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Abstract—The objective of this empirical study is to analyse
the influence of dividend policy, company growth, and income
smoothing to earnings informativeness on manufacturing
companies listed on Indonesia Stock Exchange in 2016 — 2018.
Earnings informativeness represents market reaction of price
change to company’s unexpected earnings which is proxied by
earnings response coefficient. This study also uses corporate
governance measured by the ASEAN Corporate Governance
Scorecard as moderating variable. The samples used in this
research were 129 originating observations from 47
manufacturing companies listed on the Indonesia Stock
Exchange during period of 2016 to 2018. The results show that
income smoothing has a positive influence to earnings response
coefficient while dividend policy, and company growth do not
have positive influences to earnings response coefficient. CG
strengthens the influence of income smoothing to earnings
response coefficient. However, CG does not moderate the
influence of dividend policy and company growth to earnings
response coefficient.

Keywords—corporate governance, dividend policy, earnings
informativeness, company growth, income smoothing

I. INTRODUCTION

The Indonesian capital market has experienced rapid
development and progress. This has had a positive impact, one
of which is the increasingly active role of the community. The
fact can be proven from year to year the number of issuers
continues to grow and increase. The increase in the number of
issuers has a positive impact on the number of transaction
volumes that continue to increase, as well as the value of
trading shares on the Indonesia Stock Exchange. The
Composite Stock Price Index from 2012 to 2018 experienced a
significant increase especially in the period of 2017 [1], a
significant increase in the combined share price over the last
few periods, then this will have an impact on the market return
value represented by the Composite Stock Price Index, which
is the market return then it will be used to see the abnormal
return value.

Earnings response coefficient (ERC) is used to measure the
extent of abnormal securities market returns in response to
unexpected indicators of earnings reported by securities issuing
companies [2]. A low earnings response coefficient indicates
that the announced earnings are not too informative for an
investor to make an investment decision. Earnings response
coefficient is important and useful for conducting fundamental
analysis in calculating the actual value of company shares
using financial statement data that has been presented by the
company [3]. This is used as a basis for investor evaluations to
determine market reactions to earnings information on the
company's stock price.

In determining market response using ERC, there are
several stages: first, by calculating cumulative abnormal
returns, secondly by calculating unexpected earnings and the
last stage by revising the results of the calculation of
cumulative abnormal returns and unexpected earnings. ERC
was proxied using CAR (Cumulative Abnormal Return) which
was regressed with the EU (Unexpected Earnings) which
represented the company's accounting earnings [4].

Company growth is a condition in which the condition of
the company that continues to grow from one period to the
next, where the source of growth is obtained from investor
capital or internal funding sources, namely free cash flow.
Investors will respond more to companies that are experiencing
growth, so companies that have the opportunity to grow larger
will have a higher earnings response coefficient. This condition
shows that the greater a company has the opportunity to grow,
the higher the company to earn profits in the future [5].

Investors use information on corporate earnings to make
investment decisions [6]. Research indicates that there is an
inherent relationship between the level of corporate earnings
with the value of company shares, so it can be said that an
increase in corporate income will reflect the level of increase in
stock prices and vice versa. The magnitude of the relationship
and influence between accounting earnings and responses from
investors is shown using earnings response coefficient. This
study is a modification research of Adonis [7] by changing and
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adding independent variables: Dividend policy and company
growth [8]. This happens because it is suspected that investors
are more likely to have companies that have dividends and
company growth. As well as the difference in this study with
previous studies by adding control variables with company size
[9] and capital structure [10].

Il. LITERATURE REVIEW

Signalling theory basically explains the importance of
information presented by companies to decisions in
investments that come from externally. Information released by
the company is a description of the description or notes from
the past, present or future of the condition of a company [11].
Another grand theory is agency theory [12]. Agency theory
deals with contractual relationships between company
members. Agency theory is the agency relationship arising
from a contract between the owner (principal) and the manager
(agent) in providing services and then delegating decision-
making authority.

An efficient capital market always reflects all new and also
relevant information, while new information cannot be
predicted early [11]. Thus, the process of changing the price of
securities on the exchange becomes random and cannot be
predicted in advance. There are three forms of efficient markets
which are often known as efficient market hypothesis [13]. The
three forms of efficient markets are the weak market hypothesis
in the form of a weak (weak form of the efficient hypothesis),
the efficient market hypothesis in the form of half strong (semi-
strong form of the efficient market hypothesis), and the last is
the efficient market hypothesis in the strong form (strong form
of the efficient market hypothesis).

A. Effect of Income Smoothing on Earnings Response
Coefficient

Income smoothing which is part of earnings management
actions in which a management condition intervenes in the
process of preparing financial statements. Management of
companies that do income smoothing actions indirectly
responded positively by the market. The higher the level of
income smoothing, the higher the market reaction will be
proxied by cumulative abnormal return. Market reaction to
companies that do income smoothing is different from
companies which does not do income smoothing [14,15].

H1: Income smoothing has a positive effect on earnings
response

B. Effect of Company Growth on Earnings Response
Coefficient

Investors have expectations and motivation in investments
made not only to produce long-term earnings but also have the
motivation to obtain capital gains. In accordance with agency
theory that in general an agent can be said to be a company
controller, of course, having a lot of information about the
current condition of the company. Therefore, agents who gain
the trust of the principal should be able to carry out their duties
and functions well and are directed and there are no deviations
related to the company's objectives. With a system that runs
well, it is hoped that it will produce a good company growth
rate. Factors regarding the growth opportunities of a company
are generally considered by investors who have a long-term
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perspective in order to produce yields from the investments
they do [16,17].

H2: Company growth has a positive effect on earnings
response coefficient

C. Effect of Dividend Policy on Earnings Response
Coefficient

Naturally, investors inclined to like higher dividend when
the company has a high operating profits. Because if the
company generates high profits means the company has the
ability to pay large amounts of dividends which indicate that
the company has good financial flexibility. Then one indicator
of investors in measuring and being considered to determine
investment decisions is dividend policy [8]. Dividend is a good
signal for investors [18] that can be reflected in stock price.

H3: Dividend policy has a positive effect on earnings
response coefficient

D. Moderating Effect of Corporate Governance on the
Relation Between Income Smoothing and Earnings
Response Coefficient

Market response to companies that do income smoothing
practices is different from companies that do not do levelling
actions [14]. This will indicate investors to present that the
company has relatively stable earnings. On the other hand,
indicators related to corporate governance assessment are
expected to be able to strengthen the effect of income
smoothing on earnings response coefficient [19,20].

H4: Corporate governance strengthens the influence of
income smoothing on Earnings Response Coefficient

E. Moderating Effect of Corporate Governance on the
Relation Between Company Growth and Earnings
Response Coefficient

A fundamental problem is when investors have difficulty
interpreting the incompleteness of information about the
company's growth so that investors do not respond to the
company's growth rate. When investors cannot interpret the
information announced and the incompleteness related to
information about the company's growth rate, the investor does
not respond to the company's growth rate, meaning that the
company's growth does not affect the value of ERC [8].

H5: Corporate governance strengthens the influence of
corporate growth on ERC

F. The Effect of Dividend Policy on Earnings Response
Coefficient is Strengthened by Corporate Governance

A management decision whether earnings generated from
its business will be distributed to shareholders as a form of
dividend distribution or earnings generated will be retained as a
form of retained earnings. In accordance with the bird in-the-
hand theory that dividend policy has a positive influence on
stock prices, because if the number of dividends distributed is
greater, then the value of the company directly will be higher
and vice versa. Because in general the dividend policy can
indirectly reduce doubts for shareholders over the company's
ability to make a profit. High corporate governance assessment
is expected to be able to strengthen the effect of dividend
policy on earnings response coefficient. Partially dividend
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policy has a positive effect on earnings response coefficient
[8,21].

H6: Corporate governance strengthens the effect of
dividend policy on earnings response coefficient

I1l. METHODS

A. Operational Definition and Measurement

1) Dividend policy: Dividend policy is a management
decision whether the company's earnings generated will be
distributed to shareholders as dividends or the earnings
obtained will be retained as a form of retained earnings for
financing in the company's investment in the future [22]. DPR
is a ratio that shows the ratio between the value of dividends
per share with the value of earnings per share [23].

2) Company growth: Company growth is an increase or
decrease in the total assets owned by the company. Company
growth is calculated as a percentage change in assets in a
particular year against the previous year [24]. The company's
growth is measured by the level of increase in the company's
net profit, which is the value of the company's net profit this
year minus the value of the company's net profit last year, then
divided by the value of the company's net profit last year.

3) Income smoothing: It is measured using a nominal
scale. If an entity that practices earnings smoothing is given a
value of 1, while an entity that does not practice earnings
smoothing is given a value of 0. Eckel Index is proxied by a
Coefficient Variation (CV) that uses sales variables (S) and
net income variables (I). A company is said to do income
smoothing practice if the coefficient of variation in sales
changes is greater than the coefficient of variation in earnings
changes and vice versa.

Income smoothing index= (CVAI/ CVAS)

4) Earnings Response Coefficient (ERC): The formula to
measure is: CAR;[t3t+31= Po + B1UEittsit

Corporate governance: Corporate governance consists of a
series of relationships between management, board of
commissioners, board of directors, shareholders and other
stakeholders [25]. Corporate governance is assessed using the
ACG (ASEAN Corporate Governance) Scorecard method [26]
that has been prepared by the ASEAN Capital Market Forum
by using the assessment calculation of theme D and theme E.
The list of ACGS disclosure check lists in this study uses a
scorecard table developed by the ASEAN Capital Market
Forum (ACMF) which began in 2011 consisting of 5 themes
divided into 185 items of disclosure and used to find out how
far the company discloses information about Corporate
Governance, the weight of each theme as follows: a) Rights of
Shareholders 10% (26 question items), Shareholder Approval
Approach 15% (17 question items), Role of Stakeholders 10%
(21 question items), Disclosure and Transparency 25% (42
question items), Board responsibility 40% (79 question items).

The reference only uses 121 items from the theme D
(Disclosure and Transactions) and the theme E (Board
Responsibility) is based on Gandasari's research because these
themes have the biggest weight of the existing theme, has a
weight above 50% which is considered as a representative of
all questions on ACGS. The disclosure of CG in the check list
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uses a score of 1 for the company that discloses and 0 if it does
not disclose. Then the score is summed to find out the total CG
disclosure of the company.

Based on these methods, the regression equation model
formed from the seven variables is:

CAR = ﬁo +181UE +ﬂ2UE*DPR + ﬁgUE*GROWTH + ﬂ4UE*|S
+ BUE*GCG + fUE*DPR*GCG +
PrUE*GROWTH*GCG + BsUE*IS*GCG +
BoUE*SIZE + f1oUE*DER + &

Where: CAR= Cumulative abnormal return (CARI, [i-3, ¢+ 3])
company i in year t approximately 3 days from the publication
of financial statements, UE= Unexpected earnings of entity i
for the period t (UEi)), DPR= Dividend Policy, GROWTH =
Company Growth, 1S= Income Smoothing, GCG= Corporate
Governance, SIZE= Company Size, DER= Capital Structure

Control variables of this study are company size [27] and
capital structure [28]. Measurement of company size (size) is
the total value of company assets while Capital Structure is
Debt to Equity Ratio (DER).

IV. RESULTS AND DISCUSSION

The object of this research is manufacturing companies
listed on the Indonesia Stock Exchange (BEI) in 2016 - 2018.
The total samples were 129 manufacturing companies. The
sample company was selected based on the following sample
selection criteria:

TABLE I. DESCRIPTIVE STATISTICS (SOURCE: DATA PROCESSED BY
SPSS 23)
N Minimum | Maximum Mean Std. Deviation

IS 129 | -167,90 15,02 0,5969 0,49243
GROWTH 129 | -0,93 24,63 0,4832 2,56941

DPR 129 | 0,00 20,41 0,8128 2,26562

UE 129 | -0,31 0,27 0,0029 0,06880

CG 129 | 0,31 0,80 0,5149 0,08713

SIZE 129 | 20,43 33,47 28,4795 | 2,17427
LEVRAGE 129 | 0,00 4,19 0,7136 0,66240

CAR 129 | -0,10 0,13 0,0036 0,03826

Valid N

(Listwise) 129

Based on the results of descriptive statistical tests, it can be
concluded that PT. Taisho Pharmaceutical Indonesia has the
highest CAR value in 2018, PT. HM Sampoerna has the
highest DPR value in 2017, PT. Indospring has the highest
GROWTH value in 2016, PT. Lionmesh Prima has the highest
IS in the study period, PT. Merck Indonesia has the highest EU
value in 2018, PT. Indocement Tunggal Prakarsa has the
largest CG value in 2016, PT. Astra International has the
highest SIZE value in 2018 and PT. Indal Aluminum Industry
had the highest LEVERAGE value in 2016.

TABLE II. T-TEST (SOURCE: DATA PROCESSED BY SPSS 23)
Variable Prediction Beta t-stat (l-tsaiigl.e d) Decision
Constant 8,973 | 0,026 | 0,490
UE + -0,080 | -0,439 | 0,330
UE*IS + 0,956 1,932 0,028 H: accepted
UE*GROWTH + -0,213 | -1,007 | 0,158 Ha rejected
UE*DPR + 0,501 1,031 0,152 Hs rejected
UE*CG + 0,228 0,267 0,395
UE*IS*CG + 1,838 | 1,990 | 0,024 Ha accepted
UE*GROWTH*CG | + 0,439 1,007 0,158 Hs rejected
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Table 2. Cont.
. - Sig. -
Variable Prediction Beta t-stat (1-tailed) Decision
UE*DPR*CG + -1,196 | -1,233 | 0,110 He rejected
UE*SIZE -0,001 | -0,042 | 0,483
UE*DER 0,035 0,393 0,347
Adjusted R? 0,038
F Test Sig. = 0,007

Dependent Variable: Cumulative Abnormal Return

V. DISCUSSION

The results showed that income smoothing had a positive
effect on earnings response coefficient, seen from the one tail
significant value of 0.028. Thus, Hs is accepted. This indicates
that the more frequent management of income smoothing
actions, the more stable the level of earnings, so as it provides
attractiveness to investors and also the value of earnings
response coefficient represented by the cumulative abnormal
return of the company.

This means that the existence of income smoothing
measures will reflect the value of earnings that do not fluctuate
significantly. This shows that investors will respond in detail to
the company's earnings information that is relatively stable.
The market reaction to companies that do income smoothing is
different from companies that do not do income smoothing
[14,29]. This result is contrary with [30-32].

Company growth does not affect the earnings response
coefficient which is proxied by CAR with one significant
value-tail 0,158. Thus, H- is rejected. Company growth can be
proxied by signalling in the form of good news or bad news
given by the company to investors. The signal is in the form of
company earnings information, because profits generated by
companies that have a high level of leverage will reduce the
response of investors in receiving signals in the form of good
news from the company, and vice versa if the company has a
low level of leverage it will increase investor responses in
receiving signals in the form of good news from the company.
Growth factor was not statistically significant to ERC [33], this
can happen because the motivation of investors in their
investments is not to get long-term profits but to get capital
gains.

Based on observations found that the dividend policy does
not affect the earnings response coefficient which is proxied by
CAR, seen from the one tail significant value of 0.152. Thus,
Hs is rejected. Dividend policy is basically a determination of
how much portion of the earnings s will be given to
shareholders and which will be retained as retained earnings. It
often happens that management has difficulty deciding whether
to distribute dividends or will hold earnings for investment.
The greater the retained earnings, the less the amount of profit
allocated for dividend payments. The allocation of determining
profits as retained earnings and dividend payments are the most
important aspects of dividend policy.

Dividend policy does not affect earnings response
coefficient because the application of conservative accounting
will produce fluctuating earnings and earnings prediction
power is low [34]. Earnings that have low predictive power are
less useful in predicting future earnings so the resulting ERC
will be low.

The results of the study which stated that dividend policy
does not affect the value of the company support the
irrelevance theory. The results of this study support research
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that found that there was no market reaction to the
announcement of changes in dividend payments. The results of
this study are consistent with dividend policy theory that
dividend payments can also be translated as a negative signal
which means that companies that increase dividend payments
can be considered as companies that are no longer prospective
in the future. Because dividends are basically the rest of the
funds distributed as investment needs have been fulfilled. High
dividends might indicate no prospective investments in the
future. So that the dividend announcement does not affect the
market reaction which ultimately does not affect the earnings
response coefficient Besides that information about the
dividends distributed by the company also seems to be less
attention so that the company's ERC is not significant

One aspect that is used by management when preparing
financial statements is the basis for business continuity, that the
company will continue to operate and will not be liquidated.
There is a positive influence between income smoothing
actions with investor reactions that are assessed with earnings
response coefficient. Hypothesis testing conducted in this study
shows that corporate governance assessed by ACG strengthens
the influence of the relationship between income smoothing
and earnings response coefficient, with one significant value-
tail 0,024. Thus, Ha is accepted.

The results of this study are in line with previous research
[14], where the market reaction to companies proxied by ERC
that do income smoothing is different from companies that do
not do income smoothing. Because the income smoothing
action will reflect that company earnings does not fluctuate
significantly. This shows that investors will respond in detail to
the company's earnings information to earnings information
that is relatively stable. Moreover, for companies that have
implemented good governance may have more value in the
eyes of investors as indicated by their positive reaction.
Corporate governance (CG) is one of the ways companies
increase investor confidence in company performance. So that
investors will increase their desire in investing in companies.

The results of this study indicate that corporate governance
assessed by ACG is not able to moderate the relationship
between company growth and earnings response coefficient
seen from the one tail significant value of 0.158. Thus, Hs is
rejected. This can be caused by the lack of awareness and
initiative of manufacturing companies listed on the Indonesia
Stock Exchange implemented CG well. So that CG has not
been able to support the growth of companies that are valued
by the level of corporate profits in influencing investor
reactions assessed by earnings response coefficient.

The results of this study are in line with previous research
[16], where company growth has no effect on earnings
response coefficient. Due to the possibility there are other
factors that influence including the persistence of earnings,
risk, conservatism and others. The higher the ACG value of a
company indicates that the company can be trusted by investors
because it implements good corporate governance.

Unfortunately, the results of this study indicate that
corporate governance assessed by ACG may not be able to
moderate the relationship between dividend policy and
earnings response coefficient seen from the one tail significant
value of 0.110 [35]. Thus, He is rejected. This is due to the lack
of awareness and initiative of manufacturing companies listed
or listed on the Indonesia Stock Exchange in regards to the
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application of CG as it seems that CG is still limited to fulfil
the requirement by the regulator. So that CG is not able to
support the dividend policy which is assessed by using the ratio
of the dividend pay-out ratio in influencing the reaction of
investors who are assessed using the earnings response
coefficient [7]. The results of this study are in line with
previous research conducted [8], where the results of the study
state that partially dividend policy has a positive effect on
earnings response coefficient [21].

VI. CONCLUSIONS

This study concludes that dividend policy and company
growth do not affect earnings response coefficient, while
Income smoothing has a positive effect on earnings response
coefficient. Corporate governance may strengthen the effect of
income smoothing on earnings response coefficient but it is not
able to moderate the effect of dividend policy and company's
growth on earnings response coefficient. Therefore, company
should realize that investors do care about the company’s
earnings as they do not like the fluctuation of income. Thus, an
effective way for the company in accordance with the
expectations of its investors is income smoothing.
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