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Abstract

Earnings management is the judgement exercised by managers in financial reporting, which can be used to mislead
stakeholders about reported accounting numbers. Economic value added (EVA) is used to obtain the real value of
shareholder wealth; however, EVA is based on financial statements and is used to measure the value of competing
companies, which likely motivates managers to engage in earnings management regarding EVA.

This paper thus addresses the association between earnings management and EVA in China and investigates whether
earnings management influences a firm’s EVA regarding capital cost, providing investors with a method of
determining the true value of enterprises. An analysis of earnings management is also presented based on data from
2003 to 2013 (excluding 2008). A significant positive relationship exists between earnings management through
discretionary accruals (DAs) (Jones model, discretionary working capital accruals) and unadjusted EVA, a significant
inverse relationship exists between earnings management through DAs (Jones model, current DAs, discretionary
working capital accruals) and adjusted EVA (join adjusted items), a significant positive relationship exists between
earnings management through DAs (current DAs) and adjusted EVA (join adjusted items and economic deprecation
adjusted items), and a significant inverse relationship exists between earnings management through DAs (Jones
model, discretionary working capital accruals) and adjusted EVA (join adjusted items and economic deprecation
adjusted items).

Keywords: Earnings management, Economic value added, Discretionary accruals, Real earnings management,
Weight average capital cost

1. Introduction

Earnings management occurs when managers structure transactions to adjust financial reports to mislead
stakeholders about reported accounting numbers (Healy and Wahlen, 1999). Earnings management research has
largely been focused on determining whether earnings management occurs, what motivates earnings management
(Chang, Hsin and Hou, 2013; Zhang and He, 2013; Nagata, 2013; Shu and Chiang, 2014; Jha, 2013; Farrell, Unlu
and Yu,2014; Lin and Wu, 2014), and the value of capital incentives to manage earnings (Kim and Sohn, 2013;
Salteh and Valipour, 2012).

Assessing the real value of corporations is critical for stakeholders. Traditional accounting indices for measuring
company performance include return on assets (Bailey and Helfat, 2003), earnings per share (Neumann and
Voetmann, 2005), and return on equity (Peng, 2004). Such measurements are generated from financial statements
that follow generally accepted accounting principles (GAAP), which require that financial statements be prepared
conservatively.

Economic value added (EVA), an index developed by Stewart (1991), is used to evaluate economic value, assess
funds, and efficiently allocate resources, and it involves using adjustment items to analyze the true economic value of
companies. EVA is thus a performance measurement tool (Kaur and Pal, 2008) that is used to obtain an empirical
estimate of shareholder value to determine the real value of shareholder wealth (Kaur and Narang, 2008). However,
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EVA is based on financial statements and is used to measure the value of competing companies, which likely
motivates managers to engage in earnings management regarding EVA. Overall, EVA may not reflect true company
performance. EVA is the profit earned by a company minus the cost of financing the firm’s capital (Stewart, 1991).
However, company capital not only influences company finance but also company competitive strategy. By
investigating whether earnings management influences company EVA from the perspective of capital cost, this study
provides investors with a method of analyzing the true value of enterprises.

Over the past three decades, China has made enormous economic progress, and companies with high growth
potential, particularly those that are technology-intensive and innovative, have been instrumental to China’s
industrialization. Furthermore, the continued health of these companies is essential to maintaining China’s global
economic competitiveness. Our study is critical because it is the first study to examine the association between EVA
and earnings management in China. The remainder of the paper is organized as follows. Section 2 presents a brief
review of the related literature. Section 3 provides details of the research design and sample selection procedure and
develops our model. Section 4 presents our empirical findings. Section 5 contains a summary and conclusions.

2. Literature Review
2.1 Economic value added (EVA)

EVA is a frequently applied indicator in the praxis of financial analysis. Sirbu (2012) showed that traditional
methods of calculating company value are not strongly related to the actual value created by companies, indicating
that EVA is emphasized as a management tool because it aligns the objectives of managers with those of shareholders,
improves accountability, and enhances the objectivity of performance analysis. Bahri, St-Pierre and Sakka (2011)
showed that EVA can be a useful tool for performance management in small- and medium-sized enterprises when
used in conjunction with a list of business practices that affect company results. In addition, they indicated that some
business practices have a direct impact on EVA within one year, whereas others have a deferred influence. However,
they concluded that the influence of other practices on EVA are weak or insignificant. Regarding the factors that
influence EVA, Moradi ,Ghomian and Fard (2012) indicated that profitability, company size, growth potential, and
intangible assets have a significant positive relationship with EVA, whereas capital structure has a significant
negative relationship with EVA; however, the relationships between EVA and both management ability and inventory
management are nonsignificant. Haque, Siddikee, Hossain, Chowdhury and Rahman (2013) showed an inverse
relationship between dividend payout and EVA and recommended continuing the established dividend policy of
retaining a large portion of earnings rather than a high payout ratio. This recommendation was based on shareholder
value theory discouraging the distribution of earnings through dividends because it implies inefficiency on the part of
management regarding the maximization of shareholder wealth. Martani and Saputra (2009) found that samples in a
high-corporate-governance index group had higher EVAs than samples in a low-corporate-governance index group.
Additionally, they found that sales growth, leverage, size, and company age exert a significant positive effect on
EVA. Tseng (2008) found that internal research and development (R&D) can positively affect a firm’s EVA, and
imported technology exerts no significant effect on EVA. Furthermore, they determined that internal R&D
contributes to a firm’s EVA in addition to imported technology, physical capital, and labor.

2.2 Earnings Management

Chang, Hsin, and Hou (2013) revealed that earnings management activities, particularly those undertaken for the
purpose of income smoothing, significantly reduce exposure to company-specific exchange rate shock. Zhang and
He (2013) determined that managers of firms with medium accounting performance on the border of profit targets
typically engage in earnings management through R&D transactions, namely reducing R&D expenditures. Nagata
(2013) determined that firms with aggressive earnings management during the preinitial public offering (IPO) period
tend to be more underpriced than firms without it, which is consistent with the asymmetric information theory of
underpricing, indicating that aggressive earnings management increases the valuation uncertainty of IPO firms and
leads to steeper price discounts. Shu and Chiang (2014) proposed that large and small firms listed on the Taiwan
Stock Exchange treat their seasoned equity differently from one another. They showed that, for small firms, the
timing effect is positively (negatively) correlated with the firm’s short-term (long-term) wealth, whereas for large
firms, earnings management (modified Jones model) is positively (negatively) correlated with short-term (long-term)
wealth. Jha (2013) found that managers engage in upward earnings management in the quarters preceding a
debt-covenant violation, but they engage in downward earnings management during the quarter in which a violation
occurs. Moreover, they continue to engage in downward earnings management while the company remains in
violation. Because this entire scenario can occur within a year, using yearly data to examine the debt-covenant
hypothesis can be problematic. Further analysis shows that managers engage in earnings management near the time

Published by Sciedu Press 10 ISSN 1927-5986  E-ISSN 1927-5994



www.sciedupress.com/afr Accounting and Finance Research Vol. 4, No. 3; 2015

of debt-covenant violations to improve their bargaining power in the renegotiation that follows the violation.
Furthermore, this study finds no evidence that high-debt firms engage in excessive earnings management to stave off
a violation; the Sarbanes—Oxley Act appears to have restrained managers from using accruals to stave off violations.
Farrell, Unlu and Yu (2014) determined that firms that are highly likely to engage in earnings management appear to
use high-financing constraints to increase the use of accrual-based earnings management and reduce the use of other
REM techniques. Lin and Wu (2014) reported cosmetic earnings management in developed and emerging markets.
In contrast with those in developed markets, corporate managers in emerging markets have more incentive to
manipulate earnings. More importantly, the degree of earnings management is significantly lower after corporate
governance regulations are implemented in developed and emerging markets, indicating that implementing corporate
governance regulations is critical to reducing earnings management.

However, Gong, Louis and Sun (2008) suggested that firms experience abnormal postrepurchase returns when
post-repurchase realized earnings growth exceeds expectations formed on the basis of pre-repurchase deflated
earnings numbers. Chin, Chen and Hsieh (2009) found that greater corporate internationalization is associated with
high earnings management by discretionary accruals (DAs) and the likelihood of meeting or marginally exceeding
analyst forecasts. Gunny (2010) showed that firms meeting earnings benchmarks through real earnings management
and earnings management through real activities management is not opportunistic, which is consistent with managers’
attaining benefits that allow for improved future performance or signaling. Jackson and Liu (2010) found that firms
manage negative debt expenses downward to meet or exceed analyst earnings forecasts. Boone, Khurana, Raman
(2012) suggested that higher concentrations at local levels are associated with greater auditor tolerance for earnings
management; in other words, this is associated with an increased likelihood of clients with nondiscretionary earnings
(i.e., earnings before DAs) below the earnings target using income-increasing DAs to meet or exceed earnings
benchmarks.

2.3 Relationship between earnings management and capital costs

Strobl (2013) suggested that earnings management can influence a firm’s cost of capital because the dependence of
the manager’s manipulation strategy on the state of the economy has critical implications for the risk premium that
market participants demand in order to hold the firm’s stock. Salteh and Valipour (2012) showed that enterprise
earnings are affected by accounting methods and accounting estimates that can be subject to manipulation by
managers, which is influenced by special objectives. They demonstrated a significant inverse relationship between
DAs and the weighted average cost of capital and inferred that enterprises with weak performance have stronger
incentives to increase their reported earnings through earnings management. Investors typically undervalue
businesses suffering from loss of capital cost resulting from weak business performance as well as declining stock
prices. Moreover, investors tend to undervalue the capital market growth rate for capital costs. Therefore, managers
attempting to escape this situation likely have stronger incentives to exaggerate their earnings and stock prices as
well as present a higher growth rate to generate more favorable perceptions of their business, which subsequently
leads to decreased weighted average capital costs. EVA is the profit earned by a company minus the cost of
financing the firm’s capital. Therefore, firms with lower capital have higher EVA. Accordingly, we propose
Hypothesis 1 as follows:

HI1: Earnings management through DA manipulation of earnings has a significantly positive relationship with
economic value added.

3. Methodology

Using earnings management to predict economic value added, this study collected data from 2003 to 2013 (Note 1)
from COMPUSTAT database (excluding 2008). A regression model was adopted to analyze data. Variables of this
research are as follows

3.1 Independent variables: Earnings management

DAs (Discretionary accruals) represent the component of total accruals that is more susceptible to manipulation by
managers, and is has been used frequently in prior studies as a proxy for earnings management, where the absolute
value of &, to measure DAs were adopted (Jones ,1991; Dechow, Sloan and Sweeney,1995; Louis, 2004;
Matsumoto, 2002).

JACC, 1
1 — +
1 B A B,

it—1 it—1

ANETREYV, PPE,
+ B, +¢
TA TA

it—1 it—1

.................................... (1) (Note 2)

t

where JACC, is the total accruals calculated as the change in non-cash current assets minus the change in current
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liabilities minus the depreciation expense for year t; T4, denotes the assets for year t-1; ANETREV, is the
change in net revenue for year t; and PP, is the gross fixed assets for year t.
CAC, 1 AREV, —AREC,
L=p +p5, i€ e €, et (2) (Note 3)
T4, T4, T4,
CAC . . o . . . .
where ' is the change in income before extraordinary items minus operating cash flow minus depreciation and

o T4, . .
amortization expenses; =1 denotes the assets for year t-1; " is the change in net revenue for year ¢, and

AREC, . .
" represents the change in account receivables for year t.
WCA—”:ﬂo 1 +ﬂ1ACR”+ﬂ2ROA a1 T &y
A T4 . TA o (3) (Note 4)
where represents the total accruals calculated as the continuing operating net profit minus the cash flow from

ACR,

. T4,
operations for year t; =1 represents the assets for year 7-1;

ROA,_, .
04, , is the return on assets for year z.
3.2 Dependent variables: Economic value added (Note 5)

is the change in net revenue for year #; and

This research defines the EVA model in three ways as follows:

EVAL: unadjusted EVA=NOPAT-(WACCXIC)

NOPAT= Pretax operating incomex (1-cash tax rate)

Invest Capital (IC) =asset- non bear debt- short securities investment —construction in process

EVA2: adjusted EVA (join adjusted items) =NOPAT-(WACC x IC)

NOPAT = pretax operating incomex (1-cash tax rate) +adjustment items

Invest Capital (IC) =asset-non bear debt-short securities investment-construction in process+ adjusted items
EVA3: adjusted EVA (join adjusted items and economic deprecation adjusted items (Note 6)) = NOPAT-(WACCXIC)
NOPAT=pretax operating incomeXx (1-cash tax rate) +adjustment items + economic deprecation adjusted items
Invest capital(IC) =asset-non bear debt-short securities investment-construction in

Process+ adjusted items

In addition, Weight average capital cost (WACC):
Equity

INterest — Expense 5 Debt « (1= Tax%) + Equity — Cost x
Debt Assets Assets

Equity cost is measured by capital asset price model and calculated by R, + PR, —R f). R, is the risk free

(fixed deposit interest rate in one year). [ is risk Coefficient. R, is return of market (portfolio)

No bear debt = account payable + account notes +accrued expense + pre-earned revenue + other account payable
+account tax payable + other current liabilities

Adjust items=un-amortization research expense (5 years, Straight-line method)+ un-amortization marketing expense
(5 years, Straight-line method) + allowance for account receivable + allowance for loss on inventory + allowance for
loss on short term investment securities.

3.3 Control variables:

Moradi, Ghomian and Fard (2012) demonstrated that capital structure has a significantly negative effect on EVA,
whereas profitability, firm size, firm growth, and intangible assets have a significantly positive effect on EVA. We
use the following variables to measure the control variables: debt ratio is used to measure capital structure, equity of
average assets is used to measure profitability, sales is used to measure firm size, asset growth is used to measure
firm growth, and intangible assets are used to measure firm intangible assets ability.
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3.4 Empirical Model

The study used the ordinary least squares method. The general model used to determine which factors influence the
economic value added. The empirical model is as follows:

EVA,, =a,+oDAJ, +a,DB, + i, EA, + a,SIZE, + o, GROWTH, + aI4, + &, -........... 4)
EVA,, =ay+a,DACA, + a,DB, + a,EA, + a,SIZE,, + a;GROWTH , + aIA, + &, ... )
EVA,,=a,+a,DAWC, + a,DB, + a,EA, + a,SIZE, + asGROWTH,, + atgIA, + &, ... (©6)

where DA denotes the DAs of the Jones model for year #; DACA, represents the current DAs for year
DAWC

it represents the discretionary working capital accruals for year ; EVA. is the economic value added

it,n

(n=1 for unadjusted EVA; n=2 for adjusted EVA, join adjusted items; n=3 for adjusted EVA, join adjusted items and
economic deprecation adjusted items); DB, represents a firm’s debt ratio for year #; EA, is the equity of average

assets for year #; and SIZE, denotes the sales for year ;, GROWTH , denotes the asset growth rate for year ;

and [A, represents the intangible assets for year .
3.5 Robustness Test

In order to avoid possible bias from extreme values, the study adopt those samples only include the sample data of
from the estimated cross section for each year (excluding 2008).

4. Results and Analyses
4.1 Descriptive statistics

According to the descriptive statistics shown in Table 1, the mean discretionary accruals and real earnings
management activities are positive. In addition, the results show that the DAs (discretionary accruals) are
income-increasing, performance-adjusted discretionary items in China (Note 7). Furthermore, current DAs are higher
and Jones model is lower. According to performance index (US$ billions), EVA1 (unadjusted) is higher and EVA3
(join adjusted items and economic deprecation adjusted items) is lower in China. In addition, the proportion of debt
below 50% and the equity of average assets above 50% show that financial conditions have been conservative.
However, the asset growth rate is negative. Tables 2-4 show the descriptive statistics obtained through the earnings

2
management model. Jones (1991) model has stronger explanatory power (R =0.654) for predicting earnings

2
management and current DAs have weak explanatory power (R =0.053) for predicting earnings management.
Overall, these empirical results show that Jones (1991) model is more effective for detecting earnings management in
China.

Table 1. Descriptive statistics: all samples (N=5043, US billions, %, Average values)

Min Max Average
DAJ, -1.15 1.09 0.011
DACA, -1.65 1.79 0.052
DAWC, -1.93 1.43 0.012
EVAI 107.55 242.39 153.62
EVA2 62.93 101.85 73.55
EVA3 49.89 99.32 62.38
DB, 32.85% 63.38% 47.56%
EA, 50.32% 77.18% 62.35%
SIZE, 449.58 672.18 505.69
GROWTH,, -7.9% 5.78% -1.36%
14 241.36 378.59 445.32

it
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Table 2. Descriptive statistics of the estimated cross-section of the Jones (1991) model

JACC,

Dependent Variable: T—

it—1

3.666%**
1/TA,_,
sokok
ANETREYV, 1919
TAit—l
PPE, -0.394
T4,
F-value 15.99
R? 0.654
Sample 5043

*:p<0.1; **: p<0.05; ***: P<0.01

Table 3. Descriptive statistics for the estimated cross-section of current discretionary accruals

cAc,

Dependent Variable: T—

it—1

1/TA, 4.606E7%**
AREV, - AREC, -0.047
T4,
F-value 13.714%**
R? 0.053
Sample 5043

*:p<0.1; **: p<0.05; ***: P<0.01

Table 4. Descriptive Statistics for the estimated cross section of discretionary working capital accruals

Dependent Variable: wed / T4,
0.244%**
1/T4, ,
skksk
ACR, T4, 0.223
0.017
RO4,
F-value 17.434%**
R2 0.123
Sample 5043

*:p<0.1; **: p<0.05; ***: P<0.01
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4.2 Empirical test

The empirical results in Table 5 show that DAs (Jones model) and working capital DAs have a significant positive
relationship with the EVA1 (unadjusted EVA) of all firms in China. These findings support Hypothesis 1. Managers
of listed firms in China have likely attempted to adopt earnings management through DA items (Jones model,
discretionary working capital accruals). Because investors cannot identify earnings management, it generates a
favorable image of businesses among investors, and investors may be willing to provide more funds to enterprises,
leading to a decrease in the weighted average cost of capital (acquiring external funds was easier or cheaper) and an
increase in the true value of firms (unadjusted EVA). Additionally, according to the regression coefficient, DAs
(Jones model) yield a strong positive coefficient value (with EVA1, the coefficient is 0.453) in the DA model. In
other words, DAs are more effective for analyzing the relationship between earnings management and EVA1 in
China.

The empirical results in Table 5 show that all DAs have a significantly negative relationship with EVA2 (adjusted
EVA, join adjusted items). These findings do not support Hypothesis 1. Managers of listed firms are highly unlikely
to attempt to adopt earnings management through DA items because investors identify earnings management and
focus on EVA2, which is detrimental to investors’ image of enterprises. Investors may thus be unwilling to provide
additional funds to enterprises, leading to an increase in the weighted average cost of capital (acquiring external
funds was costly) and a decrease in the true value of firms (adjusted EVA, join adjusted items). Additionally,
according to the regression coefficient, DAs (Jones model) yield a strong negative coefficient value (with EVA2, the
coefficient is -0.537) in the DA model. In other words, DAs (Jones model) are more effective for analyzing the
relationship between earnings management and EVA2 in China.

The empirical results in Table 5 show that DAs (Jones model) and working capital DAs have a significantly negative
relationship with EVA3 (adjusted EVA, join adjusted items and economic deprecation adjusted items). However,
current DAs have a significantly positive relationship with EVA3. These findings partially support only Hypothesis 1.
Managers of listed firms in China are highly likely to attempt to adopt earnings management through DA items
(current DAs) because investors cannot identify earnings management. However, investors may focus on EVA3
(adjusted EVA, join adjusted items and economic deprecation adjusted items), which generates a favorable image of
businesses among investors, who may be willing to provide additional funds to enterprises, leading to a decrease in
the weighted average cost of capital (acquiring external funds was easier or cheaper) and an increase in the true value
of firms (adjusted EVA, join adjusted items and economic deprecation adjusted items). In addition, managers of
listed firms in China do not attempt to adopt earnings management through DA items (Jones model, working capital
DAs) because investors identify earnings management. However, investors also focus on EVA3, which is detrimental
to the image of enterprises among investors, who may thus be unwilling to provide additional funds to enterprises,
leading to an increase in the weighted average cost of capital (acquiring external funds was costly) and a decrease in
the true value of firms (adjusted EVA, join adjusted items and economic deprecation of adjusted items). In addition,
according to the regression coefficient, DA items (discretionary working capital accruals) yield a stronger negative
coefficient value (with EVA3, the coefficient is -0.239), whereas current DAs have a stronger positive coefficient
value (with EVA3, the coefficient is 0.883) for DA items.

Regarding the control variables, capital structure (debt ratio) has a significantly negative relationship with EVA, and
the equity of average assets, size (sales), growth (asset growth rate), and intangible assets have a significantly
positive relationship with EVA. These results are consistent with those reported by Moradi, Ghomian, and Fard
(2012), demonstrating that these variables have a significant effect on EVA in China. Regarding the results from
variance inflation factors to explain variables for correlation, the result lies between 1.558 and 1.862 (Variance
Inflation Factors <10). No correlation problem exists.

However, to avoid possible bias from extreme values, this study adopts samples that include sample data only from
estimated cross sections for each year (excluding 2008), and the results show that most of them are consistent. (Note
8) Furthermore, the empirical results in Table 6 show the frequency statistics of the relationship between earnings
management and EVA. According to “frequency,” earnings management and EVA1 are positively related, most of
these relationships are positive (2 of 3 earnings management models), working capital DAs have a stronger effect,
and the Jones model had a weaker effect before 2008. In addition, all the earnings management models have a
negative relationship with EVA2. Current DAs have a stronger effect, and the Jones model and working capital DAs
had a weaker effect before 2008. However, DAs exhibited no differences after 2008. Compared with EVA1 and
EVA2, most of the earnings management models (2 of 3) have a negative relationship with EVA3. In particular,
working capital DAs had a stronger effect before 2008, and DAs (Jones model) had a weaker effect after 2008.
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However, DAs (Jones model) had a stronger effect after 2008, and working capital DAs had a weaker effect after
2008. Overall, the relationship between earnings management and EVA differs before and after 2008.

Table 5. Regressions of earnings management with economic value added

EVA1 EVA2 EVA3
intercept A57%* -423*%* 059 S503%* =477 =137 -.503*** 105 -.539%*
Q53 Fk -.537%* -.168%*
DAJ
-.174 -.284%* 883wk
DACH,
.198** -.536** -.239%*
DAWC,
DB -.1155 178 =792 %k -.168 -.244%* -.239%* -.363**  -204 102
it
EA, AS54%* A23%* 432 %k S562%* S27F*x 167* S537%* 628HEk - 53 TH*
SIZE, .334%* -.018 333k A459%* A52%Ek ST HHE 562%* .328%* A51%*
GROWTH [ 167** 246%* 179%* 233%* J318%* A56%** A54%* 319%* 248%*
4 266%* A42%* 223%* 281%* -.176 244%* 231%* 176%* .244%*

it

F-value 16.339 10.823 18.783 20.135 15.732 17.064 20.487 21.997 17.731
R? 185 138 208 .307 258 263 275 287 217

*:p<0.1; **: p<0.05; ***: P<0.01
Table 6. Frequency of the relationship between earnings management and economic value added: estimated cross
sections for each year

EVALl EVA2 EVA3
2003-2007 2009-2013 2003-2007 2009-2013 2003-2007 2009-2013
DAJ 3(H) 2() 2() 4(-) 1) 5)
DACA, 16) 1() 3() 4(-) 4(+) 2(+)
DAWC, 4 3(H) 2() 40) 30) 40)

* Number represents “frequency”
** () represents a significant relationship (positive or negative) between earnings management and EVA
5. Conclusion

Assessing the real value of corporations is critical for stakeholders. One of the foremost objectives of enterprises is to
increase short-term profits while increasing the long-term wealth of stakeholders. EVA, an index developed by
Stewart (1991), is used to evaluate economic value, assess funds, and efficiently allocate resources and involves
using adjustment items to reflect the true economic value of companies.

Earnings management is subjective because managers exercise judgment in financial reporting and tend to structure
transactions to adjust financial reports to mislead stakeholders about the economic performance of a company or
influence contractual outcomes that depend on reported accounting numbers. Because EVA is based on financial
statements and is used to measure the value of competing companies, managers are likely motivated to engage in
earnings management regarding EVA, such as adjusting operating income. Overall, EVA may not reflect true
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company performance. By investigating whether earnings management influences a firm’s EVA from the perspective
of capital cost, this study provides third-party investors with a method of analyzing the true value of enterprises.

We adopt a regression model to analyze data from 2003 to 2013 (excluding 2008) from the COMPUSTAT database
in China and DA items to measure earnings management, unadjusted EVA, and adjusted EVA (join adjusted items,
join adjusted items and economic deprecation adjusted items). The results show a significant positive relationship
between earnings management through DAs (Jones model, discretionary working capital accruals) and unadjusted
EVA, a significant inverse relationship between earnings management through DAs (Jones model, current DAs,
discretionary working capital accruals) and adjusted EVA (join adjusted items), a significant positive relationship
between earnings management through DAs (current DAs) and adjusted EVA (join adjusted items and economic
deprecation adjusted items), and a significant inverse relationship between earnings management through DAs
(Jones model and discretionary working capital accruals) and adjusted EVA (join adjusted items and economic
deprecation adjusted items). In addition, we infer that those enterprises were affected by the financial tsunami.

Our results are critical for managers, researchers, investors, and regulators. Managers should decrease unadjusted
EVA without using earnings management through DAs (Jones model, discretionary working capital accruals);
however, adjusted EVA (join adjusted items) can be reduced through earnings management. In addition, managers
should increase adjusted EVA (join adjusted items and economic deprecation adjusted items) by using earnings
management through DAs (current DAs); however, adjusted EVA (join adjusted items and economic deprecation
adjusted items) can be increased without using earnings management through DAs (Jones model, discretionary
working capital accruals).

These empirical findings show that DAs are substitutes because they occur in varying degrees in the same nation
groups. Additionally, our results enable investors to analyze the true value of enterprises, regardless of whether
enterprises have adopted earnings management. Regulators (e.g., governments) should establish stricter security
measures and laws or rules for listed companies to prevent earnings management following a financial tsunami and
encourage companies to report their “real” value. Future studies should consider refining the measurement of the
earnings management model because not all of them are equal, and the consequences of engaging in earnings
management are likely not equal in all capital markets. In addition, researchers may also consider focusing on
identifying intermediate variables affecting these relationships or establishing an optimal theory for explaining the
relationship between earnings management and EVA because this study only examines this relationship from the
subjective perspective of capital cost.
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Notes

Note 1. China

Note 2. Jones(1991) model

Note 3. Louis (2004): discretionary current accruals
Note 4. Matsumoto(2002): working capital accruals
Note 5. Huang and Liu(2010)

Note 6. Economic deprecation adjusted items is measured by funds method as it is better.

Note 7. Chen, Chen, Lobo and Wang(2011) indicated that & is categorized into two groups: a positive & denotes

. . . : o . & . .
income-increasing, performance-adjusted discretionary items, and a negative denotes income-decreasing,
performance-adjusted discretionary items.

Note 8. In order to shorten the tables, we omit the solution
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