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Abstract: This research aims to identify the factors that influence earnings quality in
manufacturing companies in Indonesia. The quality of earnings reported by companies is a
crucial factor for investors and stakeholders in making the right decisions. This study's
motivation comes from Indonesia's unique business environment, where political connections
can significantly influence corporate practices and financial reporting. The research method
used a quantitative approach through purposive sampling techniques on manufacturing
companies listed on the IDX from 2020 to 2023. The results of the study show that profitability
has a negative effect on earnings quality while accounting conservatism has a positive effect on
earnings quality. However, liquidity has no effect on earnings quality. The implications of this
study suggest that stakeholders should not solely rely on profitability as an indicator of earnings
quality, as it may not reflect true financial health. Instead, a focus on accounting conservatism
is recommended to enhance earnings quality. Furthermore, the moderating role of political
connections indicates a need for increased scrutiny of companies with political ties to ensure
transparent and reliable financial reporting. These insights can guide policymakers in
developing regulations that promote better financial practices and accountability in Indonesia's
capital market.

Keywords: political connections, conservatism, earnings quality, liquidity,
profitability.

1 Introduction

In a competitive business world, companies must manage their finances effectively,
particularly in generating and maintaining profit quality, which serves as a key indicator
of strength for stakeholders [1]. Earnings quality can be defined as the ability of
reported earnings to reflect the actual economic performance of the company, without
any manipulation or influence from aggressive accounting policies [2]. High earnings
quality indicates reliable and sustainable profits, boosting investor confidence [3].

Factors affecting earnings quality include both financial and non-financial aspects,
such as political connections. Profitability, or a company's ability to generate profits,
positively correlates with earnings quality, as profitable companies tend to have stable
cash flows [4]. Liquidity, which measures a company's ability to meet short-term
obligations, also enhances earnings quality through better cash flow management [5]

[6].
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Accounting conservatism promotes careful revenue recognition and quicker
expense recognition, improving earnings quality by reducing the risk of overstatement
[7]. Companies applying this principle report more reliable earnings [8]. In developing
countries like Indonesia, political connections significantly influence business
dynamics, acting as a moderating variable in the relationship between profitability,
liquidity, and accounting conservatism on earnings quality. While these connections
can enhance access to resources, they may also pressure companies to manipulate
financial statements [9].

Based on this background, this study aims to analyze how political connections
moderate the effect of profitability, liquidity, and accounting conservatism on earnings
quality in manufacturing companies listed on the IDX from 2020 to 2023, providing
insights into the interactions among financial factors, accounting practices, and political
aspects in corporate financial reporting in Indonesia.

2 Method

This quantitative study uses secondary data from the financial statements of
manufacturing companies from 2020 to 2023, obtained from the Indonesia Stock
Exchange website at https://www.idx.co.id. Data analysis was conducted using SPSS
version 22, with purposive sampling based on specific criteria. The research is
grounded in agency theory, which posits a conflict of interest between management
(agents) and shareholders (principals), as management may prioritize personal interests
over those of shareholders. In the context of profits, management may have incentives
to manipulate financial reports to show better performance than actually exists, in order
to meet targets or to obtain higher compensation incentives, [10] The data supporting
this discussion is summarized in the Table 1.

TABLE 1. Company Criteria

No Criteria Sum

1 Manufacturing companies listed between 2020 and 2023 on the IDX 72
Manufacturing companies that use foreign currency to disclose their

2 financial statements 0
3 Manufacturing companies that experienced losses during 2020-2023 (6)
4 Companies with extreme data (20)
5 Number of companies that meet the criteria 48
6 Total Sample (46 x 4 Years) 184

The dependent variable in this study is earnings quality. The formula for the earnings
quality is:

Earni lity = Operating Cash Flow 100%

arnings quality = Net Income x 0
Meanwhile, the independent variables in this study are profitability, liquidity,
accounting conservatism, and the moderating variable of political connections which

are measured using the formula :
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Profitability is measured using :
Profit After Tax

ROA =
Total Asset

Liquidity is measured using :
. ) Current Asset — Inventory
Quick Ratio =

Current Liability

Accounting Conservatism is measured using:
(NIO + DEP — CFO) x (—1)

CONACC =
TA

Political connections are measured using dummy variables:
KPi { i if the company has political connections
L =

0 if the cmpany does not have political connections

3 Analysis Design and Hypothesis Testing

The results of normality, multicollinearity, heteroscedasticity, and autocorrelation tests
indicate that the research data meets the classical assumptions in regression analysis.
Since all assumptions are met, the multiple linear regression model can be applied. The
regression model equation used in this study is as follows:

KL =« +B,PROF + B, LIQ + B;CONS + B,PROF « KP + BsLIQ + K
+ B,CONS «KP + €

Dimana :

KL = Earning Quality

x = Konstanta

PROF = Profitability

LIQ = Likuidity

CONS = Accounting Convervatism
KP = Political Connection

Bi-B2 = Regression Coefficient

€ = Error

4 Results and Discussion

4.1 Result

The research data consists of 265 samples obtained from 66 companies over a period
of 4 years. The initial data population contains extreme values (outliers) and does not
follow a normal distribution. Therefore, the final number of samples used in the
analysis was 182 after data cleaning. The data supporting this discussion is summarized
in the Table 2.
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TABLE 2. Results Test F

Model Sum of Squares Df Mean Square F Sig.
1 Regression 9,681 4 2,420 3,421 ,010

Residual 125,214 177 ,707

Total 134,895 181

(Source: SPSS 22 data processing results, 2024)

The results of the regression analysis show that the developed model is overall
significant (F = 3.421; p < 0.01), indicating that the independent variables, namely
political connections, accounting conservatism, liquidity, and profitability, are able to
jointly influence earnings quality. The data supporting this discussion is summarized in
the Table 3.

TABLE 3. Results Test t

Model B t Sig.
I (Constant) 1,182 4,280 000
Profitability -,321 -2,170 ,031
Liquidty ,223 1,069 ,287
Accounting Conservatism ,254 2,199 ,029

(Source: SPSS 22 data processing results, 2024)

The test results indicate that profitability has an unstandardized beta value of -0.321
and a significance value of 0.031, suggesting a negative effect on earnings quality, thus
not supporting H1. This implies that as profitability increases, earnings quality tends to
decrease. The liquidity variable shows a significance value of 0.287, greater than 0.05,
indicating it does not significantly affect earnings quality, so H2 is not supported.
Conversely, accounting conservatism has a significance value of 0.029, supporting H3,
as it positively affects earnings quality. Higher conservatism in financial statements
correlates with better earnings quality. Supporting data is summarized in Tables 4.

TABLE 4. Results Test Moderated Regression Analysis (MRA)

Unstandardized Standardized
Coefficients Coefficients
Model B Std. Error Beta t Sig.
1 (Constant) .675 228 2.960 .003
Profitability*Political 591 .300 446 1.971 .050
Connection
Liquidity*Political 522 430 154 1.212 227
Connection
Conservatism*Political 527 440 275 1.198 233
Connection

(Source: SPSS 22 data processing results, 2024)

Furthermore, Moderated Regression Analysis (MRA) was used to test the
moderating variable. The interaction between profitability and political connections
showed a significance value of 0.050, indicating that political connections moderate the
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effect of profitability on earnings quality, thus supporting H4. In contrast, the
interaction of liquidity and political connections had a significance value of 0.227,
suggesting that political connections do not moderate the relationship between liquidity
and earnings quality, so H5 is not supported. Similarly, the interaction of conservatism
and political connections yielded a significance value of 0.494, indicating that political
connections do not moderate the relationship between accounting conservatism and
earnings quality, thus H6 is also not supported.

4.2 Discussion

The test results show that profitability has a negative effect on earnings quality. This
finding indicates that companies that focus on increasing profitability may use more
aggressive accounting practices, such as earlier revenue recognition, which can result
in earnings reports that do not reflect actual economic conditions. This has the potential
to reduce earnings quality because managers may ignore conservative accounting
principles in an effort to show good performance. The results of this study are supported
by several studies [11][12] which state that profitability has a negative effect on
earnings quality.

The results of the hypothesis test show that liquidity does not have a significant
effect on earnings quality. Which indicates that the level of company liquidity, which
reflects the company's ability to meet its short-term obligations, does not have a direct
effect on the quality of the profits generated. This may be due to the fact that earnings
quality is more influenced by other factors, such as accounting policies applied and
earnings management practices than simply the availability of cash or liquid assets. The
results of this study are supported by previous studies [13] [14] which indicate that
liquidity had no effect on earnings quality.

The results of the analysis show that accounting conservatism has a positive effect
on earnings quality. This finding indicates that the higher the level of conservatism in
preparing financial statements, the better the quality of earnings generated. Accounting
conservatism, which requires companies to be more careful in recognizing revenue and
measuring assets, can help prevent overstatement of earnings and provide a more
realistic picture of the company's financial performance. By implementing the principle
of conservatism, companies can protect investors from misleading information and
ensure that reported earnings reflect more accurate conditions. This finding is supported
by previous research [15] [16] state that accounting conservatism has a positive effect
on earnings quality.

The tests show that political connections can enhance the impact of profitability on
earnings quality. This aligns with agency theory, which suggests that external factors
like political connections influence the relationship between owners and managers.
Strong political ties provide companies with better access to resources and decision-
making support, improving performance and earnings quality. The study found that
companies with high profitability and political connections tend to exhibit better
earnings quality, as high profitability indicates strong profit generation. Notably, no
prior research has examined the role of political connections in moderating the
influence of profitability on earnings quality. However, regarding the influence of
profitability on earnings quality, it is in line with related research [17] [18] which states
that profitability has a significant positive influence on earnings quality.
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The tests show that political connections do not moderate the relationship between
liquidity and earnings quality, indicating they do not significantly affect this
relationship. This aligns with agency theory, suggesting that while political connections
can influence managerial decisions, they do not enhance earnings quality in the context
of liquidity. The study found that high liquidity alone does not ensure good earnings
quality, even with political connections. Additionally, no prior research has examined
the role of political connections in moderating the effect of liquidity on earnings quality.
However, regarding the effect of liquidity on earnings quality, it is in line with [13] and
[14], which state that liquidity does not have a significant effect on earnings quality.

The results indicate that political connections do not moderate the relationship
between accounting conservatism and earnings quality, meaning they do not
significantly influence the impact of conservatism on earnings quality. While
accounting conservatism is generally seen as a practice that enhances earnings quality
through careful revenue recognition, political connections do not contribute to this
improvement in this context. Additionally, no prior studies have examined the role of
political connections in moderating the effect of liquidity on earnings quality. However,
regarding the effect of accounting conservatism on earnings quality, it is in line with
previous research [17] who states that accounting conservatism does not have a
significant effect on earnings quality. Meanwhile, the effect of political connections on
earnings quality is in line with Safitri & Titisari [18] who state that profitability has a
significant positive effect on earnings quality.

5 CONCLUSION

Earnings quality in Indonesian manufacturing companies is influenced by various
internal and external factors. The analysis reveals that profitability negatively affects
earnings quality, indicating that higher profits do not necessarily mean better
accounting quality. Liquidity does not significantly impact earnings quality, suggesting
that it is not a direct determinant. In contrast, accounting conservatism positively affects
earnings quality by promoting earlier loss recognition and delayed profit recognition,
which helps reduce financial statement manipulation.

Political connections serve as a moderating factor, enhancing the relationship
between profitability and earnings quality, but do not influence the relationship
between liquidity or conservatism and earnings quality. This study highlights the
significant role of political connections in shaping accounting practices in Indonesia,
offering insights into the impact of non-financial factors on earnings quality, which is
valuable for stakeholders in decision-making and policy formulation.

6 Recommendation

Given that profitability negatively affects earnings quality while accounting
conservatism positively influences it, further research is recommended to explore the
interaction of internal and external factors affecting earnings quality across various
Indonesian industries. This should include an analysis of political connections as a
moderating factor and the impact of local culture and business ethics on accounting
practices. Longitudinal studies tracking changes in earnings quality over time and
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comparisons with similar countries could provide deeper insights. Such research aims
to enhance understanding of business dynamics and accounting practices in developing
countries.
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