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Table 5 The Heterogeneity Check Results of
the Effects of Labor Cost Rising on Negative Earnings Management
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Table 6 Results of Endogenous Tests
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Table 7 Results of Robustness Tests
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Table 8 Negative Earnings Management and
Government Subsidies, Tax Preferences
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Government Unemployment Governance,
Labor Costs and Firm Earnings Management

YUAN Jianguo, CHENG Chen,HOU Qingsong
School of Management, Huazhong University of Science and Technology, Wuhan 430074, China

Abstract ; The rising unemployment rate and firm profits declining accompanied by labor cost rising are the major problems facing
China’s current economic restructuring and structural adjustment , yet offering a new perspective for the study of earnings manage-
ment behavior. The investigation of labor costs rising effects on firm earnings management behavior and the underlying mechanism
in the background of government’s unemployment governance can expand the research literature on economic consequences of la-
bor costs rising and provide the empirical evidence for the emerging market countries on the new motivations and features of eam-
ings management.

Based on 2003 - 2013 panel data of listed firms in China, and using firm-level employee average wage as a proxy for labor cost
and using Modified Jones model to calculate earnings management level, this study constructs ordinary least square model and
panel-data fixed effect model. We uses instrumental variable estimations to investigate the effects of labor cost rising on firms’
earnings management. Moreover, this study introduces a series of robust tests to ensure conclusions validity and reliability. In or-
der to describe the complete logical framework of the interaction between the government’s unemployment governance and firm fi-
naneial policy selection in the background of rising labor costs, we explore the mechanism of causality systematically.

The results in this paper indicate that firms with labor cost rising become more likely to manipulate earnings negatively to hide
profits. The effect is more prominent in State Owned enterprises, the enterprises in high unemployment-rate regions and labor-in-
tensive enterprises. Further research finds that, under the background of the government undertaking the responsibility of unem-
ployment governance and through negative earnings management, firms can get more government employment subsidies, tax in-
centives or reduce the employment burden transferred from the government. To a certain extent, negative earnings management
will weaken the policy effect of government’s unemployment governance.

Our conclusions are meaningful to the reform of the government% unemployment governance patterns, the standardization of firm
earnings management behavior, the improvement the government subsidy policies, and the improvement of the efficiency of public
resources allocation. Given the conelusions in this paper, we propose that the government should reform the administrative inter-
vention oriented unemployment governance model, change the direction of government employment subsidies and the means of
funds distribution, optimize government subsidies and tax incentives policy. Moreover, market mechanism should play the basic
role in the public resources allocation, and then alleviate the distortion of local government behavior to the firm financial account-
ing policies.

Keywords: labor cost; earnings management ; unemployment governance ;employee average wage; government subsidies
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