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[bookmark: _Toc130830419]1. Executive summary
This research first discusses the motivation of earnings management and the concept of earnings management of listed companies, and secondly, evaluates the earnings management of Datang Telecom, a listed company in China, through a case evaluation. Although Datang Telecom has successfully turned losses into profits through various ways of earnings management, its operating capacity and solvency have not been greatly improved, and even lost investors' confidence in the company's investment. Overall, the impact of implementing earnings management does more harm than good. The main reasons are that there are major deficiencies in the company's internal governance, as well as imperfect laws and regulations, and the lack of external supervision are also important factors for the company to dare to carry out earnings management. Finally, by analyzing the role of UK corporate governance institutions in restraining earnings management, relevant suggestions for improving the corporate governance structure are put forward to help avoid the occurrence of related accounting scandals.
[bookmark: _Toc130830420]2. Introduction
[bookmark: _Toc130830421]2.1 Motivation for earnings management
From the collation and analysis of current research on earnings management by domestic and foreign scholars, it can be found that most of the research is discussing the motivation and influencing factors of earnings management. In terms of the motivation of earnings management, it can be mainly divided into capital market motivation, contract motivation and regulatory motivation, which is also the classification method that has been adopted by mainstream academic research until now (Healy et al, 1999, p. 377).
2.1.1 Capital market motivation
Aharnoy compared and analyzed the earnings behavior of companies before and after the issuance of shares, and found that companies engaged in more earnings manipulation before the IPO, and this manipulation gradually decreased over a longer period of time after the public offering (Aharony et al, 2000, p. 107). Badertscher argues that companies often use more concealed real earnings management to increase reported profits in order to avoid delisting (Badertscher, 2011, p. 166). Eli pointed out that in order to increase stock prices, corporate management uses earnings management to make the company's earnings meet analysts' expectations (Eli et al, 2002, p. 177). Jeffery et al. also demonstrated that corporate management adjusts profits to meet analyst forecasts (Jeffery et al, 2003, p. 126).
2.1.2 Contractual motivation
Amy based on their research and analysis of the motivation of debt contracts, found that debtors often sign debt contract contracts with the other party when raising funds from creditors to protect the interests of creditors and debtors from being infringed by either party. When the business of a company is in trouble, the funds lent by creditors to the debtor may not be guaranteed. Therefore, when creditors lend funds to the debtor, they usually have certain requirements for their business performance and profitability in the debt contract. Therefore, when the debtor's profitability deteriorates and it is difficult to timely and fully pay the creditor's funds, the debtor's management will have a strong incentive to use earnings management to avoid the cost of arrears (Amy et al, 1994, p. 298). Angelo believe that when a company faces or is about to incur debt defaults, the company's management will take some positive earnings management measures to avoid possible losses caused by debt defaults (Angelo et al., 1994, p. 127). Cormier found that firms cater to the interests of all parties by increasing earnings manipulation to meet external expectations (Cormier et al, 2006, p. 302)
2.1.3 Political motivation
Government departments usually set some terms for tax refunds, and Jones found through research on the tax situation of enterprises that enterprises will use surplus management to reduce their income level in the current year in order to meet the tax refund conditions stipulated by the government (Jones, 1991, p. 199). Grace studied companies with large changes in performance and found that when the company's business improved significantly in a fiscal year, management deliberately hid part of the profit to smoothly manage the surplus and maintain the soundness of the financial statements (Grace et al, 2010, p.33). Michal believes that in order to cope with tax department inspections and avoid tax risks, enterprises will consciously reduce their earnings management activities and reduce their earnings management level (Michal et al, 2020, p. 77).
[bookmark: _Toc130830422]2.2 Factors influencing earnings management
In terms of the influencing factors of earnings management, philosophers have analyzed and discussed the internal and external factors of enterprises, and corporate governance, external supervision and cultural environment will all have an impact on earnings management. Dichev's research found that when a company's debt stress is greater, the company's earnings management motivation is stronger, and companies that have not defaulted on their debt have a stronger incentive to manage their earnings than companies that have defaulted (Dichev, 2002, p. 1107). From the perspective of equity incentives, Bergstresser studied the earnings management behavior of management, and concluded that the higher the shareholding ratio of a company's management, the more managers will manage earnings in order to achieve equity returns (Bergstresser at al, 2006, p. 521). Barua research has found that companies tend to engage in downward earnings management when their CFO is a woman (Barua at al, 2010, 33). Samuel's study of 871 listed companies between 2000 and 2016 found that the adoption of IFRS improved transparency of accounting information and inhibited corporate earnings management activities (Samuel et al, 2019, p. 383). Andrzej points out that prior to the merger, the acquirer's management holdings and the presence of institutional investors significantly reduce the acquired party's earnings management (Andrzej, 2020, p. 1302).
[bookmark: _Toc130830423]2.2 Meaning of earnings management
Earnings management has always been one of the focuses of corporate governance and accounting research, and the definition of its concept by domestic and foreign scholars is constantly improving, and many scholars have defined it from the perspective of economic return and information. The concept of "earnings management" was first developed by Schipper, who defined earnings management as the intervention of a company's management in the process of generating financial information for personal gain or for specific purposes (Schipper, 1989, p. 97). Healy argues that earnings management is the act of managers who can mislead users of corporate financial information by directly adjusting corporate financial reports, or even by arranging transactions (Healy et al, 1999, p. 367). Scott's definition of earnings management is the behavior of managers who choose different accounting policies to maximize the value of the company's stock or maximize their own interests (Scott, 2003, p. 77). The definition of surplus management by Chinese scholars also mostly supports the definition of foreign scholars. Wei's definition of earnings management is a series of behaviors by managers to change financial results by means such as accounting choices or structuring real related party transactions, so as to mislead the accounting information users of the enterprise to make accurate judgments about their true business conditions (Wei, 2000, p. 39). Liu believes that surplus management is the act of exploiting loopholes in the existing legal system to the greatest extent, provided of course that manipulation is carried out in legal compliance (Liu, 2001, p. 13). Liu believes that earnings management is the act of redistributing earnings by changing accounting methods, and will cause the earnings information transmitted to the public in financial reports to be different from the true earnings distribution of enterprises (Liu et al, 2014, 100).
From the above definition, we can see that there are usually two techniques of earnings management, one is to adjust the financial statements by accounting means, and the other is to change the financial report directly by arranging transactions. Based on this, the academic community has also divided earnings management into two methods, accrued earnings management and real earnings management, which has been widely recognized, and many scholars have distinguished between accrued surplus management and real earnings management in the research process. Accrued earnings management is to change the surplus manipulation behavior of the earnings distribution of the enterprise in each period by choosing different accounting estimates, accounting policies and other accounting methods, without affecting the actual economic activities of the enterprise; Real earnings management refers to the behavior of enterprises to manipulate earnings through real trading activities, such as selling assets, adjusting the time of trading activities, etc., which will affect the actual economic activities and cash flow of enterprises.
[bookmark: _Toc130830424]3. Case evaluation
[bookmark: _Toc130830425]3.1 Case background
Datang Telecom Technology Co., Ltd. was incorporated in Beijing in September 1998. In October of the same year, it was listed on the Shanghai Stock Exchange with a registered capital of RMB 1.314 billion, and the stock is referred to as “Datang Telecom” and the stock code is “600198”. Datang Telecom is a backbone enterprise in the information industry with independent intellectual property rights, and has been rated as “China's Top 100 Enterprises” for many consecutive years and selected as a national technology innovation demonstration center. In the more than 20 years of listing, Datang Telecom has had brilliant times, and has repeatedly “put on stars and hats”, in order to maintain its listing qualifications, it has carried out a series of asset transfers, but it has not fundamentally solved its ability to continue operating.
From 1998 to 2021, Datang Telecom has been given three delisting risk warnings for more than 20 years. Looking back at 2007, Datang Telecom faced the risk of losing its listing qualification for the first time because of its continuous losses from 2005 to 2006. In the years since the crisis, Datang Telecom has operated relatively smoothly, with a turning point in 2016 and 2017, when the company's net profit showed a loss. As recently as April 2018, the company once again had to face the penalty of delisting risk warning. Looking at its annual financial statements, it is not difficult to find that Datang Telecom’s non-net profit has even been negative for 12 consecutive years, and its main business income is not optimistic, and it has been in a continuous decline since 2016. In order to get rid of the business predicament and reverse the financial situation, Datang Telecom also actively sought changes, and even considered the upgrading and transformation of the enterprise, but in the case of paying a lot of money costs, its operating conditions still did not improve greatly, and the transformation was not successful, which also buried hidden dangers for the deterioration of the company's operation. With the loss of two consecutive years in 2016 and 2017, and the failure of various transformation attempts, and the decline of Datang Telecom's advantageous project traditional communication business in 2018, this is undoubtedly worse. At the beginning of 2018, in response to the continuous loss of Datang Telecom, the Shanghai Stock Exchange once again implemented special trading treatment for its shares to warn its shareholders and investors. If Datang Telecom does not take measures to make up for it, it is likely to lose its listing qualification, which also opens the prelude to Datang Telecom's difficult shell protection. According to Datang Telecom’s 2018 annual report, Datang Telecom achieved a positive net profit this year. Careful analysis of its statement items and relevant news announcements shows that the reason why Datang Telecom was able to turn around losses in 2018 was mainly to achieve huge profits by selling assets and equity, which was able to make up for its losses and achieve profits, and finally succeeded in shell protection. However, not long after the crisis, Datang Telecom was punished with the same punishment for the third time. Recent annual reports show that Datang Telecom's net profit in 2019 and 2020 is negative, while the non-net profit in 2018, 2019 and 2020 has also shown negative growth for three consecutive years. Therefore, according to relevant regulations, the word "*ST" should be added to the abbreviation of Datang Telecom's stock to remind investors that the company is likely to be delisted if its operating conditions are not good, so as to minimize the risk of investors. In addition, Datang Telecom also has other very serious problems, such as information disclosure violations, various litigation, etc., Datang Telecom has been listed for more than 20 years, experienced ups and downs, occupied an important position in the industry, and even once brilliant, but now it is on the verge of delisting twice in a short period of time.
[bookmark: _Toc130830426]3.2 Identification of Datang Telecom's earnings management behavior 
[bookmark: _Toc130830427]3.2.1 Abnormal profit exclusion method
China's delisting system is relatively special, the relevant laws stipulate that when the net profit of listed companies is negative for two consecutive years, listed companies will continue to list there will be a relatively large risk, which is the relevant departments to the loss of listed companies corresponding penalties, that is, delisting risk early warning, at the same time the loss of listed companies of the stock of special transaction processing, if still in the third year of loss will be suspended by the relevant departments or even forced delisting. Therefore, if a loss-making listed company wants to continue to list, it is very likely to carry out profit manipulation in the third year, so as to achieve a turnaround. According to Table 3.1, Datang Telecom suffered huge losses for two consecutive years in 2016 and 2017, and in order to preserve its shell resources, it must take action on its net profit and attributable net profit.
Table 3.1 Key Financial Data from 2016 to 2020（Unit: 100 million）
	year
	2020
	2019
	2018
	2017
	2016

	Main business income
	12.07
	14.31
	23.44
	43.48
	72.3

	Non-operating income
	0.06
	0.19
	0.04
	0.05
	1.21

	Net profit attributable to the owners of the parent company
	-13.64
	-8.99
	5.64
	-26.49
	-17.76

	Net profit after deduction
	-14.05
	-9.7
	-11.13
	-30.33
	-18.73

	Non-recurring profit and loss
	0.41
	0.71
	16.77
	3.84
	0.97

	Year-over-year increase in total operating income (%)
	-15.62
	-38.96
	-46.09
	-39.86
	-15.96

	Year-over-year increase in net profit attributable (%)
	-51.65
	-259.54
	121.28
	-49.17
	-6,342.55

	Non-net profit increased year-on-year (%)
	-44.8
	14.06
	62.79
	-61.91
	-165.3


Source: Based on Datang Telecom's 2016-2020 financial reports
According to its annual report data, it can be seen that from 2016 to 2017, Datang Telecom's operating income had major problems, and its amount decreased for five consecutive years, which shows that whether Datang Telecom's daily operation can be carried out healthily has become a problem, and it is extremely difficult to achieve profitability by improving operating conditions. At the same time, its operating profit, net profit and other indicators have been in a state of loss, and only in 2018, the key year of "shelling", it achieved profitability. The combination of the two shows that the actual operating conditions and profitability of Datang Telecom are not optimistic. However, as can be seen from Table 3.2 and Figure 3.1, Datang Telecom's net profit, attributable net profit, deduction of non-net profit, etc. in 2018 showed an abnormal state, and after achieving profitability in 2018 and successfully getting rid of the risk of being suspended from listing, Datang Telecom in 2018 fell into losses for two consecutive years in 2019 and 2020, which is abnormal. Of course, this is in line with *ST's "shell" strategy, which is to achieve a turnaround in the critical year of the suspension of listing. Based on the above analysis, we have good reason. In 2018, Datang Telecom used earnings management to manipulate profits to achieve profitability and successfully remove its cap.
Table 3.2 Some items of the income statement of DT Telecom from 2016 to 2020 (Unit: 100 million)
	Income statement
	2016
	2017
	2018
	2019
	2020

	Operating income
	72.3
	43.48
	23.44
	14.31
	12.07

	Selling expenses
	2.94
	2.39
	2.03
	1.36
	1.05

	Management fees
	11.9
	6.78
	5.21
	3.37
	2.99

	R&D expenses
	-
	5.16
	3.13
	2.75
	2.94

	Operating profit
	-19.22
	-28.1
	5.72
	-9.39
	-16.03

	Net profit
	-18.08
	-28.07
	5.55
	-9.95
	-17.38

	Net profit attributable to shareholders of the parent company
	-17.76
	-26.49
	5.64
	-8.99
	-13.64

	Net profit after deduction of non-recurring gains and losses
	-18.73
	-30.33
	-11.29
	-9.7
	-14.05


Source: Based on Datang Telecom's 2016-2020 financial reports
[image: ]
Figure 3.1 Trend chart of some items in the income statement of DT Telecom from 2016 to 2020
Source: Based on Datang Telecom's 2016-2020 financial reports
[bookmark: _Toc130830428]3.2.2 Identify non-recurring P&L items
Using non-recurring profit and loss items to identify A Through the previous analysis, it can be seen that Datang Telecom's continuous operation ability and product profitability are limited, and it is more difficult to turn around losses by operating activities alone. There are many tools that enterprises can use to carry out earnings management activities, and one of the more common means is non-recurring profit and loss, so it is necessary to analyze its non-recurring profit and loss items. According to Table 3.3, Datang Telecom's non-recurring profit and loss items in 2018 have a large difference compared with other years, and their total amount has reached a peak in the past five years. Through the analysis of Datang Telecom's financial statement data, it can be found that its non-current asset disposal profit and loss, non-monetary asset exchange profit and loss, capital occupation fee included in the current profit and loss and other amounts are relatively large, and relatively speaking, the fluctuation level of government subsidies and other non-operating income and expenditure is relatively stable. Therefore, it is very likely that Datang Telecom has implemented real earnings management by utilizing the following three items.
Table 3.3 Some items of non-recurring profit and loss of DT Telecom
from 2016 to 2020 (Unit: ten thousand )
	Non-recurring profit and loss items
	2016
	2017
	2018
	2019
	2020

	Gain or loss on disposal of non-current assets
	238.36
	28,923.59
	67,883.59
	-28.92
	17,959.48

	Government grants included in profit or loss for the period
	11,020.64
	9,537.71
	5,563.34
	9,680.96
	1,534.07

	Non-monetary asset exchange gains and losses
	-
	-
	95,469.68
	-
	-

	Capital occupancy fees charged to non-financial enterprises included in profit or loss for the period
	-
	15,170.66
	18,317.86
	-
	-

	Non-operating income and expenses other than the above
	312.43
	283.04
	245.53
	-1,037.18
	503.26

	Minority Interest Impact
	-1,035.34
	-1,403.13
	-1,291.64
	515.78
	-5,293.03

	Income tax implications
	-741.80
	-523.09
	-465.47
	8.51
	164.38

	total
	9,794.29
	51,988.78
	185,722.90
	9,139.15
	14,868.16


Source: Based on Datang Telecom's 2016-2020 financial reports
(1) Disposal of non-current assets. As can be seen from the data in Table 3.3, the profit and loss on the disposal of non-current assets in 2018 reached the peak of nearly five years, with a value of 678.8359 million yuan. The profit and loss on the disposal of non-current assets in 2016 was 2.3836 million yuan, which is relatively normal for a large state-owned listed company, and its growth rate has reached 121 times since 2017, and the growth rate in 2018, the key year of delisting, has reached 285 times. After emerging from the delisting crisis, the profit and loss on the disposal of its illiquid assets fell sharply. The above indicates that it is very likely that Datang Telecom made an abnormal disposal of its non-current assets in 2018 to obtain profits.
(2) Exchange of non-monetary assets. Datang Telecom has no non-monetary asset exchange profit or loss in other years in the past five years, but in 2018, it increased a large amount of non-monetary asset exchange profit and loss, reaching 954.6968 million yuan, which also reflects the reason why Datang Telecom's non-net profit is so low.
(3) Use of capital occupancy fees included in profit or loss for the current period. Similarly, Datang Telecom has increased a large amount of capital occupancy fees since 2017, the second year of consecutive losses, and increased the amount of capital occupancy fees in 2018. This suggests that the company likely started earnings management activities earlier in 2017 based on its operating conditions and continued to use this approach in 2018.
In summary, through the analysis of the data of Datang Telecom's non-recurring profit and loss items, the analysis results show that in order to overcome the crisis of suspension of listing, Datang Telecom has a very high possibility of using non-recurring profit and loss items to manipulate the surplus, and although it successfully got rid of the delisting dilemma in 2018, it still faced the dilemma of poor operating conditions in the future.
[bookmark: _Toc130830429]3.2.3 Utilize accounting estimate identification
In addition to non-recurring profits and losses, large asset impairment provisions are another common means used by loss-making listed companies to conceal the true profit situation, mainly by over-accruing asset impairment provisions or turning them back after no provision. Due to the strong subjectivity of the determination of asset impairment, there are certain obstacles in the actual determination of asset impairment by relevant departments, and there are asset impairment provisions that can be reversed, so the subjectivity of asset impairment provisions provides convenient conditions for the manipulation of earnings by loss-making listed companies. Some listed companies will choose to over-provision for asset impairment when the business conditions are better, so as to make less provision when necessary, so as to whitewash the performance of the enterprise, and thus provide greater convenience and flexibility for asset impairment. 
Table 3.4 Asset impairment losses of DT Telecom from 2016 to 2018(Unit: 100 million)
	project
	2016
	2017
	2018
	2019
	2020

	Asset impairment losses
	9.64
	23.64
	2.9
	-1.99
	-8.4


Source: Based on Datang Telecom's 2016-2020 financial reports
According to Table 3.4, Datang Telecom only recorded an asset impairment loss of 290 million yuan in 2018, a key year for shell protection, which was 2.074 billion yuan less than in 2017, a year-on-year decrease of 87.72%, which is obviously a very unreasonable situation. Datang Telecom's 2017 annual report revealed that the reason why it recorded a large amount of asset impairment in that year was mainly because it was expected that some accounts receivable would be difficult to collect, so it made provision for bad debts and the value of some of the company's inventory and intangible assets also decreased to varying degrees, and also made a large amount of impairment provisions for it. By making this concentrated provision for asset impairment in 2017, the asset impairment loss recognized in 2018 was significantly reduced, resulting in an increase in the level of net profit in 2018. At the same time, the formula can be used to further verify the impact of Datang Telecom's early centralized provision of asset impairment losses in 2017 on its net profit in 2018.
*100%=
In summary, recognizing asset impairment losses in advance or later has played an important role in earnings management, and has also played a pivotal role in Datang Telecom's success in "shell protection" in 2018.
[bookmark: _Toc130830430]4. Conclusion
This article first discusses the motivation of earnings management and the concept of earnings management of listed companies, and secondly, through the case evaluation of Datang Telecom, a listed company in China, it is found that the strongest motivation for Datang Telecom to implement earnings management by means of asset disposal and non-recurring profits and losses is to reverse losses and protect shells. Although the result was a successful turnaround and a smooth shell, its operating ability and solvency have not been greatly improved, its stock price has not recovered to the pre-cap period, and even lost investors' confidence in the company's investment. Overall, the impact of implementing earnings management will do more harm than good in the long run. The main reason is that there are major deficiencies in the company's internal governance, as well as the imperfection of laws and regulations, and the lack of external supervision are also important factors for the company to dare to carry out earnings management.
[bookmark: _Toc130830431]5. Recommendations
[bookmark: _Toc130830432]5.1 Optimize the shareholding structure and lay the foundation for the internal governance structure
Equity structure is the cornerstone of a company's internal governance, and a reasonable equity structure lays a good structural foundation for the efficiency and effectiveness of corporate governance through checks and balances based on ultimate ownership, and also creates a good internal environment for high-quality accounting information disclosure. On the one hand, it is necessary to actively develop institutional investors and introduce the supervision power of institutional investors; On the other hand, it is also necessary to protect the rights and interests of small and medium-sized shareholders and strengthen the supervision power of small and medium-sized shareholders.
[bookmark: _Toc130830433]5.2 Improve the structure of the board of directors and strengthen the functions of the board of directors
As the power center of the company's internal governance structure, the board of directors undoubtedly plays a central role in improving the efficiency of the company's internal governance, and the board of directors with efficient operation can exert effective supervision over the accounting activities of the company's management personnel. On the one hand, listed companies should improve the selection mechanism of board members and curb the "phenomenon of insider control"; On the other hand, it is necessary to improve the independence of independent directors and give full play to the functions of independent directors.
[bookmark: _Toc130830434]5.3 Improve the operation mechanism of the board of supervisors and raise the governance level of the board of supervisors
As the representative of the various stakeholders of a listed company, the Supervisory Board plays a central role in the internal supervision of the quality of the company's accounting information disclosure, and the power set parallel to the Board of Directors gives the Supervisory Board a strong supervisory function. Listed companies should attach importance to the strength of external supervisors, improve their independence, improve the professional ability of members of the board of supervisors, strengthen the quality of members of the board of supervisors, and reasonably distribute rights and responsibilities between independent directors and the board of supervisors.
[bookmark: _Toc130830435]5.4 Promote the further construction of professional committees and fully realize the functions of professional committees
[bookmark: _Toc122018716][bookmark: _Toc130830436]As a common permanent body in listed companies in the United Kingdom and the United States, the professional committee of the board of directors plays an important role in making up for the shortcomings of the board of directors itself. On the one hand, the professional committee exercises the specific functions of the board of directors and improves the efficiency of the board of directors; On the other hand, the behavior of supervisors, managers, especially accounting behavior, has become an important part of the internal governance structure of British and American companies. Professional committees generally include audit committees, remuneration committees, nomination committees, etc., among which audit committees play a central role in supervising the quality of accounting information disclosure.
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