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The Effect of Corporate Governance and Corporate Diversification on Earnings Management

Abstract. Introduction. This research was conducted to examine the effect of corporate governance and corporate
diversification on earnings management. The total sample of this study was 81 manufacturing companies listed on the
Indonesia Stock Exchange (IDX) in 2012-2016. Data analysis was conducted by using regression panel data which was
previously tested to determine the effect in the panel regression estimation model.

The Purpose. The purpose of this research was to measure and analyze the effect of corporate governance
(projected by institutional ownership, managerial ownership and the proportion of independent commissioners) and
corporate diversification (projected by industrial diversification) on earnings management.

Results. From the results of the data processing, the model was estimated using the Fixed Effect Model (FEM). R2
value was 43.53% and based on the F test it was stated that corporate governance and corporate diversification affect
earnings management. The results of the t test showed that institutional ownership, managerial ownership, and the
proportion of independent commissioners have no effect on earnings management. Industrial diversification affects earnings
management.

Conclusions. Based on the results of analysis and testing of the effects of corporate governance and corporate
diversification on earnings management in manufacturing companies listed on the Indonesia Stock Exchange (IDX), it can
be concluded that institutional ownership and managerial ownership have no effect on earnings management while the
proportion of independent commissioners and industrial diversification variables has an effect on earnings management.

Keywords: Institutional Ownership; Managerial Ownership; Independent Board of Commissioners; Industrial
Diversification; Earnings Management.
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ABepyc Ap Pasi TereiM, cTyneHT ¢aky/bTeTy ekoHOMikd, YHiBepcuteT lllpuBigxkas, [lanembaHr,
[HpoHe3isa

InTeH Moria, foKTOp eKOHOMIUYHMX HayK, YHiBepcuTeT llpuBimkas, [lanemb6anr, IHgoHe3is

IcHypxapi, 10KTOp eKOHOMIYHUX HayK, YHiBepcuTeT llpuBimkas, [lanem6anr, IHgoHe3is

BuiMB KOpIIOpaTUBHOIO YIIPaBJIiHHA Ta KOPIOPAaTUBHOI
AuBepcudikanii Ha ynpaB/IiHHA IPUOGYTKaMH

AHomayisn. lle docaidxcenHss 6ysn0 npogedeHO 3 Memo BUBYEHHS 8NJAUBY KOPNOPAMUBHO20 ynpae/iHHsS ma
KopnopamusHoi dueepcugikayii Ha ynpaeaiHHsi npubymkamu. 3azanvbHa 8ubipka yvozo docaidyiceHHs ckaadasaa 81
8UpPO6HUYe nidnpuemcmaeo, 3apeecmposaHe Ha @oHdoeil 6ipixci [HOoHesii (IDX) y 2012-2016 pokax. AHaxai3 daHux
nposoduau 3 BUKOPUCMAHHAM IHopMmayii, sika paHiwe 6yaa nepegipeHa 0151 8U3HAYeHHs edhekmy 8 pezpeciliHilil modeni
oyinku. Memot yvozo docaidiceHHs1 6y/a0 suMipsmu ma npoaHaaizyeamu 6n/auU8 KOpnopamueHo20 YnNpaeAiHHs mda
KopnopamusHoi dusepcugikayii Ha ynpasainHs npubymkamu. 3a pe3ysbmamamu 06po6Ku daHux mModeab 6y1a oyiHeHa 3a
donomozor modeai gpikcosanozo epekmy (FEM). 3nauenHsi R2 cmanoguao 43,53% i Ha ocHoei F-mecmy 6Gy0 3’sicosaHo,
Wo KopnopamugHe ynpae/aiHHsA ma kKopnopamusHa dusepcudikayis enaueaoms HaA ynpasaiHHs npubymkamu.
Pezyabmamu mecmy nokasa.u, o iHcmumyyitiHa 81acHicmbs ma ynpasaiHCbka 8/1ACHICMb He 8NAU8AHMb HA YNPAa8AIHHS
npubymkamu. Ilpomucaosa dusepcugikayiss enaueae Ha ynpasaiHHs npubymkamu. Buxodsuu 3 pe3ysabmamis aHaaizy
8Nn/aU8y KOpnopamugHoz20 ynpasaiHHs ma KopnopamusgHoi dusepcugikayii Ha ynpasaiHHs npubymkamu y 8UpoOGHUYUX
KOMNaHiaX, wjo komupyomuscsi Ha @poHdosill 6ipxci IHOoHe3ii (IDX), moxcHa 3po6bumu BUCHOB0K, WO iHcmumyyiiiHa
8/10CHICMb Ma ynpaeiHCbKA 8/ACHICMb He 8N/uU8awmb HA ynpasaiHHAa npubymkamu, modi sk 3miHHI dusepcudikayii
npoMuc/a080cmi 8NUBAIOMb HA yNPABAIHHA NPUGYMKAMU.

Kanamwuyoei caoea: incmumyyitina enacHicms; ynpasaiHcbka 8aacHicms; npomucaosa dugepcudikayis; ynpasaiHHs
npubymkamu.
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Problem Statement. Earnings information is the main
concern for estimating management performance or
achievement. In addition profit information is also used by
investors or other interested parties as an indicator of
potential return and value on an investment in the
company (Rahmawati, Khikmah, & Dewi, 2017).

Earnings management is usually carried out by
management to increase profit rates (income-increasing
earnings management) or reduce profit rates (income-
decreasing earnings management) which are represented
in financial statements by selecting and applying certain
accounting methods (Watts & Zimerman, 1986).
Management who manage the company’s management
has more information compared to investors. This
information  regarding the company's financial
performance and sometimes information provided to
shareholders are different from the reality.

The purpose of earnings management is to improve
the welfare of a particular party even though in the long
term there is no difference in the cumulative earnings of
the company with earnings identified as profits (Fischer &
Rosenzweig, 1995). Earnings management actions
described in financial statements by management are
usually carried out without the prior knowledge of the
company owner(s) or shareholders.

Earnings management arises as a result of agency
problems that occur because of an inconsistency in
interests between the owner (principal) and company
management (agent) or what is called agency conflict. As
agents, managers are morally responsible for optimizing
the profits of the owners, but on the other hand managers
also have an interest in maximizing their welfare
(Rahmawati 2013).

Corporate Governance is one of the key elements in
increasing economic efficiency, which includes a series of
relationships between company management, the board
of commissioners, shareholders and other stakeholders
(Indrawati, 2011). Corporate Governance also provides a
structure that facilitates the determination of target
objectives of a company, and all the means to determine
performance monitoring techniques (Indrawati, 2011).
Corporate Governance also has an important role in
minimizing and detecting earnings management. Earnings
management can be one of the factors that can reduce the
credibility of financial statements, because the figures
reported do not reflect the actual conditions. Therefore,
the behavior of managers who conduct earnings
management can be minimized by implementing Good
Corporate Governance (Agustia, 2013). With the existence
of Good Corporate Governance, it can help users of
financial information to be more confident that the
financial statements produced are free from violation
(fraud).

Perwitasari (2013) in his study concluded that
ownership structure; both managerial and institutional
ownership did not have a significant effect on earnings
management. The results of this study indicate that

institutional ownership and majority shareholders do not
have the ability to control management so they cannot
reduce earnings management.

Rahmawati (2013) stated that the role of the board in
carrying out the supervisory function of the company's
operations by management has made an effective
contribution to the results of the quality financial report
preparation process or the possibility of avoiding
fraudulent financial statements so as to limit the
company's earnings management. This happened
because with the increasing number of independent
board members, the supervisory process carried out by
the council became more qualified with the increasing
number of independent parties in the company who
demanded transparency in the company's financial
reporting.

Corporate Diversification is a strategy to make changes
in the company in product, service, and area. A diversified
company has greater information asymmetry compared
to a concentrated company because investors in
diversified companies depend on the information
provided in financial reporting by the companies
themselves. Combined information from all segments is
exposed in diversified companies but must be disclosed at
each segment level, which helps investors to observe the
true position of the company and also reduce information
asymmetry (Mehdi & Seboui, 2011).

Diversified companies face several problems, such as
earnings management, that have a deep relationship with
corporate diversification. This happens because
diversified companies have a larger agency problem due
to the large and complex organizational structure that
increases income management levels (Mehdi and Seboui,
2011). In addition, Vasilescu & Millo (2016) in their study
stated that financial statements of diversified industries
are more difficult to study and require more resources and
expertise for investors and analysts.

Test Result. This study analyzes the effect of corporate
governance and corporate diversification on earnings
management. This research was conducted at
manufacturing companies listed on the Indonesia Stock
Exchange (IDX) in 2012-2016 and consists of basic
chemical industry sectors, various industrial sectors, and
consumer goods industry sectors. The research was
carried out for more than one year because this shows the
company's revenue process when measuring abnormal
accruals, particularly, patterns of income growth that
might produce measurement errors on abnormal accruals
(Klein, 2002).

Manufacturing companies were chosen because they
are large companies. Large companies promise higher
profits. Therefore many prospective investors are
interested in manufacturing companies. In addition,
manufacturing companies are more easily affected by
economic conditions and have a high level of sensitivity to
every event both internal and external to the company
(Agustia, 2013).
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The companies that were sampled in this study were
selected based on certain criteria (deliberate sampling),
namely:

1. The companies used in this study are manufacturing
companies listed on the Indonesia Stock Exchange in
2012-2016.

2. The company issues annual reports for the 2012-
2016 periods.

3. The company report has complete data related to
the variables used in the study.

Based on the above criteria, the authors selected 81
companies for the sample.

There are two variables used in this study, namely the
independent variable and the dependent variable.

Independent Variable.

1. Institutional Ownership. Institutional ownership is
the proportion of share ownership held by institutional
parties such as companies, financial institutions,
investment companies and cooperatives (Pujiati & Arfan,
2013).

Number of Institutional Shares

Institutional Ownership =

2. Managerial Ownership. Managerial ownership is the
proportion of share ownership held by management and
expressed in shares owned by people in the company

x 100% (1)

Total Shares of the Company

(managers, commissioners and directors) which can be
formulated as follows (Pujiati & Arfan, 2013).

Number of Management Shares

Managerial Ownership =

x 100% (2)

Total Shares of the Company

3. Proportion of Independent Board of
Commissioners. The proportion of the Independent Board
of Commissioners is measured using an indicator of the
percentage of board members from outside the company

Number of Independent Commissioners

compared to all members of the board of commissioners
of the company (Larastomo, Perdana, Triatmoki, &
Sudaryono, 2016).

(3)

Proportion of the Board of Commissioners =

4. Industrial Diversification. The size of industry
diversification reflects the level at which the company's
income is concentrated in its industrial segment. The
proxy used to measure industry diversification is the

Total Members of the Board of Commissioners

Herfindahl Index which is calculated based on the sales
distribution of each business segment of a company
(Vasilescu & Millo, 2016).

HERF;; = Z (Ssale>2 (4)

5. Dependent Variable. The dependent variable in this
study is Working Capital Accrual as a proxy for earnings
management in financial statements issued by companies

Sales

listed on the Indonesia Stock Exchange (IDX). The method
of calculating Working Capital Accrual in this study is as
follows (Vasilescu & Millo, 2016).

WCAi: = Bo+ Bije (1/Aic1) + B2jc (AREVic/ Aic1— ARECic / Aic1) + €t (5)

Hypothesis Testing. Determination Coefficient Test (R2).

Based on estimation results, the value of R2 was
0.332820. It can be concluded that the Institutional
Ownership variable, Managerial Ownership, Proportion of
Independent Board of Commissioners and Industrial
Diversification explain the diversity of earnings
management variables by 0.3328 or 33.28%, while the
remaining 66.72 % was a contribution from other
variables not discussed in this study.

Partial Significance Test (t Test). Based on the tests
performed, the probability value was 0.000039 < level of
significance (a = 5%) so that HO was rejected. Thus, it can
be concluded that Institutional Ownership, Managerial
Ownership, Proportion of Independent Board of
Commissioners and Industrial Diversification together
have an influence on Earnings Management.
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Table 1t Test

Variable

Kl

KM

BOARD

DIVIND

Source: modified output

The probability of institutional ownership was 0.3049.
Because it has a probability value > a = 0.05, it can be
concluded that institutional ownership has no effect on
earnings management. The managerial ownership value
was 0.5285. Because it has a probability value > a = 0.05,
it can be concluded that managerial ownership has no
influence on earnings management.

The Proportion of the Independent Board of
Commissioners variable had a probability value of 0,0273.
The probability value was < a = 0.05, so it can be
concluded that the proportion of independent
commissioners has an influence on earnings
management. The Industrial Diversification variable has a
probability value of 0.0122, where the probability value is
< o = 0.05, thus it can be concluded that industrial
diversification has an influence on earnings management.

Results and discussion. Effect of Institutional
Ownership on Earnings Management. Based on the test,
the values t = -1.027556 and p = 0.3049 (p > 0.05) were
obtained. The test results showed institutional ownership
has no influence on earnings management. The results of
this study were in line with the research conducted by Guo
& Ma (2015); Pujiati & Arfan (2013) which states that
institutional ownership has no effect on earnings
management. Share ownership by institutional investors
can be an effective mechanism in monitoring manager
performance and can be an obstacle to management's
opportunistic behavior.

Large share ownership makes institutional investors
have more power in controlling the company's operations
(Agustia, 2013). Institutional investors are generally
considered to have better access to information available
to companies and are able to conduct accurate analyses.
On the one hand, institutional investors have a strong
incentive to monitor company performance and the
management relevant in determining the value of the
company. Furthermore, institutional investors have good
monitoring power because they hold most of the shares
(Guo & Ma, 2015). In addition, institutional investors can
influence the monitoring mechanisms used by companies,
including monitoring earnings management activities (Al-
Fayoumi, Abuzayed, & Alexander, 2010)

This research was in line with agency theory, which
proposes that monitoring institutional investors can be a

significant  governance = mechanism. Institutional
ownership plays an effective role in monitoring
management policies and increasing information

competencies in the capital market (Alzoubi, 2016).

t-Statistic Prob.
-1.027556 0.3049
0.631041 0.5285
2.216822 0.0273
2.519667 0.0122
Effect of Managerial Ownership on Earnings

Management. Based on the test, the values of t =
0.631041 and p = 0.5285 (p > 0.05) were obtained. The
test results show managerial ownership has no effect on
earnings management. The results of this study were in
line with the research conducted by Agustia (2013); Guo
& Ma (2015); Pujiati & Arfan (2013) which state that
managerial ownership does not affect earnings
management. This can happen because the manager of
the company has a portion of the company's shares so
that the tendency of managers to set accounting profits to
decline. With the ownership of shares by managers,
managers will act in harmony with the interests of
shareholders so as to minimize the opportunistic behavior
of managers (Pujiati & Arfan, 2013).

This research was not in line with agency theory.
Alzoubi (2016) in his research, proposed that when
managers have a number of shares in a company, their
behavior is influenced by personal interests. These
personal interests move away from the goal of increasing
company value and consequently facilitate the occurrence
of earnings management activities Fama & Jensen (1983);
Jensen & Meckling (1976). This difference may occur
because the company's managerial ownership in
Indonesia is very small, with an average of 5%. Thus,
managers who also own shares of the company tend to
take policies to manage profits with the viewpoint of the
wishes of investors. Hidayanti & Paramita (2014) state
that the shares held by managers are not too significant
compared to institutional ownership so that opportunistic
actions of managers are supervised by institutions even
though managers are still likely to take earnings
management actions.

Effect of the Proportion of an Independent Board of
Commissioners on Earnings Management. Based on the
test, the values of t =2.216822 and p = 0.0273 (p < 0.05)
were obtained. The test results show that the proportion
of independent commissioners had an influence on
earnings management. This research is in line with
research conducted by Larastomo et al. (2016); Putra,
Kristanti, and Aminah (2018); Rahmawati (2013). The
results of this study indicate that the existence of an
independent board of commissioners in a company fails
to be one of the mechanisms of good corporate
governance in detecting earnings management.

Agustia (2013) states that in the practices that have
occurred in Indonesia, there is a tendency that the
position of directors is usually very strong and there are
even directors who are reluctant to share authority and

10
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do not provide adequate information to independent
commissioners. In addition, there are obstacles that
hinder the performance of independent commissioners,
namely their weak competence and integrity. Therefore
the independent board of commissioners in the company
still cannot work effectively in increasing supervision of
the company's operations and prove to have no effect and
cannot minimize the practice of earnings management.

In addition, Farida and Kusumumaningtyas (2017) in
their research state that the minimum provision of 30% of
independent commissioners may not be high enough to
cause independent commissioners to dominate the
policies taken by the board of commissioners. If an
independent commissioner is in the majority party (> 50%)
then it may be more effective in carrying out the
monitoring role in the company

Effects of Industrial Diversification on Earnings
Management. Based on the test, the values t = 2.519667
and p = 0.0122 (p < 0.05) were obtained. The test results
show that industrial diversification had an influence on
earnings management. The results of this study were in
line with the research of Jiraporn, Sang, & Mathur, (2008);
Masud, Anees & Ahmed (2017) which state diversified
companies have information asymmetry that is greater
than concentrated companies because investors in
diversified companies depend on information provided in
the financial reporting by the companies themselves. In
contrast, Aryati (2013) states that business diversification
does not affect earnings management.

Diversification is one of the strategies used by
companies to compete. The form of implementing this
strategy is the emergence of multi-segment companies.
Agency theory explains the pattern of relationships
between company owners and company managers
(Jensen & Meckling, 1976). The implementation of good
corporate governance mechanisms will limit the tendency
of excessive diversification by management and minimize
the agency costs of directors and management.

Diversified companies have greater information
asymmetry than concentrated companies because
investors in diversified companies depend on the
information provided in the company's financial
statements. Combined information from all segments is

disclosed in a diversified company but must be disclosed
at each segment level, which helps investors to observe
the actual position of the company and also reduce
information asymmetry that can lead to earnings
management.

Conclusions and recommendations. Based on the
results of the analysis and testing of the effects of
corporate governance and corporate diversification on
earnings management in manufacturing companies listed
on the Indonesia Stock Exchange (IDX), it can be concluded
that institutional ownership, managerial ownership, and
the proportion of independent commissioners have no
effect on earnings management while industrial
diversification variables have an effect on earnings
management.

1. Institutional ownership does not affect earnings
management because stock ownership by institutional
investors can be an effective mechanism for monitoring
manager performance and can be an obstacle to
management's opportunistic behavior.

2. Managerial ownership also has no effect on
earnings management because the percentage of
managers who own shares is relatively very small
compared to the overall shares held by general investors.

3. The proportion of independent commissioners has
an effect on earnings management because the minimum
provision of an independent board of commissioners of
30% may not be high enough to cause the independent
commissioners to dominate the policies taken by the
board of commissioners.

4. Industrial diversification has an effect on earnings
management because diversified companies have
information asymmetries that are larger and more
complex so that managers can make earnings
management.

Further research can consider other variables that
influence earnings management in Indonesia so that the
scope of the study becomes wider, for example the
transparency of audit committees, the competence of
independent commissioners and other variables not
tested in this study. With a longer research period, there
are greater possibilities to observe actual conditions.
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