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Equity Pledging of Major Shareholders. External Audit

Supervision and Real Earnings Management
ZHANG Yongmei, LIU Xue, ZHAO Tong
(College of Economics and Management , Shandong University of Science and Technology, Qingdao, Shandong 266590, China)
Abstract: In view of frequent occurrence of equity pledging forced liquidation events, this paper empirically tests the impact of
equity pledging on real earnings management based on the data of A-share listed companies in Shenzhen and Shanghai stock
exchanges from 2014 to 2019, and reveals the regulatory mechanism of external audit supervision on the impact. The results show
that: The pledging of major shareholders significantly improves the degree of real earnings management, and the higher the
proportion of pledging, the higher the degree of real earnings management; meanwhile, external audit supervision can significantly
restrain real earnings management of the enterprises that pledge the equity. Further research finds that the enterprises that pledge
the equity conduct real earnings management through sales manipulation, production manipulation and cost manipulation while
external audit supervision mainly restrains real earnings management through restraining production manipulation and cost
manipulation. The above results still remain valid after the robustness tests when the real earnings management lags behind a
period, or the control variables increase, or the alternative external audit supervision is used. In the future management, strict
audit should be conducted before financing, and close attention should be paid to the business activities and investment behaviors of
the enterprises after financing. Additionally, it is advisable to keep a close watch on the enterprises with high proportion of equity
pledging, to improve the auditors’ professional knowledge and capacity, and to better identify and restrain the enterprises from
managing real earnings through sales manipulation, in order to further reduce the degree of real earnings management of the
enterprises.

Key words: equity pledging; real earnings management; external audit supervision
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