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ABSTRACT

The aim of this research was to test the factors that may affect earnings management such as auditor size,
industrial-specialized auditors, financial performance, corporate diversification, audit tenure, board of director
size, and managerial ownership. The object used in this research was the observed data of non-financial
companies listed in the Indonesia Stock Exchange (IDX) during 2017 — 2019. There were 297 samples that had
been used as the data of this research, which fulfilled the research criteria. In this research, earnings management
was measured using the modified model of Jones. Data samples were selected by purposive-sampling method
and multiple-regression analysis was used to analyze the data. The results of this research show that auditor
size, industrial-specialized auditors, and corporate diversification have effects on earnings management.
Meanwhile the variables of financial performance, audit tenure, board of director size, and managerial
ownership do not have any effect on earnings management.
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1. INTRODUCTION

As time goes by, there are more and more companies that
have been founded and grown in Indonesia. When running
their business or in order to smoothen their operational
activities, the companies need a big sum of start-up capital,
which can be obtained from various sources such as taking
loans or by issuing stocks. Every company that would like
to issue any stock must have been listed in the Indonesia
Stock Exchange (IDX) and their corporate financial reports
must be evaluated by an External Auditor in order to assess
whether the company is going concern or not. It can help
third parties to make a decision, whether they will invest
their money on the company or not. Therefore, a financial
report made by a company must comply with the standard
that has been determined, i.e., the Indonesian Financial
Accounting Standards (IFAS).

Financial report is an essential point in the process of
decision making by third parties in investment. Every
company indeed would like their corporate financial report
includes a good result so that the third parties are willing to
provide investment. Companies that have undesirable
financial report, will have harder time to get investment
from the third parties, in which, it will encourage them to
perform an act that can facilitate their needs, e.g., by
performing earnings management.

To investors, an important indicator that shows corporate
performance is earnings. When a company has an excellent

performance, investors will do their capital investment.
With such dependency by the investors on information
about earnings in the corporate financial report, managers
are tempted to perform earnings management for their own
personal gain [1].

For example, referring to PT. Waskita Karya, Tbk. which
was classified as a sick company, the phenomenon of
earnings management occurred in this company. PT.
Waskita Karya, Thk. was then allegedly planning to build a
toll road over the sea in Kalimantan. Under the leadership
of Director M. Choliq, a good restructuring was carried-out.
This improved the condition of the company, when it was
still under the supervision of PT. Perusahaan Pengelola
Asset (PPA). At the end of 2009, there was a case of
manipulation of financial statements of PT. Waskita Karya,
Tbk. This company, which should have been at a loss, was
reported to have made a profit. This was then followed by
the disabling of the company’s Directors by the Ministry of
State-Owned Enterprise (SOE) as the shareholder.
However, at that time the Ministry of SOE admitted that the
person was only manipulating financial statements
administratively and not for personal gain. The financial
fraud was known since August 2009 and this caused a
capital deficit of Rp. 457 billion. This then made the
government decided to restructure PT. Waskita Karya, Tbk,
while disbursing of Rp. 400 billion from PT. Perusahaan
Pengelola Asset (PPA) [2].
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This research is a replication of another research conducted
by Ahmad et al. (2016).[3] with further development on the
following aspects: (1) Adding 5 (five) independent
variables, which are Financial Performance [4], Corporate
Diversification [5], Audit Tenure [6], Boards Size of
Director [7] and Managerial Ownership [8]; (2) Performing
renewal the research year into 2017-2019; and (3) Changing
the object of research into non-financial companies.

The objective of this research was to obtain empirical
evidence on the effects of auditor size, industrial-
specialized auditors, financial performance, corporate
diversification, audit tenure, board of director size, and
managerial ownership on earnings management. The
benefits of this research are: (1) Assisting the investors in
the process of decision making, whether they will invest
their capital to the company; Therefore, no party feels any
loss and also there is not only one side of the parties that
enjoys the benefits; (2) Providing an illustration or
reference for the upcoming researcher; and (3) Giving
reference to a company to provide a more transparent
financial report and it should comply with the applicable
financial accounting standard.

2. THEORETICAL FRAMEWORK AND
HYPOTHESIS DEVELOPMENT

2.1. The Agency Theory

Information asymmetry is a condition in which there is
unbalanced obtained information between the management
party and shareholder. Therefore, in such condition, a third
party is required functioning as a mediator between the
manager and shareholder, who has a role to control or as a
mediator who supervise the performance of agent or
management so that it is consistent with principal’s
expectation and desire. Earnings management may occur in
a financial report, which is constructed using accrual basis;
a manager will perform earnings management by
manipulating the accruals in order to achieve the desired
level of earnings [9].

Manager has full control to manage and operate the company
complying with his / her own personal interest. The work of
manager is not only to represent welfare and interest of the
shareholders, but also to maximize the welfare for him /
herself [2]. The owner or principal cannot ensure how the
manager has contributed to the actual corporate results as the
owner does not have sufficient information about the
manager’s performance [10].

2.2. Earnings Management

Earnings management generally is an effort made by
corporate manager to intervene or affect the information in
financial report with an objective of deceiving stakeholders
who want to know the actual performance and condition of
the company [11]. Earnings management can be encouraged
by the tendency of the manager to prioritize his / her own
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personal interest [12]. When developing a financial report,
personal consideration from the manager can be used.
Therefore, earnings management can be carried-out by a
manager in financial report [13]. Earnings management can
be a relatively serious problem as managerial manipulation
can impair economical, ethical, and moral arrangements
[14]. According to the political-cost hypothesis, earnings
management occurs due to government regulation such as
the regulation on tax determination [9].

Earnings management is an action, which is deliberately
carried-out by corporate management in the process of
determining earnings for his / her own personal interest [15].
Moreover, another research has suggested that in order to
maximize personal gain or corporate value, corporate
management use the consideration to select accounting
policy for corporate financial report within the scope of
principles of accounting and it is generally applied, which is
known as earnings management [16]. Earnings reliability,
which exists in a financial statement, will be reduced due to
the presence of earnings managements. In addition,
information of the reported earnings becomes biased [17].

2.3. Auditor Size

In determining the fairness of a company’s financial
statement, it would be better if an external auditor evaluates
the financial report with improvement [18]. Public
Accounting Firm, The Big Four, tends to have auditors with
more experience who have capacity in limiting the size of
earnings management of a company [19]. A corporate
financial report, which is audited by the Big Four (Klynveld
Peat Marwick Goerdeler, Emnst & Young, Deloitte,
PricewaterhouseCoopers) can let the management reduce
their actions on earnings management [4].

Hi: Auditor size affects earnings management.

2.4. Industrial-Specialized Auditors

Industrial-specialized auditors have made great investment
in  technology, physical facilities, personnel and
organizational control system, which enable them to detect
any deviations and representation error on financial report
more easily [20]. The errors of client’s data can be more
easily detected by auditors who have been specialized in the
industry than those who do not have any focus on a particular
industry [9]. Compared to the auditors who do not have any
specialization in a particular industry, the specialized
auditors apparently have greater understanding about the
specialization of the company industries [21].

Hz:  Industrial-specialized  auditors affect earnings
management.

2.5. Financial Performance

Financial performance of a company is a description about
financial condition and situation of the company, which is
analyzed using financial-analyzing tool in accordance with
the rules. Therefore, it can show good or bad financial
condition of a company within a certain period of time. The
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responsibility of management to the owner may present in
the form of financial performance [22]. Financial
performance can be demonstrated through financial ratio
analysis of a company [23]. In order to observe whether a
company has been operating well and appropriately in
accordance to financial-implementation regulations, an
evaluation can be performed by analyzing financial
performance [24]. The higher the capacity of a company in
gaining profit is, the more efficient the company will be in
using their asset, and it can encourage the manager to
increase corporate earnings by performing earnings
management in order to achieve greater bonus [21].

Has: Financial performance affects earnings management.

2.6. Corporate Diversification

Companies with corporate industrial and geographical
diversification have greater probability of having earnings
management compared to those that operate only in a single
segment of business [25] [26]. The implementation of
diversification will result in a more complicated
organizational structure in a company as well as lower level
of transparency, more complicated information to the
investors, and higher level of financial analysis [27].
However, with the presence of corporate diversification,
there are also unfavorable aspects that can be detrimental for
the company, i.e., the unprofitable business segment in a
company can cause greater loss, when it is compared to a
company focusing only in a single segment of business [28].
Ha4: Corporate diversification affects earnings management.

2.7. Audit Tenure

The length of auditor-client relationship (audit tenure) has a
potency of creating closeness between them. Hence, it can
reduce the auditor’s independency and lower audit-quality
[29]. The practice of earnings management in a company
may increase due to long audit tenure between the company
and Public Accounting Firm [30]. The long audit tenure may
create a threat to auditor’s independency as personal
attachment and closeness among specific parties may lower
the auditor’s vigilance and even affect professional attitude
to the top manager of the company [31].

Hs: Audit tenure affects earnings management.

2.8. Board of Director Size

The number of members in Board of Directors affects
earnings management and it is assumed as the middle-point
in providing effective supervision on financial report system
of the company to stakeholders [12] [32]. Board of Directors
includes people who determine important policy in a
company. It has a duty to establish and manage governance
that can be used by the company [15]. In Laws and
Regulation and Article of Association, the term Board of
Directors is unfamiliar, because the familiar term is director
[33].

He: Board of Director size affects earnings management.

2.9. Managerial Ownership

Managerial ownership may increase the quality of financial
reporting process of a company, as when a manager has an
ownership on the company’s shares, they will act like the
shareholders in general and they will ensure that the financial
report has been presented properly and demonstrate actual
situation of the company [34]. A Manager who owns the
company shares will be motivated to perform proper
earnings management to level up the quality of its shares.
Therefore, maximum benefits for the manager and
shareholders can be achieved as much as possible [8]. The
performance of a manager can be increased by the transfer
of ownership from shareholders to managerial staff [35].
Incentive may cause increasing opportunistic behavior of the
manager, when there is a low managerial ownership [36].
Share ownership by the management is called managerial
ownership. High level of share ownership by the
management will encourage them to increase the company
performance in order to obtain earnings, not by conducting
earnings management, as they also expect actual earnings on
the company performance [37].

Hy: Managerial ownership affects earnings management.

This research model is described in Figure 1 as follow:

Auditor Size

Industrial Specialized

Auditors
Financial
Performance
Earnings
Corporate Management

Diversification

Audit Tenure

Board Size of
Directors

Managerial
Ownership

Figure 1 Research Model

3. RESEARCH METHOD

The form of study used was causality, in which this research
was used to explain the cause-effect relationship which
occurs in a problem model [38]. The object of research that
would become the samples was non-financial companies
listed in the Indonesia Stock Exchange (IDX) within the
period of 2017 - 2019. In this research, the method used for
collecting data was purposive-sampling method.
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3.1. Operational Definition and Variable
Measurement

The dependent variable used in this research is earnings
management, with a proxy of discretionary accrual [3]. This
research also used cash-flow approach to calculate the total
accrual [3]. The following is a formula to calculate total
accrual (TA):

TAt = IBEIt — OCFt

Total accrual was formulated by Jones, which was modified
by Dechow, as follow [19]:

TA; B ( 1 )+B (AREVh) “p (PPEit)Jr
=Bi|— e
A T \Ag N A \ Ay

Meanwhile, Discretionary Accruals in this research is
measured with ratio-scale using the cross-sectional
variation of modified Jones model [3], which is as follow:

TAx 1 AREV;-AREC PPE;
a5 )+, () g, (2
el Ay {ﬁl Aije 1 |32 Ay B3 A/’

The values of 8, B,, and B, parameters were estimated
through Ordinary Least Square (OLS) method and Non-
Discretionary Accruals as follows:

MDA b (i) 8 (5507 (50

A
Whereas:
DA = Discretionary Accruals
TA = Total accrual of a company in year t
Aii1 = Total asset of a company in year t-1
B = Beta

AREV; = Changes on net revenue of a company in year t
AREC; = Changes on account receivable of a company in

year t

PPEir = Gross property, plant, and equipment of a
company in year t

IBEIl; = Income before extraordinary items in year t

OCF: = Net operating cash flow in year t

The measurements of variables are summarized in Table 1
below.

Table 1 Variables Measurements

Variable Description Scale
Earnings Management (DA) Using Jones model modified by Dechow Ratio
Dummy variable, which number 1 for companies
Auditor Size (SIZE) Nominal

audited by the big 4 KAP and 0 otherwise
Industrial Specialized Auditors|Dummy variable, which number 1 for companies
'who own market share of > 20% and O

(SPEC) otherwise

Market share can be calculated by taking the Nominal
sales of specific companies, which is audited by
a particular KAP, and dividing it by the total
sales of all companies in a single industry

Financial Performance (ROA) |Return on Assets = profit after tax/total asset Ratio
Corporate Diversification N
(DIVER) Number of segments in each company Ratio

The number of years in a row a company has
been using a particular KAP to audit its financial Ratio
report

Audit Tenure (TENUR)

Board Size of Directors

(BOARD) ‘The number of board of directors members Ratio

‘The number of shares owned by management/all
Managerial Ownership (MO) Ratio
of the company's outstanding capital share
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4. RESULTS AND DISCUSSIONS

The studied objects utilized in this research are non-
financial company listed in the Indonesia Stock Exchange
(IDX) within the period of 2017 - 2019. Based on the 5
(five) criteria of sample selection in this research, there were
99 companies that fulfilled the research criteria. Thus, a
total data as listed in Table 2 coming from 297 data samples.

Table 2 Sample Selection Procedure

Sample Selection Criteria Number_of Number of
Companies Data
All non-financial companies listed in the
1. |Indonesian Stock Exchange of year 2016 438 1314
to 2019
Companies that presented financial
2 statement wh_ich were no_t ended per 31" 35 105
December within the period of 2016 to
2019
Companies that did not present their
3. [financial statement using rupiah currency 78 234
within the period of 2016 to 2019
Companies that did not have net income
4 within the period 2017 to 2019 125 875
5, Compan?es tr_lat_did not h_ave managerial 101 203
ownership within the period 2017 to 2019
Total Samples 99 297

Source: Data were obtained from IDX and financial report

Table 3 presents a summary of descriptive-statistic results of
earnings management and all independent variables. The
value of discretionary accruals ranged between -0.24746 and
0.37322, and also the mean value was 0.0000001. Based on
Table 3, on average, 39.0% of sample is audited by big 4
KAP and 21.0% of sample is audited by industrial-
specialized auditors.

Table 3 Descriptive-Statistic Results

Variabel N Min Max Mean S.td'.
Deviation

DA 297 |- 0.2474600| 0.3732200 0.0000001 0.0704436
SIZE 297 0 1 0.390 0.488
SPEC 297 0 1 0.210 0.405
ROA 297 0.0005258 0.4666000 0.0687350 0.0664710
DIVER 297 1 7 3.010 1.313
TENUR 297 1 18 7.330 4.448
BOARD | 297 2 14 5.480 2.037
MO 297 | 0.000000067 0.4674600 0.0652246 0.1057380

Source: Results of Data Processing

Table 4 Classical-Assumption Test Results

Multicollinearity Test Heteroscedasticity Test
Variable Tolerance VIF Sig.
SIZE 0.683 1.463 0.113
SPEC 0.819 1.221 0.910
ROA 0.929 1.077 0.048
DIVER 0.901 1.110 0.963
TENURE 0.819 1.221 0.985
BOARD 0.772 1.296 0.031
MO 0.868 1.152 0.261
Autocorrelation Test
Sig.
RES 2 0.496

Source: Results of Data Processing

90



ATLANTIS

PRESS

Table 4 shows that all independent variables have the
tolerance values greater than 0.1 and Variance Inflation
Factor (VIF) less than 10, which indicates that there is no
multicollinearity in all independent variables. These results
state that the data can be used in this research, because there
is no relationship among the independent variables.

The results of heteroscedasticity show that all independent
variables, that are auditor size, industrial-specialized
auditors, corporate diversification, audit tenure, and
managerial ownership have significance value > 0.05,
which means that there is no heteroscedasticity. Meanwhile,
the financial performance and board of director size have
significance value less than 0.05. This means that there is
heteroscedasticity.

The results of auto-correlation test by using Breusch-
Godfrey Test can be seen in Table 4 which shows the
significance value of 0.496 (greater than 0.05), which
means that there is no auto-correlation among the data used
in this research.

Table 5 Correlation Coefficient Analysis, Adjusted R?, and
F-Test Results

Correlation Coefficient Analysis
Model R
1 0.296
Adjusted R?
Model Adjusted R?
1 0.066
F-Test
Model F Sig.
Regression 3.966 0.000

Source: The Results of Data Processing

The correlation coefficient (R) is 0.296 as displayed in
Table 5. The R-value is between 0 and 0.5, which indicates
weak relationship between the dependent and independent
variables. The adjusted R? value of 0.066 means that the
variation of dependent variables can be explained by the
variation of independent variable as much as 6.6%, while
the remaining 93.4% of variation of the dependent variable
can be explained by other factors not included in this study.
Table 5 shows the F-test results with the significance value
of 0.000 (less than 0.05), which indicates that the model is
fit in this research.

Based on results of t-test in Table 6, a regression model
could be demonstrated as follow:

Earnings Management = -0.025 — 0.012 SIZE — 0.021 SPEC
+ 0.202 ROA + 0.011 DIVER - 0.001 TENURE - 0.001
BOARD —-0.019 MO + ¢

The results of t-test in the abovementioned Table 6 shows
that the variable of Auditor Size (SIZE) has a significance
value of 0.222, in which it is greater than or equal to 0.05. It
means that H; was not accepted, thus the auditor size does
not affect earnings management. The management performs
earnings management by establishing the accrual-based
financial statement. In order to achieve the desired revenue,
manager will manipulate the company’s accruals [9]. To
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auditors, it is difficult to reveal earnings management as
establishing financial statement using accrual basis does not
violate the accounting principles.

The variable of Industrial-Specialized Auditors (SPEC) has
a significance value of 0.048, which is smaller than 0.05. It
means that H, was accepted. So, the industrial-specialized
auditors affect the earnings management. Based on beta
value, which is -0.021, it reveals that the industrial-
specialized auditors have a negative effect on earnings
management. The auditors with industrial-specialization will
have greater investment on technology, facility, personnel,
and organization control system to detect any possible
deviation. Therefore, any error in the client’s data can be
more easily detected by auditors who have been specialized
in a particular industry [20]. Auditors, who have
specialization in a specific industry, have been facilitated
and equipped with better skills and technology and therefore,
it is easier for them to find possible errors that might develop
in the company’s data, and it will cause lesser possibility of
earnings management to occur.

Table 6 The Results of t-Test
Variable B Sig. Results
(Constant) | -0.025 | 0.131 -
SIZE -0.012 | 0.222 H; was not accepted
SPEC -0.021 | 0.048 H, was accepted
ROA 0.202 | 0.001 Hs was accepted
DIVER 0.011 | 0.000 H,4 was accepted
TENURE | -0.001 | 0.497 Hs was not accepted
BOARD -0.001 | 0.505 Hg was not accepted
MO -0.019 | 0.644 H- was not accepted

The variable of Financial Performance (ROA) has a
significance value of 0.001, which is smaller than 0.05. It
means that Hs; was accepted. So, financial performance
affects earnings management. Based on the beta value of
0.202, it shows that financial performance has a positive
effect on earnings management. Return on Asset indicates
corporate capacity in achieving revenue by utilizing the
company’s asset efficiently. High corporate capacity in
achieving revenue can encourage the company manager to
perform earnings management as he / she craves to increase
the company’s earnings in order to get greater bonus [21].
Moreover, high earnings generated by the company means
that the tax that must be paid will become greater. It can also
cause a manager to perform earnings management in order
to reduce the company’s earnings so that the paid-tax
becomes lesser.

The variable of Corporate Diversification (DIVER) has a
significance value of 0.000, which is smaller than 0.05. It
means that H,was accepted. Thus, Corporate Diversification
affects earnings management. Based on the beta value,
which is 0.011, it demonstrates that corporate diversification
has a positive effect on earnings management. Diversified
corporation by business point-of-view, can cause a relatively
great loss. It occurs since the other unsuccessful business
activities can cause greater loss to the company compared to
the one that only focuses on one single-segment of business
[28]. Therefore, the greater level of diversification of a
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company also causes the greater possibility of management
to perform earnings management, since the actual earning of
the company is not consistent with the expected earnings.
The variable of Audit Tenure (TENURE) has a significance
value of 0.497, which is greater than or equal to 0.05. It
means that audit tenure does not affect earnings
management. When the tenure is short, then the auditor may
not have better understanding of the company. Therefore,
the company may have possibility to perform earnings
management. When auditing is performed in a long tenure,
then the auditor’s independency will be reduced. Thus, the
company probably may perform earnings management [19].
The variable of Board of Director Size (BOARD) has a
significance value of 0.505, which is greater than or equal
to 0.05. It means that Hs was not accepted. Hence, Board of
Director Size does not affect earnings management. The
practice of earnings management still cannot be indicated
by smaller or greater number of board of directors in a
company [15].

The variable of Managerial Ownership (MO) has a
significance value of 0.644, which is greater than or equal
to 0.05. It means that H; was not accepted. By this way,
managerial ownership does not affect earnings
management. The proportion of shares owned by corporate
management cannot guarantee that the management will
work appropriately. Hence, the company will seem to
become better and the management will also get greater
profit than the owned shares, when it does not perform
earnings management [10].

5. CONCLUSION

5.1. Conclusions

Based on the analysis and discussion, which have been
performed among 99 companies acquiring 297 data samples
within the year 2017 to 2019, it can be concluded that
industrial-specialized auditors have a negative effect on
earnings management, while financial performance and
corporate diversification have positive effects on Earnings
Management. Meanwhile, auditor size, audit tenure, board
of director size and managerial ownership do not affect
earnings management.

5.2. Limitations

There are some limitations in the research, which are: (1)
The results of correlation coefficient test show that the
variation of dependent variables can only be explained by
the variation of independent variable as much as 6.6%, while
the remaining 93.4% can be explained by other factors out
of the scope of this study; (2) On two variables of this
research, which are financial performance and board of
directors, heteroscedasticity occurs; and (3) The data used in
this research is not normally-distributed.
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5.3. Recommendations

Some suggestions for further research can be provided,
which are as follows: (1) Adding other independent variables
that may have effects on earnings management such as board
of independence, institutional ownership, leverage, capital
structure, stock issuance, frequency of audit committee
meetings, and audit quality; (2) Overcoming
heteroscedasticity by conducting data transformation; and
(3) Adding data that become samples to deal with the
abnormal residual data.
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