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Earnings management and
institutional investor trading prior
to earnings announcements
Shasha Liu

Jiman University, Guangzhou, China

Abstract

Purpose — The purpose of this paper is to investigate if earnings management affects the trades of different
investors prior to earnings announcements.

Design/methodology/approach — Using a unique account-level trading data set from the Chinese stock
market, the author investigates the different investor trading patterns prior to earnings announcements.
Findings — The author obtains direct evidence to show that: first, institutional investors, particularly active
ones, tend to sell (buy) stocks before negative (positive) earnings surprises; second, institutional investors buy
stocks intensively with the lowest earnings management and the highest earnings surprises, and the trading
patterns are primarily driven by active institutions. No significant trading pattern is observed on the stocks
with negative earnings surprises; and third, the author uses a natural experiment in accordance with the
Chinese accounting standards reform to address endogeneity, and the causality of the results still holds.
Originality/value — The findings provide clear evidence by emphasizing the importance of earnings
management in the formulation of investor decisions.

Keywords Earnings management, Earnings announcements, Institutional investor, Investor trading
Paper type Research paper

1. Introduction

We examine whether earnings management affects investor trading prior to earnings
announcements. Although market reactions to earnings announcements have attracted
significant academic attention (Battalio and Mendenhall, 2005; Campbell et al, 2009;
Hirshleifer et al, 2008; Kaniel et al, 2008, 2012), the relationship between earnings
management and the trading behaviors of investors has yet to be fully explored. Likewise, few
studies have analyzed the influence of earnings management on investor trading prior to
earnings announcements. Only Gao et al (2017) directly examine how investors, especially
institutional investors, react to pre-IPO earnings management during the IPO process

Many financial and accounting studies emphasize the long-term significance of the
quality of earnings information in the decision-making process of investors and managers.
McNichols and Stubben (2008) and Linck et al. (2013) report that earnings management
significantly affects the financial and investment decisions of firms. However, the direct
effects of earnings management on investor trading in a short window are worthy to be
examined. We expand the existing literature by examining how earnings management
affects the reactions of investors to financial reports.

The difficulty of overcoming the endogeneity hinders the collection of related evidence.
The actions of firms (e.g. earnings management) affect the beliefs and expectations of
investors, which in turn affect investor trading. However, given that management concentrate
on stock prices and cater to shareholders, investor trading may influence the operation and
management of firms as well. Therefore, even if we find a significant relationship between
earnings management and stock return in the long term, we will not be able to exactly identify
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the underlying causality. We thus introduce a natural experiment in China and employ an
event study on the short window of investor trades to overcome the difficulty.

Second, Campbell et al. (2009) point out that numerous questions about institutional trading
can only be answered if high-frequency changes in institutional ownership are tracked.
In addition, prior studies find that earnings management can be prevented by monitoring
institutional investors, which are considered as a homogeneous group as reported by Chung
et al. (2002) and Mitra and Cready (2005). However, other studies suggest that institutional
investors have monitoring incentives that vary depending on their investment horizons.

In particular, we attempt to investigate the effects of earnings management on investor
trading prior to earnings announcements, and if so, is there any difference between the
effects on institutions and individuals? Considering the importance of earnings management
in the decision-making process of market participants and the mixed findings on the
advantages of information for institutional investors, we believe in the need to further
explore the investor reactions to earnings announcements as well as the role of earnings
management in investor trading. Investor behaviors prior to earnings announcements are
worthy to be studied from an academic perspective (to support the efficient market
hypothesis and the information advantages of investors) as well as from the viewpoint of
investors to aid in their decision making regarding asset allocation.

We investigate institutional investor trading and earnings management prior to earnings
announcements using daily trading information based on account-level data. The daily
changes in institutional ownership in the entire stock market before earnings
announcements provide clear evidence for the aforementioned question. The use of daily
data likewise prevents sample selection bias, and furthermore, the natural experiment and
short window study facilitate the demonstration of causality.

The following predictions are made on the effect of earnings management on reaction of
investors to earnings announcements. First, institutional and individual investors
demonstrate different trading behaviors prior to earnings announcements. The trading
behavior of institutional investors positively predicts forthcoming earnings surprises and
subsequent abnormal returns, whereas individual investors lose money through their
trades. Second, institutional investors tend to buy more stocks when firms have a lower
earnings management level and a high magnitude of earnings surprise.

We begin the empirical study by investigating the different investor trading patterns
prior to earnings announcements. Regression results reveal striking differences among the
trading behaviors of different investors. Institutions, particularly active ones, sell stocks
before the announcement of bad news and buy stocks before positive announcements.
Following Han and Kong (2017), we use the terms “active” and “passive” to imply
“potentially active” and “potentially passive,” respectively. The active group includes
institutions, specifically mutual funds and brokerages, with a large number of skilled
employees, and thus, has a higher tendency to collect information and less potential to
establish business relationships with different companies. The passive group comprises
social insurance companies, insurance companies, and non-financial institutions
(e.g. corporate shareholders).

Second, we examine if earnings management affects investor trading prior to earnings
announcements. When investors can screen the management of firms over earnings, they
may consider such information in their investment decisions, thereby influencing their
trading according to the earnings management of firms. However, few studies have
explored this subject. Our results show that institutions intensively buy stocks with the
lowest earnings management and the highest standard unexpected earning (SUE) during
the pre-event period. Differently, for firms with negative SUE, even with the lowest earnings
management, institutions do not exhibit any significant stock trading patterns.
Moreover, active institutions are the primary driving force behind these trading patterns.
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Overall, the results describe institutions as sophisticated investors that can evaluate
earnings management and integrate such information in their investment decisions.

Third, we address the endogeneity by introducing a natural experiment as an exogenous
shock to earnings management. The Ministry of Finance issued new accounting standards on
February 15, 2006 to improve the international convergence of the financial reporting system
in the Chinese stock market. The new system required firms to adopt fair value accounting
with regard to information disclosure starting on January 1, 2007. Given that the mandatory
introduction of International Financial Reporting Standards (IFRS) significantly affects
earnings management in Chinese markets (He et a/. (2012), Zhang et al. (2013)), we construct the
dummy variable Reform as an instrumental variable (IV) of earnings management to denote
the exogenous shock with mandatory adoption of IFRS-convergent accounting standards.
The IV regression results support our assumptions. In addition, we also employ seven
alternative measures of earnings management to further show the robustness of our results.

This paper presents several contributions to extant literature. First, we provide direct
evidence for the relationship between earnings management and investor trading behavior.
Thus, we extend previous studies on the information content of earnings by examining if
earnings management specifically affects investor trading behaviors prior to earnings
announcements. By demonstrating that institutions can determine the earnings
management of firms and incorporate such information in their trading decisions, we fill
the literature gap and complement Gao et al (2017). In other words, we complement the
existing literature on the information advantage of institutional investors and on the role of
earnings management in the decisions of investors regarding forthcoming earnings.

Second, we examine the trading behaviors of different institutional investors. Previous
studies mostly consider these institutions as monitors and categorize them as a homogeneous
group. This study proves that institutions exhibit information advantage over individuals and
that the behaviors of institutional investors vary significantly. In general, active institutions,
rather than passive ones, primarily drive the trading patterns of institutions.

Third, our study shows that individual investors are unlikely to identify earnings
management of listed firms. These investors mostly trade in the direction opposite to that of
institutions. These results challenge the governments, particularly in emerging markets,
who are responsible for protecting minority investors. Furthermore, our results reveal that
earnings announcements can generate different trading responses from various investors.
Therefore, policy makers who evaluate the usefulness of disclosures (particularly to
investors with limited abilities and resources) may opt to consider not only the average price
and volume reactions, but the trading responses in different investor segments as well.

Fourth, based on the concept of heterogeneous investors, we may provide a solution to
the widely debated issue on the pricing of discretionary accruals (DAs). As posited by
Mashruwala and Mashruwala (2011), one important question is whether the accruals quality
is a priced risk factor. Several researchers argue in favor of risk interpretation (Francis et al,
2005; Aboody et al., 2005), whereas others reject this view (Core et al., 2008; Mashruwala and
Mashruwala, 2011). By dividing investors into different groups, we find that institutional
investors, particularly active ones, consider the DAs as a significant pricing factor.

This paper is structured as follows: Section 2 develops the testable hypotheses; Section 3
explains the data, variables, and the methodology; Section 4 presents the major empirical
results; and Section 5 concludes the paper.

2. Literature review and hypothesis development

2.1 Investor trading

Previous studies assume that investors demonstrate varying degrees of sophistication.
Compared with individuals, institutional investors have more resources for gathering and
processing information in financial reports. This advantage encourages in-depth analyses of
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earnings information. Thus, on average, institutional investors are more capable of interpreting
financial information as compared with individual investors, which enables the former to
mitigate market mispricing through informed trading activities. Bartov et al (2000) argue that
highly sophisticated investors are skilled at accumulating and evaluating public information,
whereas less-sophisticated investors are not as capable of performing in-depth analyses of
financial statements and merely rely on other information sources, such as the financial press.
Shu (2013) investigates the impact of institutional trading volume on stock market anomalies
and finds that institutional trading significantly improves stock price efficiency.

Research suggests that investor sophistication as an important determinant of the
relationship between firm-specific information and returns. Walther (1997) shows that excess
returns place additional weight on analyst forecasts of firms with high institutional holdings.
Bartov et al. (2000) detect a negative association between investor sophistication and post-
earnings abnormal returns. Jiambalvo ef al (2002) point out that the extent to which stock
prices lead to earnings is positively related to the percentage of institutional ownership. Collins
et al. (2003) report that firms with high level of institutional ownership have stock prices that
accurately reflect the persistence of accruals. Griffin (2003) reports evidence of institutional
investor trading in a manner consistent with the impending corrective disclosure in the
months preceding the disclosures. Ke and Ramalingegowda (2005) find that the arbitrage
trades of transient institutional investors accelerate the speed that stock prices reflect the
implications of current earnings for future earnings. Ali, Klasa and Li (2008) argue that only
institutions with medium stakes have incentives to develop private pre-disclosure information
and trade on such information. By comparing the trading responses of small and large traders
to earnings surprises, Shanthikumar (2012) finds that the relative intensity of the trading
response of small traders to earnings surprises generally increases as a series progresses.

Other studies argue that small and large investors trade on different information sets,
with the larger investors trading in the most proper manner. Bhattacharya (2001) shows
that small traders increase their trading response prior to earnings announcements
according to the magnitude of seasonal random-walk forecast errors. Ayers et al (2011)
predict and find that small (large) traders continue to trade in the direction of seasonal
random-walk-based (analyst-based) earnings surprises after earnings announcements.
Battalio et al. (2012) show that most investors ignore information on value-relevant accruals
upon its release, and that investors who initiate trades of at least 5,000 shares tend to
transact in the proper direction.

These pieces of evidence support the idea that individual investors cause or drive abnormal
return patterns prior to earnings announcements, whereas institutional investors are more
capable of inferring or detecting earnings-related information compared with individuals[1].

2.2 Earmings information and investor trading
Earnings information has a significant function in the decision-making process of investors
and firm managements. By using the quarterly or yearly frequency data, Baber et al (2006),
Balsam et al (2002), and Francis et al (2005) report that poor earnings management results in a
contemporaneous reduction in stock prices. Bradshaw ef al (2001), Sloan (1996), Subramanyam
(1996), and Xie (2001) show that market participants overprice the discretionary component of
income, which temporarily overinflates the stock prices. Therefore, previous studies show that
market participants can identify earnings information signals, at least, in the long run.
Several empirical studies indirectly suggest that institutional investors are more adept
evaluating accounting information compared with individual investors. Balsam ef al. (2002)
examine returns before 10-Q filing dates. Often, detailed information contained in the form
10-Q is not available when firms announce quarterly earnings and investors are unable to
ascertain the discretionary and non-discretionary accrual (NDA) components of earnings
until the 10-Q is filed with the Securities and Exchange Commission. Balsam et a/. discover a
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negative relationship between the level of unexpected DAs and cumulative abnormal
returns (CAR) before the 10-Q filing date. The timing of this relationship, however, is
dependent on the level of institutional ownership, which suggests that sophisticated
investors incorporate earnings information more efficiently. Collins ef al (2003) reveal that
firms with high levels of institutional ownership provide higher prices for the accrual
component of earnings than firms with low institutional ownership. Ke and Petroni (2004)
show that transient institutional investors predict the impending break of in a continuous
string of consecutive earnings increases and sell their interests prior to the subsequent price
decline. Ali, Chen, Yao and Yu (2008) show that a number of mutual funds tend to hold the
stocks of firms with relatively low levels of accruals, and that these funds exhibit superior
subsequent returns. Recently, Battalio ef @l (2012) also show that a vast majority of
investors ignore value-relevant accruals information when it is initially released. However,
investors who initiate trades of at least 5,000 shares tend to transact in the proper direction.
Investors who initiate the smallest trades appear to respond unconditionally to accruals in
the wrong direction. By collecting Comment Letters issued by the SEC that question the
application of US GAAP by US firms or the application of IFRS by European firms
registered with the SEC, Gietzmann and Isidro (2013) find that the SEC’s issuance of
Comment Letters has a significant effect on the institutional holdings, which is consistent
with the SEC’s Comment Letters providing insights into the quality of reported financial
statements. With a hand-collected sample of all blockholders of S&P 1,500 firms, Dou et al.
(2016) document significant individual blockholder effects on earnings management and
prove that this association is driven primarily by these large shareholders influencing rather
than selecting firms’ financial reporting practices. They also find that investors recognize
the heterogeneity in blockholders’ influence on earnings management.

However, most previous studies infer trading from the changes in institutional holdings
(13f filing) using quarterly data. Therefore, these studies are unable to accurately measure
the trading of institutions (e.g. missing short-term round-trip trading). Although institutions
earn an abnormal return or behave related to earnings quality, the underlying cause
remains unclear. This observation may be attributed to the superior information that
these institutions possess, to the effect of their trading strategies on pricing (e.g. positive
feedback), or to the catering behaviors of firms. Campbell ef al (2009) argue that many
questions on institutional trading can only be addressed by tracking high-frequency
changes in institutional ownership.

Our data set includes complete daily trade records of all individual and institutional
investors in the Shanghai Stock Exchange (SSE). These daily data reveal the institutions’
informed trading and price impact, and we are able to differentiate and classify institutional
investors into active and passive institutions, as well as identify the buyer, seller, and
initiator of each trade. As such, the present study has no need for classification algorithms,
such as that of Lee and Ready (1991).

2.3 Hypothesis
Taken together, previous studies generally suggest that: institutional investors trade in the
direction that is consistent with the earnings surprise prior to earnings announcement, whereas
individual investors trade in the opposite direction; and investors may use information in
accruals to price earnings management more accurately prior to earnings announcements.
Therefore, we expect that the relationship between investor trading and earnings
management may be stronger for institutional investors. First, institutional investors may
recognize earnings management prior to earnings announcements given their access to
more timely sources of information (e.g. conversations with management, analysts, or other
institutional investors). Second, sophisticated investors are more capable of decomposing
earnings into their discretionary and non-discretionary components compared with
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unsophisticated investors. In both cases, the trading behaviors of institutional investors
can be expected to heavily depend on the level of earnings management prior to earnings
announcements.

We thus develop the following hypothesis:

HI. Ceteris paribus, the relationship between institutional investor trading and earnings
surprise prior to earnings announcement will be stronger for firms with low
earnings management levels than for firms with high earnings management levels.

3. Data and variables

3.1 Data description

We obtain public and private data from different sources for the present study. As our
primary data set, the unique account-level data set of institutions and individuals from SSE
is used to examine daily institutional trading behaviors. This data set contains all
transaction and order records for all investors with accounts in the SSE. By using the
investor identity code, we can classify both sides of each trade as originating from either an
individual or an institutional account. The order sequence number allows us to determine
which party initiated the transaction. More than six billion records of executed transactions
are included in the raw data.

Institutional investors in the capital markets of China include mutual funds, social
security funds, qualified foreign institutional investors, corporate annuity funds, brokerage
firms, companies, and organizations. Statistics from the China Securities Depository and
Clearing Corporation show that individual investors hold 69.87 percent of all stock values
by the end of 2005. In the past few years, individual investors have been the dominant force
in the stock markets of China. However, by the end of 2008, institutional investors hold
54.62 percent of the market value of all tradable A shares, which is the first instance when
the proportion of institutional investors has surpassed the landmark 50 percent level.

For each stock in the sample, we obtain the return, volume turnover, market
capitalization, book value, return on asset (ROA), leverage, earnings per share (EPS), cash
flow (CF), and analyst coverage from the China Stock Market and Accounting Research
Database, a leading financial data provider in China.

The SSE data set cover all transactions made from January 1, 2005 to December 31, 2008.
All continuous variables are winsorized at the 3rd and 97th percentiles, which is important
in Chinese stock market (Shen et al, 2015). The final sample includes 874 stocks with 12,580
earnings announcement events.

3.2 Variable definitions

3.2.1 Measuring the trading behavior of investors. To measure the trading behaviors of each
group of investors, we consider an order imbalance method that captures the pressure to
buy and sell. In particular, we adopt a trading measure similar to that used by Han and
Kong (2017), and Kaniel et al (2008). For each investor type, we derive the total purchases
and sales of stocks on day £, subtract the selling volume from the buying volume, and divide
it over the average daily trading volume in the previous year. We calculate the net buying
(NB) for purchases and sales executed that day as follows:

> 1B —> pSelly s

NB;; = : - 1
it = Avg Daily Trading Volume; 252, 1) @

where NBy,;; is the NB of investors in type % for firm ¢ on date ¢, Buys;, is the buying
volume of investors in type- for firm ¢ on date ¢, and Sellsy, ; ; is the sale volume of investors
in type-k for firm 7 on date £. The denominator is the average daily trading volume in the
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previous year from day {—252 to day ¢—1. In this paper, % represents individual investors,
institutional investors, active investors, and passive investors. Our measure of NB only
considered executed trades throughout the paper.

Similar to Kaniel et al. (2012), we use the abnormal NB (ANB) as a proxy for the trading
patterns of investors before earnings announcements. However, when computing the
normal NB level of each type of investor, we choose the entire market level of such investor
type as the benchmark for eliminating market trend. Specifically:

ANBy;y = NBy;—E [NBk,Z‘J] = NBy;;—MFktNBy,; @

where E [NB;,] is the expected NBy;, estimated as the market level of type-k on day t
MEFtNBy, ; is the average weighted value of the entire NB of the stocks of type-k traded on day ¢.
Next, we define the cumulative abnormal net buying over the period [#, 5] as follows:

2]
CANB{y ™' = " ANB;, 3)

t=h

For example, CANBZ[-?*S’ 701 g the cumulative abnormal net buying of type-% for stock 7

estimated from three days to one day prior to an event.

3.2.2 Measuring CAR. To describe the reaction of investors during the announcement
period, we compute for CAR over a particular period. In particular, we define the event day
(To) as the announcement day. The estimation window, [7,—240, T,—61], is a 180-day
period within which we estimate how a stock normally relates to the market. The event
window is the period within which we study the market value changes caused by the event.
Event windows of different lengths were also used, and similar results are observed.

CAR for each firm is calculated as CAR for stock ¢ over the event window, that is:

CAR!™ ! ZAR” @

AR;; is the daily abnormal return of stock 7 on date £ We use the market model, R;
1= ai+piMR+e;,, to estimate the expected stock returns for firm 7 at time ¢ within the
estimation window. Both R;; and MR, are the excess return in in excess of risk-free rate.
This regression obtains the estimated coefficients &; and f;. Then, equation AR;; =
R;—(a;+biMRy) estimates the AR;, for stock 7 within the event window.

3.2.3 Estimation of earnmings surprise. To measure earnings surprise, we use a naive
time-series model. Consistent with numerous prior studies, we define earnings surprise as
actual earnings minus expected earnings, scaled by the stock price or standard deviation of
unexpected earnings[2].

The naive time-series estimation is typically based on a rolling random walk model,
which is advocated by Foster ef al (1984), Bernard and Thomas (1989), and Livnat and
Mendenhall (2006). In particular, we used a simple standardized measure of periodically
adjusted earnings, given as SUE; = UE; 1/Std(UE; 1), where SUE; 1 is the SUE for firm j in
period T In this case, UE; 7 represents unexpected earnings, and Std(UE; 1) is the standard
deviation of unexpected earnings during the former eight periods. We estimate UE; 7 using
the naive model: UE; = (AE; —AE; +_)/|AE; 1 |, where AE; ; represents the actual
earnings per share reported by the firm in 7, and IAE; 7_4l is the absolute value of actual
earnings per share in 7—4. Foster et al. (1984) show that the naive model provides the
same conclusion compared with other more accurate models (such as the first-order
auto-regressive model in seasonal differences used in Foster, 1977).
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3.24 Estimating earnings management. As in other studies related to earnings
management, we adopt DAs as the main proxy to estimate earnings management. Earnings
have two major components, namely, cash flow and accounting adjustments. Accruals are
highly vulnerable to management because the determination of the signs and sizes of
accruals requires the judgment and estimation of managers. However, not all accruals result
from earnings management. Given the industry and operational conditions, certain accrual
adjustments must be applied on a regular basis. Therefore, total accruals can be further
decomposed into two parts, namely, NDAs and DAs. The magnitude of DAs is expressed as
a percentage of the lagged assets of the firm. Given our interest in the degree of earnings
management, we use the absolute value of DAs in our study.

We employ a modified version of the Jones model (MJones) as our first proxy for earnings
management (Jones (1991), Dechow et al. (1995)). MJones estimates DAs from cross-sectional
regressions of total accruals on changes in sales and on property, plant, and equipment
(PPE) across industries.

To determine DAs, we run the following cross-sectional OLS regression by the first two-digit
standard industrial classification (SIC) code to estimate coefficients ay, as, and as as follows:

TAi _ 1 AREV:  PPE;
A A Ay A

+&i ©)
where ¢ indexes firms, ¢ indexes time, TA;, equals net income minus cash flow from operations,
AREV; denotes the changes in sales revenues, AAR;; denotes the changes in receivables, and
PPE;; denotes the gross PPE. All variables are scaled by the total assets at the beginning of the
period. We separately estimate the cross-sectional models for each combination of calendar year
and two-digit SIC code with a minimum of 15 observations.

We use the estimated &;, a9, and &3 to calculate NDAs as follows:

1 . (AREV;—AAR;) . PPE;
+ o

NDA; = & +& 6
S P At Ay ©
Afterwards, we derive DA as follows:
TA;
DAjy = & = 5~ ~NDAj @
it—1

All the variables are scaled by the total assets at the beginning of the period. Hence, the
magnitude of DAs is expressed as a percentage of the assets of the firm.

Our second measure of earnings management, EM_ROA, is the performance-adjusted
DAs (Kothari et al. (2005)). We use Equation (5) to run the regression and to obtain the
residuals (i.e. DAs), and then we rank the firms within each SIC industry into deciles based
on their ROA during the corresponding period of the last year to adjust for the performance
differences across firms. We compute EM_ROA as the absolute value of difference between
the firm’s DA and the median DA for its ROA decile.

3.2.5 Control variables. In accordance with prior literature, we also control the following
variables. Size is the natural logarithm of the total assets. BM is the book-to-market value
ratio. TO is the stock turnover measured over the fiscal quarter. Leverage is the ratio of total
liabilities to total assets. ROA is calculated by dividing the annual earnings of a firm by its
total assets.
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3.3 Summary statistics
Table I exhibits the descriptive statistics of our sample. Given that the trading data cover the
years from 2005 to 2008, we investigate the quarterly earnings announcements from 2004Q4 to
2008Q3. Panel A of Table I describes our sample selection process. The initial sample includes
874 firms with 13,340 earnings announcement events. We exclude 174 announcements of 20
firms in the financial industry. To estimate the earnings management, we further eliminate 586
firm-quarter observations with SUE that cannot be estimated and 372 firm quarters that lack
data to estimate earnings management. Finally, we obtain 12,208 firm-quarter observations.

Panel B of Table I presents the summary statistics of our key variables. We include the
different investors’ net buying over the pre-announcement window, alternative earnings
management, and other variables. All statistics are estimated at the firm-quarter level. Panel
B indicates that individuals tend to become net buyers and that institutions become net
sellers prior to earnings announcements. The CAR in [Ty—3, Tp—1] is negative, which
demonstrates that institutions sell stocks before the announcement of bad news and possess
superior information as compared with individuals.

Notably, the measure of investor behavior (i.e. NB or CNB) is constructed based on the
entire market and on all trades that occur between institutions and individuals in the

Panel A: sample selection

Total earnings announcements of 874 firms listed from 2004Q4 to 2008Q3 13,340
Less: earnings announcements of 20 firms in financial industry -174
Less: firm quarters without necessary data to estimate quarterly SUE under random walk model =~ —586
Less: firm quarters without available earnings management =372

Number of firm quarters used in main empirical tests (Number of firms) 12,208 (874)

Panel B: summary statistics

Variables Obs. Mean SD Min Max

CNBiysi.r10-3, T0-1 12,580 -0.025 0.585 -3.870 3641

NBctivesyT0-3, TO-1] 12,580 -0.010 0.541 -3553 3.584
NBassivesy To-3, To—1] 12,580 —-0.009 0.196 -1611 1.530

CNBina ro-3 T0-1) 12,580 0.025 0.585 —-3.640 3.870

MJones 12,208 0.037 0.042 0.000 0.244

EMROA 12,208 0.023 0.032 0.000 0.235

CAR10.10,10-49) 12,580 —-0.006 0.078 —-0.401 0.382

CAR/0-3570-1) 12,580 —0.003 0.052 -0.231 0.287

CAR/0,10+1 12,580 —-0.008 0.050 -0.154 0.194

CAR/o,10+37 12,580 —0.009 0.068 —-0.308 0.382

CAR 0, 10+207 12,580 0.004 0.144 —-0.753 0.969

UE 12,580 0.190 1.357 -2519 3.881

LnSize 12,580 20.592 1.123 17.346 25.728

B/M 12,580 0.444 0.224 0.066 0.813

ROA 12,580 0.007 0.013 —-0.023 0.039

Leverage 12,580 0.509 0.182 0.123 0.837

TO 12,580 0.024 0.016 0.000 0.094

Notes: All statistics are estimated at the firm quarter level. Panel A illustrates the sample selection process, and
Panel B describes the summary statistics of the variables, including the net buying of investors over the pre-
announcement window, alternative earnings quality or management, and other variables. CANBs; s,
CANB ctivefj, 1y CANByassiveyj, 1y and CANB;,, j, 1y denote the cumulative abnormal net buying of institutions,
active institutions, passive institutions, and individuals over window [J, %], respectively. MJones denotes the
quarterly absolute discretionary accruals estimated by the modified Jones model. EMROA denotes the quarterly
performance-adjusted DAs that are estimated based on Kothari ef al (2005). CAR}; ;, 1 denotes the cumulative
abnormal return over window [, k]. SUE denotes the standard earnings surprise based on the naive time-series
model, in which the earnings follow a rolling random walk distribution. L#(Size) refers to the natural logarithm of
the market value of outstanding shares, B/M refers to the ratio of book-to-market value, 70 is the ratio of trading
volume in shares over outstanding shares, ROA is the return on asset, and Leverage is the ratio of debt to asset
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market. The trading behavior of institutions (neither the active nor the passive institutions)
provides a reversed reflection of that of individual investors, which explains why CNB;,,s;
and CNB;,,; are opposites.

4. Empirical results

4.1 Information content of investor trading

4.1.1 Investor trading prior to earnings announcements. We divide the entire event window
into [To—20, To—6], [To—3, To—1], and [T,] to investigate the trading patterns of investors
prior to earnings announcements.

For our empirical tests, we compute the CANBs of institutions, active institutions,
passive institutions, and individuals with the highest (or lowest) positive earnings surprises
(i.e. the top (or bottom) 30 percent of SUE). Panels A and B of Table II show the CANBs of
different investors with the highest and lowest SUE, respectively.

Table II shows striking differences in the trading behaviors of investors. Institutions,
particularly active ones, sell stocks before bad news and buy stocks before positive
announcements, which indicate that institutions, rather than individuals, possess superior
information about the Chinese stock market. Yan and Zhang (2007) find that the trading of
short-term institutions positively forecasts the stock returns and relates to future earnings
surprises. These scholars argue that short-term institutions are better informed than
long-term institutions, and that short-term institutions actively trade to exploit their
information advantage. Table II provides clear evidence on this subject.

4.1.2 Regressions on information content of investor trading. We demonstrate the
trading predictability of institutions by using regression analysis to estimate the
relationship between the pre-event CANBs of different investors and the earnings surprises
of firms. The following specification is employed:

CANB»~" T8 = £(SUE;, Control_Variables) ®

where SUE; denotes the SUE of firm  and CANBK}’ 21 denotes the cumulative abnormal net
buying in firm 7 of investor type 2 on window [Ty—t;, To—t>]. For brevity, we suppress the

Event windows

[T0—20, To—6] [To=3, To-1] [To]
Panel A: Good news — the top 30% of earnings surprises
CANB,, 0.151%** (5.142) 0.032%* (2.232) 0.007 (1.475)
CANB 1ive 0.140*** (4.951) 0.032** (2.365) 0.015%** (3.367)
CANBpssive 0.009 (0.943) —0.004 (-0.785) —0.007*** (-3.817)
CANBp,q —0.152*** (=5,184) —0.031%* (-2.192) —0.007 (—1.483)
Panel B: Bad news — the bottom 30% of earnings surprises
CANB;,, —0.100%** (—3.859) —0.053*** (—4.526) —0.003 (-0.646)
CANB 1ive —0.101%** (—4.243) —0.044*** (—4.216) —0.005 (—1.471)
CANBpssive 0.002 (0.198) —0.005 (—1.266) 0.002 (1.366)
CANBp, 0.099%** (3.857) 0.053*** (4.541) 0.003 (0.686)

Notes: Cumulative abnormal net buying (CANB) is used as a proxy for investor trading behavior. The
windows [7y—20, To—6], [Tvy—3, To—1], and [T}] are investigated. Panel A (Panel B) presents the CANBs of
institutions, active institutions, passive institutions, and individuals in the group with positive (negative)
announcements. We define the positive (negative) announcement group as those with stocks at the top
(bottom) 30 percent of earnings surprises. The robust #-values are enclosed in parentheses. ** ***Significant
at the 5 and 1 percent levels, respectively
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subscripts indicating time periods for all variables. Control_Variables include CAR on
window [T—10, Ty—4], the logarithm market capitalization of the firm, B/M, TO, ROA, and
leverage ratio, as well as the fixed effects of the year and the industry. The control variable
CAR/710-10, 047 denotes the movement of the stock price before trading to control for the
possibility that investors may follow the price momentum or contrarian strategy to trade.

Panel A of Table III shows that the independent variable SUE functions as the proxy for
the earnings surprise in the announcement. A statistically significant and positive
coefficient of SUE indicates that a higher earnings surprise increases the net buying of
investors prior to earnings announcements. Therefore, institutions, rather than individuals,
must demonstrate the predictability of earnings information. As such, we expect that the

Dep. Var.: CANB over [Tg—3,Ty—1]
Reg-1 Reg-2 Reg-3 Reg-4

Variables CANB Inst CANB  Active CANB, Passive CANB Ind

Panel A: results using SUE as a proxy for earnings surprises

SUE 0.009%*#* (3.215) 0.008*#* (3.328) 0.001 (0.851) —0.009%** (-3.211)
CAR/70.10, 1097 0.474%%* (10.257) 0.450%*** (10.835) 0.044+* (2.478) —0.473%** (=10.252)
LnSize —0.012%%* (-2687)  —0.018%** (—4.098)  —0.004** (-2.406) 0.012%#* (2.685)
B/M 0.023 (1.228) 0.026 (1.546) 0.017%* (2.454) —-0.023 (-1.225)
ROA —0.541* (=1.778) —-0.111 (-0.397) —0.176 (-1.423) 0.541* (1.777)
Leverage —0.060%** (—2.643) —0.033 (=1.572) —0.006 (-0.693) 0.060%*** (2.642)
TO 1.289%%* (5.482) 0.959%#* (4.473) —0.185% (=1.935)  —1.288%*¥* (-5.482)
Cons 0.233** (2.535) 0.333*#* (3.792) 0.096™** (2.773) —0.232%* (—2.534)
Industry Yes Yes Yes Yes

Year Yes Yes Yes Yes

Obs. 12,580 12,580 12,580 12,580

Adj. R? 0.022 0.017 0.113 0.022

Panel B: results of using Bad and Good as proxies for earnings surprises

Bad —0.015%* (-2.013) —0.012* (-1.741) —0.001 (=0.204) 0.015%* (2.064)
Good 0.014* (1.667) 0.013* (1.699) 0.002 (0.770) —-0.014 (-1.616)
CAR10.10,10-9) 0.466%** (10.417) 0.405%**+* (10.653) 0.037%* (2.294) —0.432%%k (~10.251)
LnSize —0.017%%* (=3651)  —0.016™** (—4.044)  —0.004** (-2.501) 0.011%*#* (2.715)
B/M 0.025 (1.383) 0.019 (1.277) 0.016%* (2.488) —-0.019 (-1.082)
ROA —0.293 (-1.012) —-0.079 (=0.308) -0.172 (-1.512) 0.404 (1.413)
Leverage —0.055%** (—2.591) —0.024 (-1.259) —0.003 (-0.337) 0.057*** (2.718)
TO 0.674%* (2.677) 0.851%*#* (4.276) —0.148* (—1.652)  —1.246%** (-5.627)
Cons 0.333*#* (3,551) 0.300%#* (3.795) 0.086™** (2.781) —0.221%* (—2.555)
Industry Yes Yes Yes Yes

Year Yes Yes Yes Yes

Obs. 12,580 12,580 12,580 12,580

Adj. R? 0.028 0014 0.128 0.023

Notes: This table reports the OLS regression results on the investor trading behaviors prior to earnings
announcements. These behaviors are used as the dependent variables. We use the cumulative abnormal net
buying on window [7y—3, Ty—1] (i.e. CANB) as a proxy for investor trading behavior. Panel A shows the
results of using SUE as a proxy for earnings surprises, and Panel B shows the results of using Bad and Good
as proxies for earnings surprises. SUE is a standard earnings surprise that is based on the naive time-series
model, in which the earnings follow a rolling random walk distribution. Bad and Good are dummy variables
that denote the bottom and top 30 percent, of the earnings surprise sample in each quarter, respectively.
CAR 7910, 70-41s the cumulative abnormal return on window [77)—10, Ty—4]. Ln(Size) is the natural logarithm
of the market value of outstanding shares, B/M is the ratio of book-to-market value, 70 is the ratio of trading
volume in shares over outstanding shares, ROA is the return on asset, and Leverage is the ratio of debt to asset.
The fixed effects of industry and year are controlled. Adj. R® refers to the adjusted K% The robust
t-values are enclosed in parentheses. *** ***Sjgnificant at the 10, 5, and 1 percent levels, respectively
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SUE coefficient in the regression of the trading of institutions to be significantly positive
and that of individuals to be negative. Panel A of Table IIl shows that the trading pattern of
institutions on [79—3, To—1] accurately predict the extent of earnings information, which is
opposite to that of individuals.

Given that the trading behavior of institutions represents a mirror image of that of
individual investors, the coefficients are opposites, as shown in Columns 1 and 4.

Panel B of Table III introduces two dummy variables, Bad and Good, to serve as proxies
for large positive and negative earnings surprises, respectively. Bad takes the value of 1 if
the SUE of the stock belongs to the bottom 30 percent of stocks as ranked by this measure in
that quarter; Good takes the value of 1 to denote those in the top 30 percent. A significantly
negative coefficient of Bad indicates that investors reduce their net buying prior to bad
earnings announcements, whereas a significantly positive coefficient of Good indicates that
these investors increase their net buying prior to positive earnings reports. Panel B of
Table III shows a negative relationship between the net buying of institutional investors and
unfavorable earnings reports as well as a positive relationship between the net buying of
institutional investors and favorable earnings reports prior to the announcement.
Meanwhile, individuals exhibit a contrary trading pattern prior to earnings reports.
The trading pattern of institutions primarily reflects that of active institutions rather than
that of passive institutions.

Table III shows that the trading of institutions, particularly active ones, has superior
information regarding the earnings of firms.

Regression models are further used to determine if the institutions gain from an increase
in post-event stock price. We examine the relationship between the pre-event trading of
investors and CAR in the post-event window [Ty, To+1], [Ty, To+3), and [Ty, T+20] using
the following regression:

CARTo - Towtl — ¢ (CANBZO*& To-11, Control_Vam'abZes) ©)

where CARETOHL To+t1 denotes the CAR of firm ¢ on [Ty+t, To+tz). For brevity, we

suppress the subscripts indicating the time periods for all variables. In addition to the
control variables included in Equation (8), we include CAR 7y—3 710-7; in this regression to
control for the effect of stock price reversal or persistence.

We expect that the market price of a firm increases when that firm has a positive earnings
surprise. Following Christophe ef al (2004), we examine the relationship between investors
trading and CAR on event window [Ty, To+1], which reveals the reaction of the market to the
announcement. Institutions adopt a trading strategy that will exploit their information
advantages and awareness of the situation, thus gradually driving the price toward the
appropriate level after the announcement. Therefore, the net buying behavior of institutions
prior to earnings announcement positively indicates the future performance of stocks.

Table IV shows that despite the length of period after the earnings announcement, the
buying behavior of institutions, particularly active ones, has a significantly positive
correlation with future stock returns, argument that institutions have information advantages.

In summary, the predictability of investor trading behavior prior to earnings
announcements clearly supports the argument that institutional investors trade in the
direction that is consistent with the earnings surprise prior to earnings announcement,
whereas individual investors trade in the opposite direction.

4.2 Earnings management and information content of investor trading
Based on the findings in Section 4.1, we examine if earnings management influences
investor trading behavior prior to earnings announcements. Several studies suggest that
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firms may adopt accounting methods to manipulate their financial earnings for different
reasons. Investors can identify or screen how firms manipulate their earnings, incorporate
such information in their investment decisions, and subsequently adjust their trading
behavior according to the earnings management of firms.

Only few studies have investigated how earnings management alleviates or aggravates
investor trading prior to earnings announcements. Therefore, we consider the empirical
results in this subsection as the most important findings of this study.

4.2.1 Marginal effect of earnings management. To test our hypothesis, we use the
following regression to investigate the marginal effect of earnings management on investor
trading behaviors:

CANB > 107! = £(SUE;, EM;, EM; x SUE;, Controls_V ariables) 10)

where EM; denotes the earnings management of firm ¢, and other variables are defined as
the variables presented in previous sections. For brevity, we suppress the subscripts
indicating time for all variables. Likewise, we control for the year and industry effects in
Equation (8).

The interaction item of EM and SUE in empirical model (10) determines if investors use
earnings management information to filter their trading behavior on the marginal of
earnings surprise. A significant interaction item suggests that a particular investor
concentrates on the earnings information quality when making trading decisions.

Table V shows the regression results. For brevity, we only present the results on the
trading behavior of institutions, active institutions, and passive institutions. The patterns of
individuals can be inferred by the coefficients of institutions considering that the trading
behavior of institutions provides a mirror image of the individual investors.

Panel A of Table V shows the MJones-based results. The coefficients of interaction item
SUExEM are significantly negative when we run the model separately for institutional, active
institutional, and passive institutional investors. These results support our hypothesis
(i.e. a higher level of earnings management influence the net selling behaviors of institutions
with similar levels of earnings surprise). Although institutional investors tend to buy firms
with high SUE, severe earnings management significantly reduces their net-buy positions.

Likewise, our results support that institutions have information advantages, which is
reflected by the positively significant coefficients of SUE. Individuals can only provide
liquidity to institutions and cannot accurately evaluate the earnings information underneath
public reports.

We adopt performance-adjusted DAs in Panel B to measure earnings management
(EMROA), as suggested by Kothari et al (2005). We replicate the estimating model
separately for each type of investor, and we obtain highly consistent results.

The results in Table V support our hypothesis, thus showing that sophisticated
institutions are more capable of identifying earnings management information than
individuals. Therefore, institutional investors can analyze financial statements more
proficiently than individual investors. Our results complement those findings in previous
studies based on quarterly or yearly data. For example, Hand (1990) reports that sophisticated
investors can interpret information in earnings announcements more accurately as compared
with individual investors. Bartov ef al (2000) find that the post-earnings announcement
pattern is reduced as the level of institutional investment increases.

4.2.2 Asymmetrically marginal effect. We have collected consistent evidence for our
hypothesis, which proves that earnings management significantly affects the investors’
trading behavior, particularly institutions, on the condition of earnings surprise. A low
earnings quality causes professional investors to cast doubt the earnings information of a
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firm. Thus, a natural follow-up question is do investors react asymmetrically to earnings
management for firms with positive and negative earnings surprises?

To examine this issue, we perform additional comparisons to resolve this question
through the following empirical model:

CANB»™* 1071 = £(Bad, 5, Good; o, EM; 0, EM; q x Bad;q,

EM,; o x Good; g, Controls_V ariables) 11)

where Bad is a dummy variable that is equivalent to 1 when the SUE of a firm is on the
bottom 30 percent of the SUE of all firms during a specific quarter €, Good is a similar
dummy variable that is equivalent to 1 when the SUE of a firm is among the top 30 percent
of the SUE of all firms, and EM denotes the earnings management of a stock. The control
variables are presented as above. To evaluate the asymmetric effect of EM on the trading
behavior of investors, we focus on the coefficients of the items of interaction (i.e. EM x Bad
and EM x Good).

Table VI shows the results of our estimation. Given the limited space, we suppress the
regression results on the behavior of individual investors. The results on Panel A are based
on the EM measure of Mjones.

Reg-1 examines the trading behavior of institutions for both good and bad news. The
coefficients of Bad (Good) are significantly negative (positive), which indicates that
institutional investors tend to sell (buy) firms with negative (positive) earnings
announcements. This finding is consistent with our hypothesis. After controlling for
earnings management, our results exhibit significantly asymmetric trading behaviors of
institutional investors. The coefficient of Bad is equivalent to —0.017 that is significant at the
10 percent level, whereas the coefficient of Good is equivalent to 0.029 that is significant at
the 5 percent level. Such asymmetry reflects that institutional investors tend to buy firms
with positive announcements but are reluctant to sell firms with negative announcements,
thus indicating that to a certain extent, institutional investors may suffer from disposition
effect as well.

With regard to the items of EM x Bad and EM x Good, earnings management results in
different effects on the trading decisions of investors based on the extreme earnings
surprise. The interaction of £M and Bad is not significant, which means that institutions are
unlikely to sell firms with bad news and high earnings management prior to the
announcement. This may be attributed to the limitation to short-selling in the Chinese stock
market during our sample period. In contrast, the interaction of EM and Good is negative
and significant, indicating that the opaque or false earnings information significantly
prevents institutions from buying the shares of a firm even if that particular firm discloses
highly positive announcements.

We conduct similar analyses for active and passive institutions. The results that are
based on active institutions (Reg-2) are similar to Reg-1, but the interaction items of passive
institutions are not significant. This result indicates that the trading patterns of institutional
investors are primarily driven by active institutions rather than passive institutions.

We use EMROA in Panel B of Table VI to assess the asymmetric effect of EM on the
trading behavior of investors. The results have the same magnitude and significance as the
results presented in Panel A.

Overall, we evaluate the asymmetric effect of earnings management on the trading
behavior of investors for firms with positive and negative announcements. Institutions buy
stocks intensively with lower earnings management and extremely positive SUE during the
pre-event period. Firms with extremely negative SUE tend to sell their stocks prior to
earnings announcements. However, for firms with low SUE and high EM, EM does not
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significantly affect the relationship between the trading behaviors of institutional investors
and SUE, which may be attributed to the limitation to short-selling in the Chinese stock
market during that period.

4.3 Endogeneity: evidence based on the Chinese Accounting Standards Reform

Our primary finding is that earnings management significantly affects the trading
behaviors of institutional investors prior to earnings announcements. Given that earnings
management can be driven by institutional ownership (Bange and De Bondt, 1998;
Bushee, 1998), our main finding may suffer from endogeneity issues[3].

We address the potential endogeneity by introducing the Chinese Accounting Standards
Reform in 2007, which presents an exogenous shock to the earnings management in China.
The Ministry of Finance issued new accounting standards in February 15, 2006 to improve
the international convergence of the financial reporting system in the Chinese stock market.
Since January 1, 2007, this system has required firms to adopt fair value accounting with
regard to disclosure information. These new practices are primarily based on the IFRS, a
standard adopted by many developed and emerging markets.

In China, since that IFRS provides more opportunities for managers to use accruals to
manipulate earnings, where a rule-based accounting system had been used before the
introduction of IFRS. This mandatory introduction of IFRS produces unexpected results,
such as the earnings management of opportunistic managers. Indeed, studies find that more
managers have manipulated their earnings after the introduction of IFRS in Chinese
markets (He ef al (2012), Zhang et al. (2013)).

On the one hand, the accounting standards reform influences the degrees of earnings
management of listed firms in China. On the other hand, the new accounting standards system
is less likely determined or affected by the trading behavior of institutional investors.
Therefore, we design a dummy variable that denotes the time when the reform is implemented
as an IV to determine the exogenous change in the degree of earnings management.

In particular, we construct the dummy variable Reform to indicate the mandatory
adoption of IFRS-convergent accounting standards. Reform takes the value of 1 after the
implementation of the new standards, and is equivalent to 0 otherwise. Noting that we use
the year dummy as IV, accordingly, we suppress the year fixed effects in the regression.

Panel A of Table VII shows the results of the first stage of IV regressions. In Reg-1,
M]Jones is instrumented by Reform. The coefficient of Reform is equivalent to 0.019 that is
significant at the 1 percent level, which indicates that the level of quarterly DAs increases by
0.019 after the accounting reform. Firms with a lower pre-announcement market
performance, lower book-to-market value, higher leverage ratio, and higher ROA in the
previous fourth quarter have higher degrees of earnings management. EMROA is used as
the instrumented variable in Reg-2, and Reform consistently takes a positive value.

Panel B shows the results of the second stage of IV regressions based on the estimation
model of Equation (10). The cumulative abnormal net buying on window [7,—3, To—1] of each
investor (ie. CANB rp—s 1v-17 1s used as the dependent variable. We use MJones to measure
the earnings management from Reg-1 to Reg-3. The interaction between EM and SUE in Reg-1
is negative (-3.982), which is larger than the obtained coefficient (-0.130) from the OLS test
(Table V). The interactions remain significantly negative in Reg-2 and Reg-3 when the
institutions are divided into active and passive institutions. These results support those that
are presented in the previous section, which state that institutions can discern earnings
management and consequently adjust their trading behaviors for their private earnings
information prior to the announcement. The results remain consistent across Reg-4, Reg-5, and
Reg-6 when the measure of earnings management is adjusted by the stock performance.

Moreover, we present OLS results by using an IV to directly interact with the earnings
surprise in Panel B. Reg-7, Reg-8, and Reg-9 show the results for institutions, active
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institutions, and passive institutions, respectively. All interaction items are significantly
negative, thus indicating that institutions react less positively for their private information
prior to earnings announcements.

Panel C shows the results of the second stage IV regressions based on the estimation
model of Equation (11). Bad and Good are used to proxy the bottom 30 percent and the top
30 percent earnings surprises, respectively. When the trading of institutions is investigated
in Reg-1 and Reg-4, the interactions between Bad and EM remain insignificant regardless of
which EM measure adopted. At the same time, the interactions between Good and EM
remain significantly negative under both EM measures. However, passive institutions fail to
recognize the effect of earnings management on earnings prior to earnings announcements.
The IV estimation is consistent with the OLS estimations reported in Table VL

Meanwhile, we examine how the relationship between investor trading and extreme
announcements is affected by the introduction of fair value accounting principles.
We introduce two interaction items, namely, Reform x Bad and Reform x Good, which
results are presented in Reg-7, Reg-8, and Reg-9. Active institutions are less likely to buy the
subset of stocks with good news after the reform was implemented.

Jointly, the IV regression estimations support our hypothesis, which argues that active
institutions possess the professional knowledge to discern the influence of earnings
management on earnings, and incorporate such information in their trading strategies.

4.4 Robust tests
In this section, alternative measures of earnings management are used to conduct
sensitivity tests.

We use the accrual model of Dechow and Dichev (2002), Francis et al (2005), and
Rajgopal and Venkatachalam (2011) as our first alternative measure of EM. Accounting
accruals either anticipate future operating cash flows or reflect the current cash flows or the
reversals of past cash flows. The model proposed by Dechow and Dichev (2002) shows the
relationship between accruals and cash flows as follows:

TA; CFiy  , CFy Cth+1 ‘
A o+ By A +ﬁ2A + B3 . +é&it 12

where CF;; denotes the operating cash flow for firm 7 in year £. All other variables share the
same definitions presented in Section 3.5. DA (DD) refers to the absolute value of the residual.

The model by McNichols (2002) is used as the second alternative measure of EM, which
adds cash flows into the model of Jones (1991) to reduce the extent to which the model omits
fundamental economic variables. The model is shown in Equation (13). The absolute value
of the residual is denoted as DAs (EMCN):

TAit _ CFn‘ 1 CFZ[ CFlt+1 AREVlt PPElt
A o+ A +ﬂ2A + B3 1 +B4 a1 +/35A +é&it 13

it—1 it—1

Following Ball and Shivakumar (2006) and Wang (2006), we use an improved piecewise
measure (EQPW) as the third alternative measure of EM. This model is a revised version of
that designed by Dechow and Dichev (2002), which is given by the following equation:

TAy CFy_1 CF; CFy i1 CF,
A1 N a+ﬁ1 Ay +BZA +ﬁ3 Ay +ﬁ4DCF1t+/))5DCF” X A

e (14

where all variables share the same definition as those presented in Equation (13), and the
absolute value of the residual is described as DAs (i.e. EQPW).
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These measurements decompose accruals into normal and abnormal components, which
may have combined test concerns. Following Sloan (1996), we use the magnitude of total
accruals (TAccrual) as our fourth alternative measure of EM, which is the net difference
between accounting earnings and operating cash flows.

We use timely loss recognition (7LR), a measure of accounting conservatism, as our fifth
alternative measure of EM. TLR reflects the timely recognition of incurred loss in earnings,
which affects how the influence of managers’ optimism on earnings quality. Assuming that
market performance can reflect the stocks’ fundamental information, Basu (1997) constructs
the following conservatism measure:

Earnings; = a+ p1D;+ PoRet;+ p3D; x Ret;+¢; 15)

where Ret; denotes a stock return on quarter ¢, D; is a dummy variable takes the value of 1
when Ret; < 0 and is equivalent to 0 otherwise, and i3 represents the better timeliness of bad
news over that of positive announcements. Khan and Watts (2009) propose a new
conservatism that reflects both the cross-sectional and time serial variations. The
researchers argue that the timely recognition of announcements is related with the firm
characteristics. Therefore, 5 and 3 can be expressed as follows:

By = w1+ upLnSize;+ usB/M; + u,Leverage; (16)

Py = 21+ AoLlnSize;+ 3B/ M+ A4Leverage; 17)

We substitute these two equations into Equation (15) and estimate the new regression model
for each quarter. We obtain the parameter estimation of u and A, which we then multiply by
the firm characteristics to obtain the firm-specific conservatism. A higher conservatism
represents a higher earnings quality.

Earnings volatility (EarnVol) is used as our sixth alternative measure of EM to
describe earnings smoothness. We calculate the volatility of quarterly earnings in the
previous eight quarters.

Finally, we use the trading between listed firms and their related parties (RPT) as our last
alternative measure of £M. Berkman ef al (2010) argue that RPT reflects the adverse effect of
poor corporate governance on the interests of small shareholders. To eliminate the scale effect,
we adjust RPT by the revenue of firms. A higher RPT reflects a poorer earnings quality.

Table VIII re-estimates the empirical model of Equation (10) and Table IX reiterates
the empirical model (11) by using the seven alternative EM measures. Panels A, B, and C
of each table provide the trading of institutions, active institutions, and passive
institutions, respectively.

Overall, we reveal a salient pre-event trading pattern after considering the earnings
management of firms. This study finds that institutions can distinguish firms with high
earnings management from those with low earnings management when making trading
decisions. When the earnings management level of a specific firm is relatively high,
institutions tend to reduce their buying volume prior to the announcement. In contrast,
individuals neither screen opaque earnings management nor discern the operating risk
behind the management of financial statements. Therefore, individual investors tend to buy
additional stocks with worse earnings management because of their inferior information
and lack of professional knowledge. Tables VIII and IX suggest that our results are
insensitive to different estimation methods for earnings management.

5. Conclusion
This study addresses the following questions: does earnings management influence the
trading behaviors of investors prior to earnings announcements? If so, is there any
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difference between institutional and individual investors? The importance of earnings
management in the decision-making process of market participants and the mixed results
on the information advantages of institutional investors must be further explored.

We address these issues by using a unique account-level trading data set from the
Chinese stock market. First, the results show that institutions, particularly active ones, sell
stocks before negative news and buy stocks before good news. Second, institutions
intensively buy stocks with the lowest earnings management and highest earnings
surprises during the pre-event period, and the trading patterns of institutions are primarily
driven by active institutions. Third, our natural experiment validates the robustness of the
causality in our findings.

To the best of our knowledge, this study is the first to directly investigate the
aforementioned issues. Our findings present clear implications that emphasize the significance
of earnings management in investment decisions, particularly those of institutional investors.
These implications may be of interest to regulators who aim to strengthen the earnings
management of listed firms and to protect the interests of individual shareholders.

Notes

1. Recently, several studies provide opposite evidence to the findings mentioned above. Hirshleifer
et al. (2008) find that individual investor trading fail to subsume any of the power of extreme
earnings surprises to predict future abnormal returns. Griffin et al (2011) find that institutional
investors fail to trade against bubbles. Griffin ef el (2012) find no evidence on institutional
investors that utilize information advantages. Kaniel et al (2008) find that individuals, rather than
institutions, make money in the short term. Kaniel ef al. (2012) provide further evidence of informed
trading by individual investors before earnings announcements. They show that intense
aggregate individual investor buying (selling) predicts large positive (negative) abnormal returns
on and after earnings announcement dates.

2. In the Chinese stock market, analysts always forecast earnings information for the entire fiscal
year rather than quarterly or semiannually, and most firms have no analyst coverage.

3. A related concern is that the purpose of considerable trading before the earnings announcements
may chase the profit in short-term, therefore, these investors are less likely pay much attention to
the earnings quality. However, the effect of this issue is driving us against finding any results.
Considering an extreme situation that all investors do not pay attention to earnings management,
if we find any significant results, it means that the real effect of earnings management on the
trading behaviors should be more significant than what we show.
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