliers will have a great impact on the results, to ensure the reliability of the 

results, this value needs to be removed. This study will use Cook's distance to find outliers, 

which "is used in Regression Analysis to find influential outliers in a set of predictor variables 

(Stephanie, 2016)". In addition, if the cook’s distance, D of a point is over one showing that 

point is outlier in model (Abbadi, 2016). 

 

Table VI: Cook’s Distance. 

Panel A—abs_da     

     Mean   min   max   Std. Dev. 

 Cook’s Distance .002 0 .626 .027 

 

Panel B—nega_da     Mean   min   max   Std. Dev. 

 Cook’s Distance .005 0 .742 .043 

 

Panel C—posi_da     Mean   min   max   Std. Dev. 

Cook’s Distance .003 0 .692 .032 

 

The cook’s distances of all three models about absolute value of discretionary accruals or 

da, negative da and positive da are shown in table six, are from zero to 0.8 according to Abbadi, 

et al. (2016), there is no outlier because no value is greater than one. 

 

Additional Test 

In order to give more evidence that governance has an impact on the quality of the company's 

earnings, the article examines whether the new clauses in the reform of corporate governance 
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structure really help Chinese companies. In 2006, the China Securities Regulatory Commission 

promulgated new governance rules and proposed a new corporate governance structure. People 

expect better governance to have better companies in this period. The article will test whether 

discretionary accruals and governance attributes change over time. Therefore, the sample will 

include data from 105 companies in 2004 and 2006 for reference. The alterative model is: 

 

abs_da = α0 + α1Board + α2Comp +α3Equity+ α4Disc + α5Board*Time + α6Comp*Time 

+α7Equity*Time+ α8Disc*Time + α9Audit +α10SIZE +α11LEV +α12Time+ e    (8) 

Where Time is an indicator, coded as 1 for year 2006, and 0 for year 2004; abs_da is absolute 

value of discretionary accruals; others are same as prior models. 

In order to determine whether time will affect the outcome of the relationship between 

governance and earnings quality, the new model adds new variables α5 to α8. Because this 

model still hopes that governance can bring good effects, that is, good governance has low 

discretionary accruals, and the conclusion hopes that α5, α6, α7, and α8 are all less than zero. 

 

Table VII: Description Statistic for model (8) in 2004 and 2006 

 Panel A--2004  Obs  Mean  Std. Dev.  Min  Max 

 abs_da 105 .082 .256 .001 2.611 

 Board 105 .186 .039 0 .25 

 Comp 105 1665949.2 2403847 131400 19120852 

 Equity 105 8.643e+08 1.142e+09 -1.254e+09 9.639e+09 

 Disc 105 6.638 6.405 2 33 

 Audit 105 .714 .454 0 1 

 SIZE 105 20.957 .867 19.137 23.761 

 LEV 105 .523 .353 .008 3.625 

 Time 105 0 0 0 0 
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Panel B--2006 

 Variable  Obs  Mean  Std. Dev.  Min  Max 

 abs_da 105 .123 .392 0 3.068 

 Board2 105 .192 .046 0 .4 

 Comp2 105 1813778.7 2246388.8 194000 19562400 

 Equity2 105 8.795e+08 1.403e+09 -1.369e+09 1.124e+10 

 Disc2 105 6.876 7.804 1 29 

 Boardtime2 105 .192 .046 0 .4 

 Comptime2 105 1813778.7 2246388.8 194000 19562400 

 Equitytime2 105 8.795e+08 1.403e+09 -1.369e+09 1.124e+10 

 Disctime2 105 6.876 7.804 1 29 

 Audit2 105 .895 .308 0 1 

 SIZE2 105 21.034 .921 19.122 23.978 

 LEV2 105 .708 .954 .051 7.791 

 Time2 105 1 0 1 1 

Note: Variable definitions: abs_DA is absolute value of discretionary accruals; Board or Board2 is board 

composition on independent directors; Comp,2 is compensation of board or management; Equity,2 is 

shareholder rights (equity); Disc,2 is disclosure of frequency of board meeting; Audit,2 is an indicator of 

external audit (Big 4 audit firms are assigned 1; others are assigned 0); SIZE,2 is the logarithm of total assets; 

and LEV,2 is the ratio of total liabilities to total assets; Time is an indicator, coded as 1 for year 2006, and 0 

for year 2004; Boardtime2 is Board timing Time; Comptime2 is Comp2 timing Time2; Equitytime2 is Equity2 

timing Time2; Disctime2 is Disc2 timing Time2. 

 

From Table VII, the absolute value of discretionary accruals is increasing from 2004 

(0.082) to 2006 (0.123) with the surge of governance indicators, for example, the average 

of independent directors on board is 0.186 in 2004 and 2006 increase to 0.192. 
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Table VIII: Coefficient between discretionary accruals and governance indicators over time 

 (1) (2) 

VARIABLES abs_da2004 abs_da2006 

   

Board 0.106 0.365 

 (0.393) (0.782) 

Comp -0.000 -0.000 

 (-0.205) (-0.933) 

Equity 0.000*** 0.000* 

 (2.837) (1.754) 

Disc -0.002 -0.002 

 (-0.907) (-0.688) 

Audit 0.012 -0.156** 

 (0.518) (-2.291) 

SIZE -0.120*** -0.076** 

 (-5.989) (-2.177) 

LEV 0.691*** 0.341*** 

 (21.122) (14.111) 

Constant 2.170*** 1.542** 

 (5.331) (2.106) 

   

Observations 105 105 

R-squared 0.839 0.730 

Adjusted R-squared 0.827 0.711 

t-statistics in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 

Note: Variable definitions: abs_da2004 is absolute value of discretionary accruals in 2004; abs_da2006 is absolute 

value of discretionary accruals in 2006; Board is board composition on independent directors; Comp is 

compensation of board or management; Equity is shareholder rights (equity); Disc is disclosure of frequency of 

board meeting; Audit is an indicator of external audit (Big 4 audit firms are assigned one; others are assigned 

zero); SIZE is the logarithm of total assets; and LEV is the ratio of total liabilities to total assets. 

Board*time, Comp*time, Equity*time, Disc*time, and Time omitted because of collinearity. 

 

The regression result is shown in Table VIII for equation (8). In these two columns, there 

is positive relationship between equity and absolute value of discretionary accruals in 2004 at 

one percent level and in 2006 at 10 percent level. Differently, there is positive association 

between the independent audit committee and absolute value of discretionary accruals in year 
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2004, but negative in year 2006, suggesting that adding external audits after 2006 can improve 

earnings quality. On the other hand, the influence of corporate governance mechanism in 2006 

is more than year 2004 over time, like the coefficient of Audit (0.012, 2004) to (-0.156, 2006) 

in number. In conclusion, additional testing has shown that improvements in governance 

practices have a more significant impact on the quality of the company's earnings over time; 

moreover, the independence of the audit committee seems to be an important factor affecting 

the quality of earnings. However, due to the limited amount of data, other governance factors 

cannot be said to have no effect. 

 

VI. CONCLUSION 

The purpose of this study is to show how year 2006 of corporate governance reformation affect 

companies' earnings quality in Chinese firms by examining the association between the quality 

of specific governance measurements and the earnings quality. 

 The study uses the absolute value of discretionary accruals, which can be divided to the 

positive and negative as alternative measurements of earnings quality. Using information from 

recently released samples of corporate governance data in Chinese companies, the results 

demonstrate that the level of governance, such as compensation policies, is negatively 

correlated with the level of discretionary accruals, suggesting that a good corporate governance 

mechanism on this aspect can make the quality of accounting returns more normal. Diagrams 

also show that increased independence of the audit committee, shareholders' equity and the 

independence directors on board had a negative influence on earnings quality, demonstrating 

that strong governance can also have an impact on earnings quality. In addition, there is no 
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correlation between disclosure degree of governance and earnings quality. To sum up, the 

rising level of corporate governance has a negative effect on the earnings quality. 

 Overall, this study provides results that overturn most of the relevant literature at home 

and abroad that better corporate governance mechanisms may be a factor in enhancing the 

effectiveness of corporate earnings. Since China has implemented a number of new policies 

aimed at revolutionizing corporate governance of internal and external entities in 2006 (Kang 

et al., 2008), the article proves that China's future countermeasures should go toward finding 

new ways to improve earnings quality and more effective management compensation policies, 

which may lead to better earnings quality. 

 The study has several shortcomings. First, the disclosure index is only one of many 

indicators. The governance indicators are selected in very small scope with just four of them, 

maybe using all of them as a governance-score like the paper written by jiang, et al. (2008) is 

better to run out overall results from prior studies in all the world, which means the current 

relationship does not represent other aspects of corporate governance. In addition, considering 

the impact of incomplete information on the total sample, the sampling results after screening 

may be biased. Third, this study is to find the initial correlation between corporate governance 

and earnings quality, so this study cannot find the reason why there is a negative relationship 

rather than positive. Future studies may require using larger complete databases to provide 

more effective and meaningful evidences of the relationship between the quality of accounting 

earnings and the effectiveness of governance in Chinese enterprises. 
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APPENDIX 

Table IX: Variable Definition 

Variable Definition 

Asset (A) At-1 is the total assets at company i’s t-1 year 

Discretionary  

accruals (DA) 

Discretionary accrual is a non-mandatory expense/asset, measured 

by total accruals minus non-discretionary accruals. 

Board composition  

(Board) 

Board composition is the percentage of independent directors on 

the board, measured by the number of independent directors 

divided by sum of the number of directors, the number of 

independent directors and the number of supervisors on board. 

Change in receivable  

(ΔREC) 

ΔREC is change in accounts receivable from year t- 1 to year t in 

firm i, divided by t-1-year total assets 

Change in sales  

(ΔREV) 

ΔREV is change in sales from year t- 1 to year t in firm i, divided 

by t-1year total assets 

Compensation (Comp) Compensation is total annual compensation of directors, 

supervisors and executives, excluding the allowance of 

independent directors and independent supervisors. 

Current operating cash  

flows (OCF) 

OCF are current operating cash flows in firm i, divided by t-1-year 

total assets 

Disclosure of  

governance (Disc) 

Disc is disclosure of frequency of board meeting for firm i at year 

t. 

Firm size (SIZE) SIZE is the logarithm of total assets for firm i at year t. 

Gross property,  

plant and equipment 

(PPE) 

PPE is gross property, plant and equipment in firm i, divided by t-

1-year total assets. 

Indicator of “external  

audit (Audit) 

Audit is an indicator of “external audit (if the firm use Big 4 audit 

firms, is assigned 1; others are assigned 0) 

Leverage (LEV) LEV is the ratio of total liabilities to total assets for firm i at year t 

(nega_da) nega_da is discretionary accruals in negative 

Non-discretionary  

Accruals (NDA) 

Non-discretionary accrual is a mandatory expense/asset that is 

recorded within the accounting system that has yet to be realized. 

(posi_da) posi_da is discretionary accruals in positive 

Shareholder  

rights (Equity) 

Equity is shareholder rights on total equity for firm i at year t 

Total accruals (TA) Total accruals, calculated as firm i's income before extraordinary 

items and discontinued operations, minus cash flows from 

continuing operations, plus extraordinary items and discontinued 

operations in year t, divided by t-1-year total assets 
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