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ABSTRACT 

 
This research objective is to examine empirically the influence of earnings 

management on earnings quality. The analysis units were 459 (153x3) 
manufacturing companies listed in the Jakarta Stock Exchange, started from the 
year 2002 up to 2004. Data used were archival ones. Sample selection was based on 
purposive sampling. Statistical method used to test the hypotheses was multiple 
regressions. 

The result of the research showed that: the influence of earnings 
management on earnings quality was 47.56%. It means that higher earnings 
management will be followed by higher earnings quality. Earnings management 
supports earnings responsive coefficient (ERC) that revealed on the fluctuation of 
market response as the symbol of market assurance towards financial statement 
especially on the earnings. The financial statement users assume that the reported 
earnings show managerial performance, through its responsive strength. The weak 
influence of earnings management on earnings quality means that the earnings 
management can not be detected by users, so that market will not give over 
response. It indicated that there is still chance for management to do the earnings 
management in the border of  Standar Akuntansi  Keuangan. Result of this study 
supported the results of Cho and Jung (1991), Subramanyam (1996), Pae (1999), 
Sankar (1999), Feltham and Pae (2000), Nelson et al. (2000), Scott (2000), Lobo 
and Zhou (2001), also Teixeira (2002). 
 
Keywords: Earnings Management, Earnings Quality, Earnings Response Coefficient 

(ERC), and CAR. 
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I. INTRODUCTION 

A. Background Of The Study  

In an ideal condition, capital market is a media to support the mechanism of 

fair stock transactions but in reality this condition is difficult to gain because of the 

interest conflict and because of intransparancy of company’s financial statement. 

Leuz and Winsock (2003) had done international comparative study on earnings 

management and investor protection with 31 countries (including Indonesia) as 

samples that covered 1990 up to 1999-study period. Objective of the study was, to 

give empirical evidence that there were differences of earnings management in 

various countries because of the difference in investor protection. Based on average 

score of earnings management, Indonesia was on the 15th level among 31 countries 

that means that Indonesia was in the middle level.  At the lowest level of earnings 

management was United States. If it is compared to other ASEAN countries that 

were chosen as samples: Malaysia, Philippines, and Thailand, it seems that Indonesia 

got the highest earnings management score. For legal enforcement score, Indonesia 

got point 2.9 as the lowest score, means that legal enforcement in Indonesia was very 

weak and this will give influence to the low investor protection level.  

Bagnoli and Watts (2000) told that an earnings management practice is done 

in many companies because other companies do so.  It means that, competitor’s 

performance was one factor that supports earnings management practice because 

investors and creditors will compare among companies to get one company with 

good (favorable) rating. 

Motivation of this research: 1) cases of earnings management found in many 

countries around the world. Indonesia is on level 15 among 31 countries and  level 1 

among ASEAN countries, 2) Boediono (2005) showed that the level of earnings 

management’ influence on earnings quality is 2.56% with positive pattern. It means 

higher earnings management level is followed by higher earnings quality, and 3) Pae 

(1999), and Feltham and  Pae (2000) found that earnings management has positive 

influence on earnings quality. It means that users think that the reported earnings 

will show management performance through its responsive strength. Difference 

from previous research by Boediono (2005) showed a big influence of earnings 

management on earnings quality but he had not examined how big market’s 

responsive strength. 
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B. Research Problem 

Financial statement is a main tool for management to give financial 

information about management’s responsibility (Schipper and Vincent 2003). This 

need to be done to fulfill external and internal parties needs who have low authority 

to get direct information. As told in Financial Accounting Standards Board (FASB) 

conceptual framework, the objective of financial statement is to give useful 

information for business interest. Financial statement is one facility that should be 

publicized as a tool of management’s responsibility report in managing owner’s 

resources.  Based on Standar Akuntansi Keuangan (SAK), financial statement 

consists of balance sheet, income statement, changes in owner’s equity and notes on 

financial statement. These reports are needed by investors, creditors, suppliers, labor 

organization, stock exchange and financial analysts as important information about 

company’s resources that will be used for decision-making. Also as the guidance for 

potential shareholders and investors to make their investment decision. 

One of the information in financial statement is an earnings. Earnings 

information as stated by Statement of Financial Accounting Concepts (SFAC) 

Number 2 is the main and very important element in financial statement because of 

its predictive value (FASB, 1980). PSAK Number 1 stated that earnings information 

is needed to value the potential of economic resources that maybe controlled in the 

future and production of cash flows, and to consider the company effectiveness in 

utilize added resources (IAI 2004). For shareholders and/or investors, an earnings 

means the increase of wealth that will be received through dividend payments. It is 

also used as a tool to measure management’s performance in a certain period, 

especially in estimating resource management and its future prospect. 

This phenomenon showed that financial scandal is a failure of financial 

statement in fulfilling users need. If  earnings, as a part of a financial statement, do 

not give the real fact about economic condition, the earnings quality will be 

hesitated because it causes wrong interpretation. If this information is used by 

investors to form company’s market value, then the result is not real. Earnings 

quality, in a narrow scope and financial statement quality, in a wider quality, are 

important for the users for contract objective and investment decision- making. 

(Shipper and Vincent 2003). 

For investors, earnings report brings information for analyzing emiten’s 

stock. In stock market, publicized financial statement is very important information 
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needed by the majority users or stock market players and relevant parties, to support 

decision-making. Among other information, usually an earnings is the central focus. 

(Beattie et al. 1994). 

Publicized earnings can bring various responses that show market reaction 

towards earnings information (Cho and Jung 1991).  Various reactions depend on 

earnings quality. It means, the reported earnings have response power. The strength 

reaction towards earnings information showed by a high ERC that indicated the 

good quality of the earnings.  

Earnings measurement process interacts management, board of directors, and 

shareholders. Their policy and decision will influent earnings quality. The power of 

response show earnings quality and it is measured using ERC. Earnings quality is 

estimated be influenced by earnings management. 

Boediono (2005) showed that the level of earnings management’ influence 

on earnings quality is 2.56% with positive pattern. It means higher earnings 

management level is followed by higher earnings quality. This result supported Pae 

(1999), and Feltham and  Pae (2000) that earnings management has positive 

influence on earnings quality. Earnings management support the earnings response 

coefficient (ERC) that showed from the fluctuation of market response as the 

indicator of market assurance level towards financial statement especially on 

earnings. Users think that the reported earnings will show management performance 

through its responsive strength. A weak influence of earnings management on 

earnings quality shows that the earnings management can not be detected by users, 

and market will not give extra reaction. This indicated that the chance to do earnings 

management could not be prevented as long as still in the borders stated by Standar 

Akuntansi Keuangan. 

Earnings management influence earnings quality weakly. It indicates that 

earnings management is responded by market weakly. The use of accrual basis in 

accounting still give a possibility of earnings management, which level depend on 

management’s motive or objective. Based on the background, research problem is 

stated as: is there any influence of earnings management on earnings quality? 

C. Research Objective 

An earnings is a result of one period company performance. Parawiyati and 

Baridwan (1998) stated that earnings and previous period cash flow give utility to 

estimate earnings and near future cash flow. Besides, an earnings is financial 
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information for its internal and external users. Internal parties like management, 

labors, and external parties like investors, creditors and government, can use 

earnings as a base of decision-making. 

Beattie et al. (1994) stated that investors are usually only focused on 

earnings information without give attention on the procedure. This can support 

managers to do an earnings management or earnings manipulation (Salno and 

Baridwan 1999). One form of earnings management is income smoothing that is 

done to get investors’ attention to do the investment. 

D. Research Contribution 

It is hoped that the result of this research will give contribution for: 1) 

financial statement users and management to understand about earnings 

management, 2) regulators (government/Bapepam) to support a conducive condition 

for stock market players, 3) developing financial accounting discussion on positive 

accounting theory and agency theory that influence earnings management and also 

the impact on reported earnings response level.  

 

II. LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT 

A. Literature Review  

1. Agency Theory 

Jensen and Meckling (1976) defined agency relationship as a contract where 

one or more principals hire someone (agent) to do some services for their interest by 

delegating some policies to decision making. Ownership and controlling separation 

will push managers to do something different to principal’s interest. In doing 

managerial jobs, management has individual objective that compete with principal’s 

objective in maximizing shareholders wealth. The separation of ownership and 

organization control is called agency conflict. 

Jensen and Meckling (1976) identified agency cost into three groups: 1) the 

monitoring expenditure by the principal as controlling cost that should be paid by 

principal, 2) the bonding cost as monitoring cost that should be paid by principal to 

agent, and 3) the residual cost as the cost of principal’s wealth decrease because of 

their different decision.  

Explanation of earnings management concept is based on agency theory 

approach which states that earnings management practice is influenced by interest 

conflict between principal (owner/shareholders) and agent (manager) that appear 
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when every party tries to gain or to defense their targeted wealth. Agency theory 

says that the differentiation between ownership and management in a company can 

cause agency problem: unparallel interest between principal (owner/shareholders) 

and agent (manager). Anthony and Govindarajan (1997) in Narsa et al. (2003) 

explained that agency theory shows the relationship between principal and agent, 

when principal hires agent to do jobs on behalf of principal’s interest, including 

giving authority delegation to make a decision. Principal has no sufficient 

information about agent’s performance. In opposite, agent has more information 

about capacity, work environment and company as a whole. This causes unbalanced 

information, which is called as information asymmetry. 

2. Earnings Management 

Earnings management is an interesting terminology for management and 

accounting experts, both for practitioners and academicians. Accounting researchers 

usually relates the terminology with the behavior of managers or financial statement 

preparers because there is an estimation that they do the earnings management in 

order to gain something. As the effect, earnings management can lower the 

credibility of financial statement if it is used to make a decision, because earnings 

management is a form of financial statement manipulation. 

Earnings management is a management action in order to increase their 

personal wealth or to increase the value of the firm. Earnings management as a 

phenomenon is influenced by various factors. 

Copeland dan Licastro (1968: 10) defined earnings management as, “some 

ability to increase or decrease reported net income at will ” It means that earnings 

management includes management’s effort to maximize or minimize earnings, 

including income smoothing. Earnings management seems difficult to be avoided 

because this phenomenon is only a result of accrual basis use in preparing a financial 

statement. Sugiri (1998) in Utari (2001) divided earnings management definition 

into two scopes. The first, in a narrow scope, earnings management is a manager 

behavior to “play” with discretionary accruals components in calculating the 

earnings. The second, in a wider scope, earnings management is a manager’s action 

to increase (decrease) current reported earnings of a unit under his responsibility, 

without any increase (decrease) in long term economic profitability of the unit. 

Management objectives through earnings management including: to gain 

bonus and other compensation, to influence stock market player’s decision, to avoid 
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debt payment lateness, and to avoid political cost. Healy and Wahlen (1998) stated 

that earnings management happens when managements use certain decision in the 

financial statement and make certain transaction to change financial statement as a 

basis of company performance that is done to drive wrong interpretation of owner or 

shareholders or to influence reported contractual result. Earnings management can 

happen because managers got the freedom to choose accounting method being used 

in recording and disclosing their private information. 

Earnings management happens if significant discretionary accrual happens. 

Setiawati (2002) said that accrual basis has been agreed as financial statement 

preparation basis because this basis is more rational and fair than cash basis. For 

example, under cash basis, fixed assets acquisition through cash payment of a 

hundred million rupiahs should be recorded as an expense in the related period, 

although the fixed asset will give utility for 10 years. If the income statement is 

prepared under cash basis, there is a big possibility that in that period, a company 

will get loss. In general, accrual basis is chosen in order to make financial statement 

more informative because it reveals the real condition of a company.  

Earnings management detection can be studied through its accrual use.  The 

number of accrual in income statement consists of non-discretionary accrual and 

discretionary accrual. Non-discretionary accruals are accrual component that is 

naturally happened following the change of a company activity.  While discretionary 

accrual is an accrual component that comes from earnings management done by 

manager. Discretionary accrual is caused by the availability of alternative methods 

permitted by Standar Akuntansi Keuangan, for example: FIFO and LIFO to calculate 

cost flow, straight line and service hour to calculate depreciation, and historical cost 

and lower cost or market to value inventory.  The choice of the method will cause 

different earnings if different method used.  

Earnings management as a phenomenon is influenced by various factors. 

Watts and Zimmerman (1986) divided earnings management into three types, e.g. a) 

Bonus plan hypothesis. Based on this hypothesis, managers of companies under 

certain bonus plan will use accounting method to increase current income, b) Debt to 

equity hypothesis.  This hypothesis explains that companies with a high debt to 

equity tend to use accounting method that will increase either income or earnings, 

and  c) Political cost hypothesis. This hypothesis stated that big companies that 

related with majority of society tend to decrease their published earnings. 
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Thomas and Zhang (2000: 347) did a comparative study about various 

accrual estimation to know which model have the highest accuracy. Some models 

being compared were models of DeAngelo (1986), Jones (1991), Dechow and Sloan 

(1991), Dechow and Sweeney (1995) and also Kang and Sivaramakhrisnan (1995). 

Because this research was mainly focused to the model’s ability in estimating 

accruals, it used each model’s determinant coefficient as a basis to rank. The result 

showed that Kang and Sivaramakhrisnan’s model (1995) was the best model to 

predict accruals, while at the next rank was Jones’s one. Thomas and Zhang (2000) 

also tested the accuracy level of pooled data. The result showed that the use of 

pooled data for each industry would give better prediction model accuracy. 

McNichols (2000) said that there are three approaches can be used for 

earnings management proxy, e.g.: (1) approach based on accrual aggregate model, 

for example: the model of Healy (1985), Jones and modified Jones, (2) approach 

based on accrual specific model for example: Beneish (1997) also Beaver and 

McNichols (1998), and (3) approach based on frequency distribution which focus is 

on earnings behavior that related to specific benchmark, when earnings management 

practice can be known from the number of companies who report their earnings 

above or below the benchmark, for example: Burgstahler and Dichev (1997) also 

Myers and Skinner (1999). Result of McNichols (2000)’s study suggested earnings 

management researchers to use accrual specific model and frequency distribution. 

Empirical result of Sloan (1996) and Xie et al. (2001) stated that market 

would not anticipate information connected to accrual. Dechow and Skinner (2000) 

explained the condition is caused by different point of view between academician 

and stock market practitioners. Academicians do earnings management research 

based on manager’s behavior to fulfill certain objective (as explained by positive 

accounting theory) while practitioners view earnings management in capital market 

incentives perspective.  

Academicians use a more complicated statistical model to identify earnings 

management practices, unlike practitioners. Practitioner’s limited ability was 

revealed by Dechow and Skinner (2000: 242): “SEC cannot ignore the possibility 

that certain investors rely completely on earnings numbers reported on the face of 

the income statement because their ability to process more sophisticated information 

is limited.” 
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3. Earnings Quality 

Financial statement is one information source used to value financial position 

and company performance. Belkoui (1993) stated that financial statement is a media 

to report managers’ responsibility on owner’s equity. 

One important parameter in financial statement that used to measure 

management performance is earnings. An earnings is usually used as a basis to make 

a decision in preparing business contract by related parties. 

Earnings also being used as one basis to give bonus to managers, and as a 

company performance valuation criterion. A company with high earnings seems to 

have a better performance than the one with a low one. 

 Managers utilize their chance to modify earnings in order to influence a 

decision. Healy (1985) proved that the need to maximize bonus could motivate 

managers to modify accrual numbers. Jones (1991) proved that some other managers 

try to influence government decision related to import protection. Some companies 

decrease their earnings in order to increase their chance in getting the protection.  

Based on SFAC No. 1, earnings information is a main attention to estimate 

performance or management responsibility. Tendency to give more attention on 

earnings, and based-on–earnings managers’ performance measurement, support 

various dysfunctional behavior, one of them is earnings management. 

B. Hypothesis Development  

Nelson et al. (2000) studied earnings management that was done by 

management in the United States and identified why auditors let it happened without 

any adjustment. Using data of 526 earnings management cases collected through 

survey on the big five public accounting firms, they concluded that: 1) 60% of the 

samples who had done earnings management faced increasing current period 

income, and the other 40% faced decreasing income, 2) earnings management done 

mostly related to company reserve, while the rank of cases based on happening 

frequency, were: revenue recognition, business combination, intangible assets, fixed 

assets, investment, leasing. 

Financial statement is a financial information communication media to 

outside parties. This statement is hoped to give information to investors and 

creditors to make decision that relate to their fund investment. In preparing financial 

statement, accrual basis is chosen because it is more rational and fair in disclosing 

real company financial condition, but in other side the use of this basis gives 
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flexibility to management in choosing accounting method as long as it does not 

make a dysfunctional decision different from Standar Akuntansi Keuangan. 

Accounting method that chosen by management for a certain objective at will, is 

known as earnings management. 

If management can not reach earnings target, management will utilize that 

flexibility to modify the published earnings. Management is motivated to show a 

good performance in producing value or maximal profit for company, so it tends to 

choose and use accounting method that will give a better earnings information. 

Asymmetry information gives possibility to management to do an earnings 

management. Richardson’s (1998) found a positive relationship between asymmetry 

information and earnings management.  Management can increase the value of the 

firm through additional information disclosure in financial statement but this 

addition will decrease asymmetry information so that their chance to do an earnings 

management is being smaller.  This supports Lobo and Zhou (2001) that stated that 

earnings management and financial statement disclosure level has negative 

relationship. A company doing earnings management will disclose smaller 

information in their financial statement to prevent its detection. But an opposite 

possibility, if earnings management is done to communicate information and to 

increase the value of the firm, the relationship should be positive.  

Standar Akuntansi Keuangan (SAK) gives a flexibility to choose accounting 

method. This flexibility can be utilized to produce different earnings and can give an 

impact on their earnings quality, especially for public companies that have to 

publish their financial information to market or society. From that information, the 

market reaction will be known and then will be revealed through its stock price.  

Earnings quality can be indicated as an ability of earnings information in 

giving response to market. In other words, the reported earnings have power of 

response. Strong market response on earnings that is showed from a high earnings 

response coefficient (ERC) shows that the earnings have a good quality. Scott 

(2000), Cho and Jung (1991) said that ERC measures how big the stock return will 

respond the published earnings. In other words, ERC is a reaction on publicized 

earnings that shows the earning quality. The fluctuation of ERC is based on 

responsive strength that is revealed from information (good/bad news) that is 

brought by earnings. ERC is a measure or proxy that is used to measure the quality 

of earnings. (Collins et al., 1984; Lee and Park, 2000; Kross and Schroeder, 1990). 
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Everyone has self-interested behavior that support managers to manipulate 

the published company performance for their own interest (Morris, 1987). Jensen 

and Meckling (1976) and also Watts and Zimmerman (1986) said that this action is 

known as earnings management as one form of agency problem that happens 

because of different interest between shareholders and management in maximizing 

their own utility. 

 In agency theory, management will choose a certain method to get earnings 

that will support their motivation. This will influence the quality of published 

earnings, because this amount does not reveal the real economic condition. 

This idea is supported by the research results of Subramanyam (1996), Pae 

(1999), Sankar (1999), Feltham and Pae (2000), and also Teixeira (2002). Their 

results give a conclusion that earnings management can influence the published 

earning quality. Indicator being used in measuring the earnings management is 

abnormal accruals under working capital accrual approach of Peasnell et al. (2001). 

Based on that research, this research model is in Figure 1 and the hypothesis is as 

follows: 

Ha= There is an influence of earnings management on earnings quality  

Insert Figure 1 Here 

 

III. RESEARCH METHODOLOGY 

A. Data Collection and Sampling 

Sample of this research was manufacturing firms listed on the Jakarta Stock 

Exchange. This research used pooled data for years 2002-2004. The analysis units 

were 459 (153x3) manufacturing companies (Enclosure 1). Choice of samples used 

purposive sampling method under some criteria: 1) still be operated until December 

2004, and routinely published its financial report, 2) never been unlisted from the 

Jakarta Stock Exchange, 3) never stops its stock exchange activities, never stops the 

operation and never merges with another firm, 4) never change its industrial sector 

status, and 5) has financial report ended at December 31 

Data was collected from the Jakarta Stock Exchange, website of Jakarta 

Stock Exchange, UGM Database and JSX Monthly Statistics, Capital Market 

Directory 2002-2004, JSX corner STIE Malangkuçeçwara Malang, JSX Fact book, 

yearly/monthly JSX Statistics, BAPEPAM report, and JPMI. 
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B. Measurement of Variables 

1. Dependent Variables 

Earnings Management. Detection of earnings management using the modified 

model of Jones (1991) because Dechow and Sweeney (1995) said that the 

modified one gives a high statistical strength to detect the earnings manipulation. 

Earnings management happens if supported by significant discretionary accruals. 

Procedure used by Dechow and Sweeney (1995), Wilopo and Mayangsari 

(2002), and also Mardiyah (2005) is as follows: 

a). Calculating total accrual as in Healy (1985). 

 

     TAit= (∆CAt –∆CLt –∆Casht – Dept)/At-1 

 

Note: ∆CAt= change of current assets other than cash; ∆CLt= change of current 

liabilities; ∆Casht= change of cash and its equivalent; Dept= depreciation 

and amortization; and At-1= previous year asset. 

 

b). Detecting discretionary accruals and non-discretionary accruals under the 

following equation: 

 

TAit/TAt-1= αi(1/Ait-1) + β1i(∆REVit/Ait-1) + β2i(PPEit-1/Ait-1) + εit 

 

Note: TAit= total accrual in year t for company i; ∆REVit= revenue for year t 

minus revenue for the year t-1 for company i; PPEit-= fixed asset (brut) at 

the end of year t-1 for company i; Ait-1= total asset at the end of year t-1 for 

company i; εit= error term for year t for company i; i= company 1, 2, 3, 

….., n; and t= year 1, 2, 3, ….., t (estimation period for company i). 

 

c). Calculating abnormal accruals (AAip) under the following formula: 

 

     AAip= TAip/Aip-1-(αi[1/Ait-1] + β1i[∆REVit/Ait-1) + β2i[PPEit-1/Ait-1]) 

 

d). Testing the significance of discretionary accruals under the following formula: 
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Average discretionary accruals 
Z= 

Standard deviation of discretionary accruals / √n 

 

If Z score is higher than t value then H0 is rejected or discretionary accrual is 

statistically significant. If management doing an earnings management, the 

discretionary accruals (residual) will be positively or negatively significant. 

 

2. Independent Variable 

a. Earnings quality. This variable is measured by ERC (Earnings Response 

Coefficient) with the following steps: 

1). Cumulative Abnormal Return (CAR) is one of dependent variable calculated 

under formula: 

      ∑=
+

−
+−

5

5
it55i ARCAR ),(

Note: 

CARi (-5,+5) = Cummulative Abnormal Return of company i during  + 5 day period 

                        from the date of financial statement publicized 

ARit        = abnormal return of company i at period t 

Rit        = actual return of company i at period t 

RMt        = market return of company i at period t 

 

Abnormal return was calculated using market-adjusted model, based on 

Jones (1999) which explained that the best security return estimation is as the return 

of that moment.  

2). Unexpected earnings with random-walk model under the following formula: 

1it

1tit
it E

)EE(
UE

−

−−
=  

Note: UEit= unexpected earnings of company i at period t, Eit= earnings of company 

i  at period t, and Eit-1= earnings of company i  at period t 

 

3). Annual Return is inserted into the model of return and share price relation to 

lessen measurement bias (Hartono, 1999). 
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1it

1tit
it P

)PP(
R

−

−−
=  

Note: Rit= annual return of company i at period t, Pit= company i closing share price 

on t, and Pit-1= company i closing share price on t-1 

 

4). Earnings Response Coefficient (ERC) is calculated from α1 slope on the relation 

of CAR and UE after multiplied with Rit. 

 

5). Under the above formulas then the model of CAR is as follows: 

 

CARi,t= α0 + β1UEi,t +β2Ri,t+ ei,t 

Note: CARi,t= cummulative abnormal return of company i during period + 5 day 

from the date of financial statement publicized, UEi,t= unexpected earnings, 

Rit = annual return of company i at period t, and eit= error. 

 

3. Control Variable 

Size. This variable was represented by dummy as had been done by Ang and 

McConnell (1982); Gaver and Gaver (1993), Ross and Jaffe (1999: 409); Crutchley 

and Hansen (1989), Mahadwartha and Hartono (2002) and Mardiyah (2005). Firm 

size is calculated from ascending sorted share equity and then the higher 50% is 

valued 0 (D= 0) and the lower 50% is valued one (D= 1). Pooled data was used to 

prevent bias of cross sectional data (Murphy, 1985).  

C. Data Analysis Method 

1. Testing of Classic Assumption 

In order to meet BLUE requirement, regression method should pass classic 

assumption test, consisted of multicollinearity, autocorrelation, and 

heteroscedasticity tests. This model used more than one independent variable to 

estimate dependent variable. To understand the influence among variables, 

hypothesis testing was done partially and simultaneously that automatically showed 

in computer as F, t, and R2 testing. 

Gujarati (1995: 60-69) stated that there are 10 classic assumptions, but 

economists considered only 3 important ones: a). No multicollinearity among 

independent variable, b). No autocorrelation among disturbing component; and 
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c). No heteroscedasticity among disturbing component, means that every factor’s 

variance should be constant or meet homoscedasiticity requirement ( E(μi
2)= 0). 

Methods to detect the appearance of the three classic assumption variance 

are: 

a). Multicollinearity 

 Gujarati (1995: 335) stated that one technique to detect multicollinearity 

symptom is, if a relatively high R2  (more than 80 %) has no one or only small 

significant regression coefficient. Partial coefficient higher than 0.80 shows 

correlation among independent variables. If r > 0,80 means dangerous and 

significant multicollinearity  (p < α), while p > α means not significant or no 

multicollinearity. 

b). Autocorrelation 

 One way to detect autocorrelation is using Durbin Watson. Some criteria to 

detect autocorrelation: (1). d > (4 - dL), means negative autocorrelation, (2). d < dL, 

means no positive autocorrelation, (3). dU  < d <  (4 - dU), means no autocorrelation, 

and (4). If  dU  < d < dL  and  (4 - dU) < d < (4 - dL),  means no conclusion. 

d shows Durbin Watson value, dU is upper margin from the table, and dL  

shows the lower margin of the table. If d near 2 then Ho accepted or no significant, 

means the variables are independent (no autocorrelation)  

c). Heteroscedasticity 

 Heteroscedasticity is one variance of classic linear assumption that states that 

all disturbance or error have the same variances (homoscedasticity). Detection of  

heteroscedasticity can be done using Rank Spearman correlation test. 

d). Regression Error Normality Test 

Regression error normality test uses Kolmogorov-Smirnov test.  If the result 

is not significant, means that the regression error is normal (Hair et al. 1995: 64). 

2. Hypothesis Testing Method 

 Based on previous researches and theories, a mathematical model is 

converted into a regression model: 

EQi,t= α0 + β1EMi,t +β2Sizei,t+ ei,t 

Note: EQi,t= earnings quality, EMi,t= earnings management, Sizei,t= company size, 

and α0= constant 
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The use of multiple linear regressions is to test the hypothesis that estimates 

that there is a significant influence of earnings management on earnings quality. 

After the research model has meet the three classic assumption, hypothesis testing is 

done following these steps: 

a).  Stating research hypothesis into statistical hypothesis. 

H0: b1= 0, means there is no significant influence from variable X to variable Y. 

Ha: b1≠ 0, means there is a significant influence from variable X to variable Y. 

b). Stating significance level α= 5 %. 

c). Testing X influence partially towards Y, using t testing. t testing is used to state  

significance level partially (individually) every independent variable (X) 

towards dependent variable (Y). The value of t testing has been calculated 

routinely by computer. If p > α means H0 is accepted, means X variable has no 

significant influence  towards Y variable (hypothesis not supported). In 

opposite, if  p < α, means Ha is accepted, or variable X influence the variable Y 

(hypothesis supported). 

 

IV. DATA ANALYSIS AND RESEARCH RESULT  

A.  Descriptive  Statistics 

Descriptive statistics of the hypothesis is mentioned in Table 1. Earnings 

quality mean has the value of 234,070.056 and standard deviation of 144,262.910.  

The mean value is bigger than deviation standard, shows that there is no outlier 

problem. Mean of earnings management shows the value of 89.599 and standard 

deviation of 18.390. This comparison also shows that there is no outlier problem on 

earnings management data. The mean of size shows the value of 894.069 and 

deviation standard of 162.888. The mean value is bigger than deviation standard, 

shows that there is no outlier problem on firm size. 

Insert Table 1 Here 

B. Result of Classic Assumption Testing 

1.  Result of Multicollinearity Testing 

The first classic assumption being tested was multicollinearity that was used 

to know whether there is any relationship among independent variables. Detection of 

multicollinearity using variance inflation factor (VIF) and tolerance value to each  

independent variable (Gujarati 1995: 339). Margin of tolerance value is 0.10 while 
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for VIF is 10 (Hair et al. 1995: 127). VIF values for all independent variables were 

under 10 and tolerance value was above 0.10. It can be concluded that there were no 

multicollinearity.  

2. Result of Heteroscedasticity 

The second classic assumption being tested was heteroscedasticity 

(disturbance factor variance) that was done using Spearman’s correlation method 

between disturbance factor variance and its independent variable (Gujarati 1995: 

373). If the correlation result shows a value above 0.7 then the regression model 

faces heteroscedasticity problem. The result showed there was no Spearman’s 

correlation rho between disturbance factor variance (un standardized residual) and 

each independent variable has a value above 0.7. It means that the regression 

equation has no heteroscedasticity problem. 

3. Result of Autocorrelation Testing 

 Autocorrelation testing in this study used Durbin-Watson method. In this 

method, if Durbin-Watson value is higher than dU (upper critical margin) means 

there is no autocorrelation (Gujarati 1995: 423). Autocorrelation testing was done by 

looking at Durbin-Watson result. Durbin-Watson value (d) under the average  

d= 2.097, significance level α= 5%, k (regressor)= 2 and n (observation)= 459,  the 

value of dL= 1.63; 4 - dL= 2.37; dU= 1.72; and 4 - dU= 2.28.  Because dU < d < 4-dU, 

then null hypothesis was supported. It is showed that there were no serial correlation 

among disturbance terms, means that the variable was independent (non 

autocorrelation). 

It is concluded that regression model of this study had no autocorrelation and 

accurate to test the hypothesis, because the disturbance will not be correlated. 

4. Result of Regression Normality Testing 

Result of regression normality testing using Kolmogorov-Smirnov= 1.128 

with p value= 0.640 showed that the result was not significant at α= 5%.  The 

insignificance means that the regression model is normal (Hair et al. 1995: 64). 

C. Result of Hypothesis Testing 

This research hypothesizes the influence of earnings management on 

earnings quality. Result of statistical testing is on Table 2. The t value = 2.882 with  

p value = 0.000 that means Ha is significant at α= 5%. The conclusion of Ha 

supports the results of Cho and Jung (1991), Subramanyam (1996), Pae (1999), 
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Sankar (1999), Feltham and Pae (2000), Nelson et al. (2000), Scott (2000), Lobo and 

Zhou (2001), also Teixeira (2002). His result showed a positive influence of 

earnings management on earnings quality. 

R2 value (determination coefficient) of 0.475 means that 47.5% of earnings 

quality is caused by earnings management and company size   while the rest is 

influenced by error.  F value of 12.143 and p value of 0.000 showed that the model 

was fit. This result showed that the influence of earnings management on earnings 

quality is 47.56% with a positive pattern. It means that higher earnings management, 

followed by higher earnings quality. Earnings management support the earnings 

response coefficient (ERC) that showed from the fluctuation of market response as 

the indicator of  market assurance level towards financial statement especially on 

earnings. Users think that the reported earnings will show management performance 

through its responsive strength. A weak influence of earnings management on 

earnings quality shows that the earnings management can not be detected by users, 

and market will not give extra reaction. This indicated that the chance to do earnings 

management could not be prevented as long as still in the borders stated by Standar 

Akuntansi Keuangan. 

Insert Table 2 Here 

 

V. CONCLUSION 

A. Summary 

The result of the research showed that:  the influence of earnings 

management on earnings quality was 47.56%. It means that higher earnings 

management will be followed by higher earnings quality. Earnings management 

supports earnings responsive coefficient (ERC) that revealed on the fluctuation of 

market response as the symbol of market assurance towards financial statement 

especially on the earnings. The financial statement users assume that the reported 

earnings show managerial performance, through its responsive strength. The weak 

influence of earnings management on earnings quality means that the earnings 

management can not be detected by users, so that market will not give over 

response. It indicated that there is still chance for management to do the earnings 

management in the border of Standar Akuntansi Keuangan. Result of this study 

supported the results of Cho and Jung (1991), Subramanyam (1996), Pae 
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(1999),Sankar (1999), Feltham and Pae (2000), Nelson et al. (2000), Scott (2000), 

Lobo and Zhou (2001), also Teixeira (2002).  

B. Research Limitation 

Limitations of the research: 1) researches in Indonesia are limited only at the 

Jakarta Stock Exchange because the JSX BEJ is a developed Indonesian stock 

exchange, 2) samples was taken from manufacturing industries with all categories, 

so there is a high possibility that other industries not covered in this study will 

disturb the study interpretation, and 3) Data used was only for 5 years. In average, 

research done abroad used data for more than 10 years. 

C. Implications for Next Researches 

Result of this research at least will motivate the next ones. Considering the 

limitations, it is expected that the next ones will fix up some factors as: samples 

taken from all industries, theories on factors influencing earnings quality will be 

more extensively looked up, and the data being used are more than 10 years. 
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Table 1: Descriptive Statistics  
 

Variable Mean Standard 
Deviation 

Min. Max. 

Earnings Quality 234,070.056 144,262.910 133.123 7,406.177 
Earnings Management 89.599 18.390 12.67 98.74 
Size 894.069 162.888 3.00 4,231.00 
 

Table 2: Result of the Estimation of the Influence of Earnings Management  
on Earnings Quality 

 
Y= a + β1x1 + β2x2 + e  

Note: a= constant, β=  regression coefficient, Y= earnings quality, X1= earnings 
management, X2= size, and e= error 

 
Variable Coefficient Value SE  t value p value

Y= a + β1x1 + β2x2 + e  
Constant α1 368,262.309 151,485. 935  2.431* 0.000 
EM β1 9,945.174 3,450.789  2.882* 0.000 
Size β2 291.734 101.508   2.874* 0.000 
R2= 0.493; Adjusted R2= 0.475; N= 459; F= 12.143;  p value= 0.000 

      Note: * Significant at α= 5% 
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Figure 1: Research Model  
 

Earnings  
Management 

 Earnings  
Quality 

 
 
 

Enclosure 1 
Corporate Names 

 
No. Code Corporate Name No. Code Corporate Name 
1 TMPI Agis 50 WYRX Hanson Industri Utama 
2 ALKA Alasaka Industrindo 51 HERO Hero Supermarket 
3 ALMI Alumindo Light Metal 52 HEXA Hexindo Adiperkasa 
4 AKRA Aneka Kimia Raya 53 IGAR Igarjaya 
5 MYTX Apac Citra Centertex 54 INKP Indah Kiat Pulp Dan Paper 
6 AKPI Argha Karya Prima Industri 55 INAI Indal Aluminium Industry 
7 ARGO Argo Pantes 56 INTP Indocement Tunggal Prakasa 
8 HPSB Aryaduta Hotels 57 INAF Indofarma 
9 ASIA Asiana Multikreasi 58 IMAS Indomobil Sukses Internatio 

10 ASGR Astra Graphia 59 MORE Indonesia Prima Property 
11 ASII Astra International 60 INDR Indorama Syntetic 
12 AUTO Astra Otoparts 61 INDS Indospring 
13 BNBR Bakrie&Brothers 62 INCI Intan Wijaya Iternasional 
14 BRPT Barito Pasific Timber 63 INTD Inter Delta 
15 BYSB Bayer Indonesia SB 64 IKAI Intikeramik Alamasri Industri 
16 BAYU Bayu Buana 65 INTA Intraco Penta 
17 BRNA Berlina 66 ITMA Itamaraya Gold Industri 
18 BIPP Bhuwanatala Indah Permai 67 JKSW Jakarta Kyoei Steel Work 
19 BMTR Bimantara Citra 68 JSPT Jakarta Setiabudi Internatio 
20 BRAM Branta Mulia 69 JPFA Japfa 
21 BUDI Budi Acid Jaya 70 JPRS Jaya Pari Steel Corp. 
22 BKSL Bukit Sentul 71 JRPT Jaya Real Property 
23 CNTX Centex 72 JECC Jembo Cable Company 
24 CPIN Charoen Pokpand Indonesia 73 KBLM Kabelindo Murni 
25 CKRA Ciptojaya Kontrindoreksa 74 KLBF Kalbe Farma 
26 CTRA Ciputra Development 75 KARW Karwell Indonesia 
27 CTRS Ciputra Surya 76 KIJA Kawasan Industri Jababeka 
28 CTBN Citra Tubindo 77 KICI Kedaung Indah Can 
29 CPPR CP. Prima 78 KDSI Kedaung Setia Industrial 
30 DNKS Dankos Laboratories 79 KIAS Keramika Indonesia 
31 DVLA Darya Varia Laboratories 80 KOMI Komatsu Indonesia 
32 DSUC Daya Sakti Unggul Corp. 81 KKGI Kurnia Kapuas Utama 
33 DILD Dharmala Intiland 82 LMPI Langgeng Makmur Plastik l 
34 DART Duta Anggada Reality 83 LTLS Lautan luas 
35 DPNS Duta Pertiwi Nusantara 84 LMSH Lion Mesh Prima 
36 DUTI Duta Pertiwi 85 LION Lion Metal Works 
37 DYNA Dynaplast 86 LPCK Lippo Cikarang 
38 EKAD Ekadharma Tape Industri 87 LPKR Lippo Karawaci 
39 EPMT Enseval Putra Megatrading 88 LPLD Lippo Land Development 
40 ERTX Eratex Djaja Limited 89 MAMI Mas Murni Indonesia 
41 ETWA Eterindo Wahanatama 90 MPPA Matahari Putra Prima 
42 ESTI Ever Shine Textile Industri 91 MTSM Metro SupermarketRealty 
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43 FASW Fajar Surya Wisesa 92 MTDL Metrodata Electronics 
44 FAST Fast Food Indonesia 93 MDRN Modern Photo Film Company 
45 GJTL Gajah Tunggal 94 MDLN Modernland Realty 
46 GDYR Goodyear Indonesia 95 MLIA Mulia Industrindo 
47 GRIV Great River International 96 MLND Mulialand 
48 KBLI GT Kabel Indonesia 97 MLPL Multipolar 
49 ADMG GT Petrochem Industries 98 MRAT Mustika Ratu 
No. Kode Nama Perusahaan No. Kode Nama Perusahaan 
99 NIPS Nipress 127 SULI Sumalindo Lestari Jaya 

100 PWON Pakuwon Jati 128 IKBI Sumi Indo Kabel 
101 PBRX Pan Brothers Tex 129 SMRA Summarecon Agung 
102 PAFI Panasia Filament Inti 130 SSTM Sunson Textile manufacture 
103 HDTX Panasia Indosyntec 131 SPMA Suparma 
104 PWSI Panca Wiratama 132 SAIP Surabaya Agung Industry 
105 PICO Pelangi Indah Canindo 133 SUDI Surya Dumai Industri 
106 KONI Perdana Bangun Pusaka 134 SHSA Surya Hidup Satwa 
107 PLIN Plaza Indonesia Realty 135 SSIA Surya Semesta Internusa 
108 PRAS Prima Alloy Steel 136 TOTO Surya Toto Indonesia 
109 BIMA Primarindo Asia Infrastruktur 137 SIIP Surya inti Permata 
110 PGIN Procter&Gambler Indonesia 138 SMDM Suryamas Dutamakmur 
111 PNSE Pudjiadi & Sons Estate 139 TBMS Tembaga Mulia Semanan 
112 RALS Ramayana Lestari Sentosa 140 TSPC Tempo Scan Pacific 
113 RICY Ricky Putra Globalindo 141 TEJA Texmaco Jaya 
114 RBMS Ristia Bintang Mahkota Sejati 142 TPEN Texmaco Perkasa Enginering 
115 RDTX Roda Vivatex 143 TFCO Tifico 
116 SRSN Sarana Nugraha 144 TGKA Tigaraksa Satria 
117 SCPI Schering Plough Indonesia 145 TIRA Tira Austinite 
118 SMSM Selamat Sempurna 146 TPIA Tri Polyta Indonesia 
119 SMCB Semen Cibinong 147 TRST Trias Sentosa 
120 SMGR Semen Gresik 148 TURI Tunas Ridean 
121 BATA Sepatu Bata 149 UNIC Unggul Indah cahaya 
122 SIPD Sierad Produce 150 UNVR Unilever Indonesia 
123 SONA Sona Topas Tourism Industri 151 UNTR United Tractors 
124 SOBI Sorini Corporation 152 VOKS Voksel Electric 
125 SQBI Squibb Indonesia 153 UGAR Wahana Jaya Perkasa 
126 SCCO Sucaco   
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