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Stewardship theory and agency theory are two theories related to corporate governance (Chin, 2000; Shaw, 

2003). Stewardship theory is built on philosophical assumption of human nature that intrinsically trustworthy, 
responsible, integrity and honest to others. This means that management theory sees that stewardship is 
trustworthy and act for benefit of public and stakeholders. While Agen
agent has full awareness to act for own sake, not as the wise and prudent and fair to shareholders (principals). In 
other words, as an agent, manager responsible to optimize profits of owner (principal), but the in other
management have a personal interest for personal enjoyment (perquisites), maintaining the job, selecting 
projects risk averse or build a power in company, where the other interests is certainly do not pay attention on 
company value (Dennis, 2001). 

Furthermore, agency theory gets wider response because better to reflect reality. Lambert (2001) stated that 
agency theory frequently see different interests between agent and principal. The difference interests lies in 
maximizing benefit (utility) with pri
different interests create conflict of interest between shareholders and management.

Earning management is conducted by management not only for opportunistic purposes but also often for
efficiency purpose due to mastery of information by managers (Gul 
al., 2000; Beneis, 2001). Earning management not directly affected by investment opportunity (IOS). Gul 
(2003) found a positive relationship
Otherwise, AlNajjar and Belkaoui (2001) provide evidence of a negative relationship.

Investment model of Kaplan et al
as a determinant of investment policy. Under normal circumstances of good growth opportunities (profitable), 
company will invest more money, when having adequate cash flow, company also will implement projects with 

Australian Journal of Basic and Applied Sciences, 10(10) June 2016, Pages: 295-306

 
AUSTRALIAN JOURNAL OF BASIC AND 

APPLIED SCIENCES 
 

ISSN:1991-8178        EISSN: 2309-8414  
Journal home page: www.ajbasweb.com 

 

© 2016 AENSI Publisher All rights reserved 
This work is licensed under the Creative Commons Attribution International License (CC BY). 

http://creativecommons.org/licenses/by/4.0/ 

La Utu, Samdin, Dedy Takdir Syaifuddin, Sujono., Determinants of Earnings Management: Studies at Banks Listed in 
Aust. J. Basic & Appl. Sci., 10(10): 295-306, 2016 

Determinants of Earnings Management: Studies at Banks Listed in 
Indonesia Stock Exchange 

La Utu, Samdin, Dedy Takdir Syaifuddin, Sujono 

Management Science, Management Department, Economic and Business Faculty, Haluoleo University, Kendari

La Utu, Management Department, Economic and Business Faculty, Haluoleo University, Kendari- Southeast Sulawesi, Indonesia

A B S T R A C T  
Earnings management is determined by company's corporate governance, investment 
decisions, financing decisions and company size, either directly or through investment 
opportunities. This study found that corporate governance has a significant effect on 
earnings management. Meanwhile, company funding decisions have a significant effect 
on investment growth. Investment decisions have a significant effect on investment 
growth. The study found that there is not enough empirical evidence to suggest that 
investment decisions have a significant effect on earnings management. Company Size 
has significant effect on investment opportunities and earnings management.

INTRODUCTION 

Stewardship theory and agency theory are two theories related to corporate governance (Chin, 2000; Shaw, 
built on philosophical assumption of human nature that intrinsically trustworthy, 

responsible, integrity and honest to others. This means that management theory sees that stewardship is 
trustworthy and act for benefit of public and stakeholders. While Agency Theory see that management as an 
agent has full awareness to act for own sake, not as the wise and prudent and fair to shareholders (principals). In 
other words, as an agent, manager responsible to optimize profits of owner (principal), but the in other
management have a personal interest for personal enjoyment (perquisites), maintaining the job, selecting 
projects risk averse or build a power in company, where the other interests is certainly do not pay attention on 

urthermore, agency theory gets wider response because better to reflect reality. Lambert (2001) stated that 
agency theory frequently see different interests between agent and principal. The difference interests lies in 
maximizing benefit (utility) with principal constraint and incentives that will be accepted by agent. These 
different interests create conflict of interest between shareholders and management. 

Earning management is conducted by management not only for opportunistic purposes but also often for
efficiency purpose due to mastery of information by managers (Gul et al., 2003 (Chambers, 1999; Ducharme 

., 2000; Beneis, 2001). Earning management not directly affected by investment opportunity (IOS). Gul 
(2003) found a positive relationship between investment opportunities (IOS) and earnings management. 
Otherwise, AlNajjar and Belkaoui (2001) provide evidence of a negative relationship. 

et al. (1997) and Fazzary et al., (1988) see opportunities growth and cash flow
as a determinant of investment policy. Under normal circumstances of good growth opportunities (profitable), 
company will invest more money, when having adequate cash flow, company also will implement projects with 
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corporate governance, investment 
decisions, financing decisions and company size, either directly or through investment 
opportunities. This study found that corporate governance has a significant effect on 

cisions have a significant effect 
on investment growth. Investment decisions have a significant effect on investment 
growth. The study found that there is not enough empirical evidence to suggest that 

ngs management. Company Size 
has significant effect on investment opportunities and earnings management.  

Stewardship theory and agency theory are two theories related to corporate governance (Chin, 2000; Shaw, 
built on philosophical assumption of human nature that intrinsically trustworthy, 

responsible, integrity and honest to others. This means that management theory sees that stewardship is 
cy Theory see that management as an 

agent has full awareness to act for own sake, not as the wise and prudent and fair to shareholders (principals). In 
other words, as an agent, manager responsible to optimize profits of owner (principal), but the in other side, 
management have a personal interest for personal enjoyment (perquisites), maintaining the job, selecting 
projects risk averse or build a power in company, where the other interests is certainly do not pay attention on 

urthermore, agency theory gets wider response because better to reflect reality. Lambert (2001) stated that 
agency theory frequently see different interests between agent and principal. The difference interests lies in 

ncipal constraint and incentives that will be accepted by agent. These 

Earning management is conducted by management not only for opportunistic purposes but also often for 
., 2003 (Chambers, 1999; Ducharme et 

., 2000; Beneis, 2001). Earning management not directly affected by investment opportunity (IOS). Gul et al. 
between investment opportunities (IOS) and earnings management. 

., (1988) see opportunities growth and cash flow 
as a determinant of investment policy. Under normal circumstances of good growth opportunities (profitable), 
company will invest more money, when having adequate cash flow, company also will implement projects with 
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positive net present value and increase investment spending. Empirical literature states that characteristics of 
CEO and agency conflict also affects on investment (Malmendier and Tate, 2005; Kang et al., 2006). Therefore, 
it needs to be designed monitoring mechanisms and incentives that more consistent with preference of 
shareholders to increase the company value. Kang et al., (2006) states that role of executive compensation 
structure affects on investment and equity-base compensation cause more investment spending. 

Chtourou et al. (2001) noted that corporate governance principles that applied consistently can constrain 
performance of engineering activities that result in financial statements do not describe the fundamental 
company value. Chtourou et al., (2001), Carcello and Neal (2000) find evidence the positive relationship 
between the audit committee with lower management pressure and audit committee at time of preparing the 
financial statements. In other word, independence of audit committee has a positive relationship with earning 
management. 

Adversely, McMullen & Randghun (1996) concludes a positive relationship between competence and lower 
earning management. This finding is supported by Kakabadse, Kakabadse and Kouzman (2001) and Beasley 
and Petroni (2001) which states that company with good Board Governance (not just the audit committee, but 
all are included in Board governance) will has a good performance. As an illustration, if the company has a good 
board then it would choose public accounting companies that have specialized in field of company auditors. 
Based on above explanation, the hypothesis can be stated below.  

Hypothesis 1: Corporate governance has significant effect on investment growth 
Hypothesis 2: Corporate governance has significant effect on earnings management 
Myers (1984), Myers and Majluf (1984) suggest that managers choose the investment level to maximize the 

wealth of current stock holder without considering the interests of company concerned. So it can be said that 
policy of investment spending can lead investors to profit management. 

Free cash flow theory of Jensen (1986) stated that free cash flow will be used to finance inefficient projects 
because managers have incentive to grow beyond the optimal capacity. Companies with free cash have two 
options. First option is to pay dividends to shareholders or free cash is reinvested on projects with a negative 
present value. Investment policy of free cash flow on a project with negative present value (managerial 
hypothesis) is seen by shareholders as a form of inefficiency. Company’s managers are perceived to seek bonus 
regardless of shareholders welfare. Theoretically, manager with free cash flow has motivation to invest by 
incentives that will be accepted by manager's company. An incentive manager in connection with agency theory 
is consists with manager power and compensation. Manager incentives in form of compensation will motivate 
managers to develop optimal company beyond of bounds. Company will invest to increase sales turnover to 
increase incentive (Murphy Dalan Jensen, 1986). However, shareholders see that reinvestment in negative net 
present value as a form of efficiency while delays their welfare. Therefore, shareholders will respond negative to 
policy of company. It will decrease the stock price, or company value. It is possible for manager to make 
earnings management with goal of deceiving investor by manipulating the earning that will be responded 
positively by market.  Myers (1977) sees investment opportunity as two important characteristics: 1). IOS 
represents projects with positive net present value. 2). IOS depends on value of spending policy in future. 

IOS becomes a menu of positive NPV projects available for companies (Pecking Order Theory). IOS 
Company consists of projects that will provide company growth, and then IOS can see as prospective 
investment opportunities. Therefore, companies with high level of IOS have a high growth opportunity and vis a 
versa.  

Lang and Litzenberg (1989) use Tobin's Q ratio as proxy of IOS to show that company with a high project 
growth has positive NPV, while companies with low growth has negative NPV. Skinner (1993) documented that 
IOS affect on compensation types of contract between the manager and company. Furthermore, companies with 
a low level of IOS have bonus plan based on accounting numbers. The nature of such contracts for manager at 
company with lower IOS has an incentive to grow the company beyond the optimal limits to increase their 
profits to get greater compensation. 

This research wants to examine the company's investment policy in relation with to earnings management 
and company growth. Researchers make hypothesis the company with lower IOS haw low growth companies. 
Management will do earnings management when companies implement investment policies. Adversely, pecking 
order makes hypothesis based on research of Lang and Litzenberg (1989), Skinner (1993), Howe and Vogts 
(1996), Jones (1999), Szewczyk et al. (1996), Chen and Ho (2000) which states that companies with a high level 
of IOS will implement positive projects. The investment will be seen positively by market because investment is 
expected to generate earnings and cash flow stream that will increase the company value. Company’s 
investment with a high level of IOS will be responded positively by market, vis a versa. Based on above 
explanation, the hypothesis can be stated below.  

 
Hypothesis 3: Investment decisions significantly affect on investment opportunities 
Hypothesis 4: Investment decisions significantly affect on earnings management 
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The existence of information asymmetry between management companies and shareholder is a basic 
requirement earning management practices. Defond and Jiambalvo (1994), Chau and Lee (1999), DeAngelo et 
al. (1994) and gul et al. (2003) and Fanani (2006) find evidences that companies with high debt levels also tend 
to manage earnings because it can reduce the accuracy of earnings information. So it can also be concluded that 
debt level and earnings management has a positive relation. 

Higher information asymmetry is occurred in company with higher investment level opportunity because 
the company's assets in form of investment opportunity set are more difficult to observe than used assets. This 
means that higher level of investment opportunity will makes company will be more difficult to be observed and 
monitored effectively (Watts and Zimmerman, 1986; Ambarish et al., 1987; Teoh et al., 1998). The Company 
may have the same motivation to do earning management but the opportunities may vary between companies so 
that level of earnings management by internal manager may also differ. 

Company managers who have debt covenant violations may do earnings management to reduce or avoid 
costs (Watts and Zimmerman, 1986). Although when a breach of agreement cannot be avoided by doing the 
manipulation of accounting information, managers tend to do earnings management in order to improve the 
position of profit to increase renegotiation efforts. The cost of debt violation is very difficult to be estimated. 
Previous studies use a proxy to indicate the presence and proximity of company with violations of provisions of 
debt agreement. Proxies commonly used are the ratio of debt to capital or financial leverage (Deakin, 1979; 
Zmijewsky and Hagerman, 1981; Bowen, 1981; Daley and Vigeland, 1983; Dhaliwal, 1990; DeFond and 
Jiambalvo, 1994). The results showed consistent evidences that there is a positive relationship between financial 
leverage with earnings management to increase profitability. Greater the ratio of debt/equity makes greater 
motivation for managers to do earnings management to increase profitability. The magnitude of effect will be 
different if the manager opportunity to perform earnings management is different. The opportunity will be 
higher with increasing levels of investment opportunity set as corporate assets that form the investment 
opportunity set is more difficult to observe than used assets. This means that higher investment opportunity set 
will increase the difficulty to observed earnings management by parties outside the company (Watts and 
Zimmerman, 1986; Ambarish et al., 1987; Teoh et al., 1998). Motivation to perform earnings management may 
be same but the opportunity may vary between companies so that level of earnings management by inter-
company manager can also be different (Christensen et al., 1999). Higher the level of corporate investment 
opportunity set can magnify the effect of financial management to leverage profit by company. Based on above 
explanation, the hypothesis can be stated below.  

 
Hypothesis 5: Funding Decisions significantly affect on investment opportunities 
Hypothesis 6: Funding Decisions significantly affect on earnings management 
 
Smaller companies are faced with difficulties because of exposure to information asymmetry (Berger and 

Udell, 1998). Kim, Maurer and Sherman (1988) state that exposure variables contribute to small companies 
obstacles to get loan funds and burdened with greater cost of debt. Furthermore, smaller companies often face 
financial difficulties (Titman and Wessels, 1988). Therefore, effect of company size is negatively related to 
amount of cash. This statement is consistent with theory of Trade-Off. 

Pecking Order Theory states that company size indicated more successful in business. Therefore, company 
size positively relates to amount of company’s money (Ferreira and Vilela, 2004). Meanwhile, according to Free 
Cash Flow Hypothesis, large companies have greater shareholder dispersion, causing greater discretion at 
managerial level exceeds the decision to maintain larger cash (Ferreira and Vilela, 2004). Therefore, managers 
of large companies have more power exceed investment and financing policies because company has a more 
cash. Therefore, there is a positive relationship between cash ownership and company size. 

Company size may have a positive effect on earnings management. This is due several reasons. First, 
company size relates to internal control system. Large companies may have more sophisticated internal control 
system and has a competent internal control than small companies. The efficiency of internal control will help to 
decrease the inaccuracies earnings management and improve the quality of financial statements in order to 
ensure corporate governance better (Warfield, et al., 1995). Beasley, et al. (2000) stated that companies cheat 
lies in technology, healthcare and financial services with less support for audit and reinforced with corporate 
governance mechanisms. Therefore, bigger the company will has better internal control system design to reduce 
the chances of earnings manipulation by management. 

Second, large companies are usually audited by reputable auditors. Renowned public accounting companies 
are likely have experienced auditor who will try to avoid and prevent misrepresentation. Gore, et al. (2001) said 
that competent auditor tend to avoid to earnings management. Francis, et al. (1999) documented that quality 
creates differentiation in controlling aggressive and opportunistic earnings management among competent 
auditors in world. This means that famous auditors tend to report lower discretionary accrual despite high levels 
of accrual. This indicates that famous auditor will strive to minimize earnings management. In addition, 
companies audited by reputable auditors may report lower discretionary accrual (Becker, et al., 1998; Francis, et 
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al., 1999; and Payne and Robb, 2000). Lennox (1999) also found that audit report issued by large auditors more 
accurate and more informative. Heningger (2001) found a positive relationship between audit litigation risk and 
abnormal accruals. 

Third, large companies will consider the cost of reputation than earnings management. Large companies 
have a long history that is positively appreciated by environment; have better control during operation and a 
relatively good understanding of business compared to small companies. They have credibility in business 
community and social responsibility is good, credible, including disclosure of financial information. Large 
companies will use advanced information technology to deliver reliable and timely information than smaller 
companies. Therefore, the cost to manage earnings will be higher for large companies than small companies; 
large corporations will not sacrifice its reputation to manipulate earnings. 

Adversely, large companies are more likely to manage earnings of small companies. This is due to several 
reasons. First, larger companies are faced with pressure of small companies. Barton and Simko (2002) indicate 
that large companies are faced with more pressure to meet or against analyst expectations. Myer and Skinner 
(2000) found empirical evidence that large companies reported earnings accurately after he conducted a study of 
more than 14 quarters against large corporate profit growth. Rangan (1988) examines manipulation of accruals 
to overstate earnings in a year when the company made an offer. 

Second, larger companies have greater bargaining power with auditors, so that large corporations have the 
power to negotiate. Nelson et al., (2002) documented that auditors are more likely to release earnings 
management proposed by large companies. Third, large companies have more room to maneuver in accounting 
treatment. Large companies may have greater current assets, so it has the ability to perform higher earnings 
management than smaller companies. Recent large companies have greater management powers. Despite strong 
internal control, management override of internal control system to manipulate earnings. Overall, drive and 
ability to manage earnings vary widely among companies with diversity measure. Based on above explanation, 
the hypothesis can be stated below.  

 
Hypothesis 7: Company Size significantly affects on Company's investment opportunities 
Hypothesis 8: Company Size significantly affects on earnings management 
 
Information asymmetry between managers and outsider relate to investments in company's assets. 

Companies with large real assets have been tied to a series of specific activities, company value will be more 
easily observed by outsiders. These conditions limit the number of investment options available to company and 
reduce the possibility of managers to act opportunistic. Adversely, majority of company with large asset of 
growth option (meaning high levels of investment opportunity set) makes company more difficult to observed 
by outsiders. Companies with high growth rates motivate managers to perform earnings management (Skinner, 
(1993), Gul et al., (2003), Riahi-Belkoui (2003) and Nuswantara (2004)). This is done to makes financial 
statements reflect the particular profit in current conditions and future. It can be concluded that IOS (a proxy of 
investment opportunities) and earnings management has a positive relationship. 

Smith and Watts (1992), Gaver and Gaver (1993), Subekti (2002), Prasetyo (2000) states that number of 
high investment in a period will cause a decline in dividend payments or higher equity issues. This is reinforced 
by Jensen (1986) who argued that growth opportunity will lead to lower free cash flow and dividend payments 
company. In other words, that investment opportunities makes dividend payment becomes smaller because 
funds are used for investment. On other hand, Gul et al. found a positive relationship between the investment 
opportunity set and accrual under management. The results are consistent with prediction that manager of a 
company with growth rate may uses accrual management to give signal on market growth. Market rate higher 
on accrual management for companies with a high investment level opportunity set than companies with lower 
investment opportunity set. 

It can be said that higher the level of IOS will has a positive relationship between dividend policy and 
earnings management. Based on above explanation, the hypothesis can be stated below.  

 
Hypothesis 9: investment opportunities significantly affect on earnings management 
 

Method: 
The study population is all the banks listed in Indonesia Stock Exchange. These samples included 9 banks. 

Sampling criteria is the companies consistently have positive net profit. The analysis method used in this study 
is the Partial Leas Square. Operational definitions of variables 

The study variables are corporate governance, investment decisions, financing decisions, company’s size, 
investment opportunities and earnings management. Corporate governance is measured by proportion of share 
ownership by institutional and blockholder ownership. Fund decision is measured by long-term debt/equity 
(O'Glove, 1987; Duke and Hunt, (1990); and Weintrop Press, (1990); Gul et al. (2003); Tarjo, (2005); Wahyudi 
& Pawestri, (2006). DAR (Debt to assets ratio). The investment decision is measured by return on investment 
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and return on investment in fixed assets. This measurement refers to previous studies (Vogt, 1994; Kaplan and 
Zingales, 1997; Cleary 1999; and Hermeinditi 2004). The company size is measured by total assets. Investment 
opportunities is measured by  Market Value of Assets to Book Value of Assets Ratio (MBVA), Market to Book 
Value of Equity Ratio (MBVE), Ratio of Gross Plant, Property and Equipment to Market Value of The Firms 
(PPEMVA), Capital Expenditure to book value of asset (CAPBVA) and Capital expenditure to market value of 
asset (CAPMVA). Earning Management is measured by discretionary accrual earnings. 

 
RESULTS AND DISCUSSION 

 
Path coefficient and hypothesis test is done for the direct effect between governance, funding decisions, 

investment decisions, company size with earnings management variables. The test result of path coefficient and 
critical point (t-statistics) are presented in path Figure .1. 

 

 
Fig. 1: Path Diagram 

  
Figure 1 shows the direct affect of corporate governance on earnings management and investment growth, 

funding decisions on earnings management and investment growth, investment decisions on investment growth 
and profit management, company size on investment growth and earnings management. Complete results can be 
presented in Table 1 below. 

 
Table 1: Path coefficients and Hypothesis Testing 

Hypotheses  
Variables relationship  

Path Coefficient 
t-statistic 
T-Statistic 
(tcritical=1,96) 

Decision  
Exogenous Endogenous 

H1. CG   DA -0.102 0.976 Insignificant 

H2 CG  IOS -0.073 1,213 Insignificant 

H3. KP 
  

DA -0.181 1,979 Significant  

H4 KP  IOS -0.090 3.016 Significant  

H5 KI  IOS -0.163 4,113 Significant  

H6 KI 
 

DA 0.030 0.303 Insignificant 

H7 SIZE  IOS 0.811 18,639 Significant  

H8 SIZE  DA -1,022 3,322 Significant  

H9 IOS  DA 0.973 2,985 Significant  

Source: Primary data processed, 2015  
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Indirect effect: 
The indirect effect between variables can be presented 
 

Table 2: indirect effect between variables 

Hypotheses  
Variables relationship  

Exogenous Endogenous 

H10 CG  
 

H11 KI 
 

H12 KP  
 

H13 SIZE  
 

Source: Primary data processed, 2015 
 
Corporate governance was measured by proportion of shares held by institutions and percentage of shares 

owned blockholder. Institutional ownership is external mechanism to monitor the activities of company and 
ensure the company achieves its objectives

The analysis results show the outer’s weight of both indicators is valid to measure corporate governance 
(Table 2). Outer weight shows that structure of most large institutional ownership create corporate governance 
variables. 

The study findings are consistent with Driffield 
high concentration of ownership and 
consistent with Cleassens (2000) who found that more than 50% of sample companies controlled by a single 
shareholder. This means that ownership structure of blockholder on Indonesia s
undergone significant changes over the last ten years. The consequences of the condition are resources control in 
Indonesia is still dominated by a group of shareholders.

It can be stated that blockholder in Indonesia is different wi
the individual investor (Prowse, 1992). Companies in America are not run by owner but by a professional agent 
(Morck et al. 1988). Consequently, conflict of interest between managers and shareholders got th
researchers. Monitoring of managers becomes attention of shareholders in order manager’s act in line with 
shareholder interests. 

Distribution of stock ownership by holding companies (Table 1) show that in 2003 the number of shares 
held by individual only by 5.56% while the holding company reached 44.31%. On other hand, holding by an 
individual other than the holding company is 21.73%. These conditions do not differ with 2004 and 2005, where 
the holding company respectively 39.10% and 40.72%, 
respectively 45.37% and 44.20%. This fact indicates that control and decision
Indonesia is still dominated by holding company. In other words, the role of individual investors is still t
small to determine the direction and policies of company.

This variable was based on previous studies of Zhuang 
shareholders protection (controlling and minority shareholder), management and creditors ca
the mechanism from outside, ie various regulations that explain relation between shareholders, managers, 
creditors, government and other shareholder and mechanisms of various mechanism directly or indirectly 
enforced. Previous studies show that corporate governance has proxy with a variety of sizes, such as: corporate 
performance (ROE), proportion of stock and proportion of council director’s ownership, board of 
commissioners. Researchers feels that this measure is less precise for Indones
(2003) where board is characterized as the board of directors in management while foreign researcher as 
Warfield et al. (1995) referred to board of directors not in group of management board, but the board of 
commissioners. It creates inconsistent research results.

Previous studies correlate CG with funding policies. Jensen (1986) states that company debt is one 
mechanism to unite the interests of shareholders and manager debt status provide signals about the company's 
financial condition to meet obligations. Durnev and Kim (2003) found a positive relation between CG practice 
and companies needs to external funding. Adversely, Black 
negative relationship. CG associated with in
opportunities (growth companies) (Durnev and Kim (2003). It suggest that for more lucrative investment 
opportunities, return on investment of shareholders will be greater than when doing discr
resources. Thus they will implement more qualified corporate governance practices. Many researches also link 
the corporate governance and earnings management. Davidson and Dadalt (2003), Beasley (1996), Siallagan 
and Machfoed (2006) state that corporate governance is able to protect shareholders from earnings management. 
It also show corporate governance can improve the effectiveness of company performance.
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The indirect effect between variables can be presented in table 2 below. 

Path Coefficient 
t-statisti
T-Statistic
(tcritical=1,96)Endogenous    Endogenous  

IOS  
 

DA -0.07103 Non mediation 

IOS 
 

DA -0.1586 Perfect mediation 

IOS  
 

DA -0.08757 Partial mediation 

IOS  
 

DA 0.789103 Partial mediation 

 
Corporate governance was measured by proportion of shares held by institutions and percentage of shares 

blockholder. Institutional ownership is external mechanism to monitor the activities of company and 
ensure the company achieves its objectives 

The analysis results show the outer’s weight of both indicators is valid to measure corporate governance 
). Outer weight shows that structure of most large institutional ownership create corporate governance 

The study findings are consistent with Driffield et al. (2006) that over 50% of companies surveyed have a 
high concentration of ownership and 75% of samples are owned by family. In addition, this study findings are 
consistent with Cleassens (2000) who found that more than 50% of sample companies controlled by a single 
shareholder. This means that ownership structure of blockholder on Indonesia stock exchanges has not 
undergone significant changes over the last ten years. The consequences of the condition are resources control in 
Indonesia is still dominated by a group of shareholders. 

It can be stated that blockholder in Indonesia is different with United States. Blockholder in United States is 
the individual investor (Prowse, 1992). Companies in America are not run by owner but by a professional agent 

. 1988). Consequently, conflict of interest between managers and shareholders got th
researchers. Monitoring of managers becomes attention of shareholders in order manager’s act in line with 

Distribution of stock ownership by holding companies (Table 1) show that in 2003 the number of shares 
dividual only by 5.56% while the holding company reached 44.31%. On other hand, holding by an 

individual other than the holding company is 21.73%. These conditions do not differ with 2004 and 2005, where 
the holding company respectively 39.10% and 40.72%, and in 2006 and 2007, holding company controls 
respectively 45.37% and 44.20%. This fact indicates that control and decision-making of companies in 
Indonesia is still dominated by holding company. In other words, the role of individual investors is still t
small to determine the direction and policies of company. 

This variable was based on previous studies of Zhuang et al. (2000) and Husnan (2001) which states that 
shareholders protection (controlling and minority shareholder), management and creditors ca
the mechanism from outside, ie various regulations that explain relation between shareholders, managers, 
creditors, government and other shareholder and mechanisms of various mechanism directly or indirectly 

w that corporate governance has proxy with a variety of sizes, such as: corporate 
performance (ROE), proportion of stock and proportion of council director’s ownership, board of 
commissioners. Researchers feels that this measure is less precise for Indonesia, as in Mediastuti and Machfoedz 
(2003) where board is characterized as the board of directors in management while foreign researcher as 

. (1995) referred to board of directors not in group of management board, but the board of 
s. It creates inconsistent research results. 

Previous studies correlate CG with funding policies. Jensen (1986) states that company debt is one 
mechanism to unite the interests of shareholders and manager debt status provide signals about the company's 

ancial condition to meet obligations. Durnev and Kim (2003) found a positive relation between CG practice 
and companies needs to external funding. Adversely, Black et al. (2003) proved that leverage and CG has a 
negative relationship. CG associated with investment policy very closely related to existence of investment 
opportunities (growth companies) (Durnev and Kim (2003). It suggest that for more lucrative investment 
opportunities, return on investment of shareholders will be greater than when doing discr
resources. Thus they will implement more qualified corporate governance practices. Many researches also link 
the corporate governance and earnings management. Davidson and Dadalt (2003), Beasley (1996), Siallagan 

that corporate governance is able to protect shareholders from earnings management. 
It also show corporate governance can improve the effectiveness of company performance.
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c 
Statistic 

=1,96) 
Decision  

Non mediation  Insignificant  

Perfect mediation Significant  

Partial mediation  Significant  

Partial mediation  Significant  

Corporate governance was measured by proportion of shares held by institutions and percentage of shares 
blockholder. Institutional ownership is external mechanism to monitor the activities of company and 

The analysis results show the outer’s weight of both indicators is valid to measure corporate governance 
). Outer weight shows that structure of most large institutional ownership create corporate governance 

. (2006) that over 50% of companies surveyed have a 
75% of samples are owned by family. In addition, this study findings are 

consistent with Cleassens (2000) who found that more than 50% of sample companies controlled by a single 
tock exchanges has not 

undergone significant changes over the last ten years. The consequences of the condition are resources control in 

th United States. Blockholder in United States is 
the individual investor (Prowse, 1992). Companies in America are not run by owner but by a professional agent 

. 1988). Consequently, conflict of interest between managers and shareholders got the attention of 
researchers. Monitoring of managers becomes attention of shareholders in order manager’s act in line with 

Distribution of stock ownership by holding companies (Table 1) show that in 2003 the number of shares 
dividual only by 5.56% while the holding company reached 44.31%. On other hand, holding by an 

individual other than the holding company is 21.73%. These conditions do not differ with 2004 and 2005, where 
and in 2006 and 2007, holding company controls 

making of companies in 
Indonesia is still dominated by holding company. In other words, the role of individual investors is still t oo 

. (2000) and Husnan (2001) which states that 
shareholders protection (controlling and minority shareholder), management and creditors can be done through 
the mechanism from outside, ie various regulations that explain relation between shareholders, managers, 
creditors, government and other shareholder and mechanisms of various mechanism directly or indirectly 

w that corporate governance has proxy with a variety of sizes, such as: corporate 
performance (ROE), proportion of stock and proportion of council director’s ownership, board of 

ia, as in Mediastuti and Machfoedz 
(2003) where board is characterized as the board of directors in management while foreign researcher as 

. (1995) referred to board of directors not in group of management board, but the board of 

Previous studies correlate CG with funding policies. Jensen (1986) states that company debt is one 
mechanism to unite the interests of shareholders and manager debt status provide signals about the company's 

ancial condition to meet obligations. Durnev and Kim (2003) found a positive relation between CG practice 
. (2003) proved that leverage and CG has a 

vestment policy very closely related to existence of investment 
opportunities (growth companies) (Durnev and Kim (2003). It suggest that for more lucrative investment 
opportunities, return on investment of shareholders will be greater than when doing discretion on company 
resources. Thus they will implement more qualified corporate governance practices. Many researches also link 
the corporate governance and earnings management. Davidson and Dadalt (2003), Beasley (1996), Siallagan 

that corporate governance is able to protect shareholders from earnings management. 
It also show corporate governance can improve the effectiveness of company performance. 
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Investment decisions are motivated by research of Myers (1984). Myers and Majluf (1984) states that 
manager will choose the investment spending that maximizes current shareholder wealth without considering 
the interests of companies concerned. The statement is usually called the pecking order hypothesis, while the 
managerial hypothesis shows the otherwise. Based on these arguments, it can be said that policy of investment 
spending can lead investors to do earning management. 

Investment policy is measured by return on investment and return on investment on fixed assets. This 
measurement refers to study of Vogt (1994); Kaplan and Zingales, 1997; Clearly 1999; and Hermeinditi 2004). 
The analysis finds that indicator of ratio between net profit and net fixed assets are an indicator that more 
reflects the investment decisions. This means that investment decisions made on banking industry in IDX more 
affected by fixed asset investment. Description of study variables showed that average ratio between net profit 
and total assets is 11.58% while the average ratio of net income to net fixed assets is 9.48%. Although the 
average ratio of net income to total net assets is lower, but the difference between the maximum and minimum 
value ratio of net income to net fixed assets of less that 2.34% compared to difference in value between the 
maximum and minimum ratio of net income to total assets of 8.71%. This means that ratio of net income to net 
fixed assets indicates a low deviation so it becomes best indicator to reflects the many investment decisions. 

Funding decision is measured by ratio between total debts to total assets. The use of a single indicator to 
remember that concept of leverage in banking industry the funding sources are more dominated by third-party 
funds, debt financing during 2000-2012 reached 91%. 

Leverage is based on previous research of DeFond and Jiambalvo (1994), De Angelo et al. (1994), Chau 
and Lee (1999), and Gul et al., (2003). They proved that leverage positively affect on activity choice of top 
managers that increase profitability. This result is also supported by Sweeney (1994) stated that earnings 
management is often done when companies face pressure from creditors by changing its accounting methods. 
Research in Indonesia by Herman (1997), Yulianto (2000), Gofar (2001) proved that leverage do not effect on 
earnings management practices. Adversely, Utari (2001), Fanani (2006) found evidence that companies with 
high debt levels tend to manage earnings. 

Company’s size is measured by total assets of company. The company with large total assets has reached a 
stage of maturity. At this stage the company has a positive cash flow and is considered to have good prospects in 
a relatively long period of time, but it also reflects that company is relatively more stable and more capable to 
generate profit than companies with small liabilities (Ang and McConnell (1982); Gaver and Gaver (1993), 
Ross and Jaffe (1999; 409); Crutchley and Hansen (1989), Mahadwartha and Hartono (2002) and Mardiyah 
(2005)). Company size is measured by log total assets. This means that greater company size will have negative 
effect on earnings management. 

IOS is based on previous research Skinner (1993), Gul et al. (2003) and Nuswantara (2004) which proves 
that high investment level opportunity set (IOS) will motivate managers to do earning management. Related to 
financing policy, Defond and Jiambalvo (1994), Chau and Lee (1999), Gul et al. (2003), Fanani (2006) found 
evidence that there is a positive relationship between leverage and earnings management. Above studies show 
that IOS can be used as a mediating variable. In other words, IOS affect the relationship between leverage and 
earnings management. Higher IOS it will have an impact to positive relationship between funding policy and 
earnings management. 

Last studies link the investment opportunities and investment policies. Pecking order hypothesis of Lang 
and Litzenberg (1989), Skinner (1993), Howe and Vogts (1996), Jones (1999), Szewczyk et al. (1996), Chen 
and Ho (2000) state that company investment with a high level of IOS will be responded positively by market 
than company investment with low levels of IOS that will be responded negatively by market when the 
company announced investment expenditure. 

One method to evaluate the opportunistic behavior of managers in utilizing the authority to choose the 
method of accounting and accounting policies is the size of accrual discretionary. Subramanyam (1996) says 
that total accrual is defined as the difference between earnings before extraordinary items and net cash flow 
from operating activities. 

The hypothesis of this research is focused on manager’s opportunistic behavior that is focused on accruals 
management. This research is based on model of Jones (1991) who introduced the model to separate 
discretionary accruals (abnormal accrual rate) from accruals non discretionary (reasonable/normal accrual rate). 
In this study, accrual non discretionary is proxied by the accrual estimation model from Jones (1991). Earnings 
management behavior can be evaluated in two ways. First, by looking at choice of accounting method by 
manager (Sweeney, 1994). Second, by looking at management of accruals (models Healy, 1985, Jones, 1991 
and Sook, 1998). Healy Model does not separate the value of discretionary accruals with non-discretionary 
accruals. Therefore, this study uses Jones to evaluate the level of discretionary accruals. 

 
Conclusion and recommendation: 

This study examines the determinants of Earnings Management. Based on analysis and discussion of results 
the conclusion can be stated below.  
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1. These results indicate that corporate governance has significant effect on investment growth. This 
means that relationship between corporate governance is negative to investment growth. Therefore, stronger 
corporate governance makes company's investment growth may lower. 

2. Corporate governance has a significant effect on earnings management. Path coefficient is negative. It 
means that relationship between corporate governance and earnings management is negative. Thus, stronger 
corporate governance may decrease earning management of. 

3. Funding decisions have a significant effect on investment growth. Path coefficient is negative. It means 
that relationship between corporate financing decisions and investment growth is negative. Therefore, more debt 
makes company's investment growth lower. 

4. Funding Decisions has significant effect on earnings management. Funding decisions is opposite to 
management company earnings. Therefore, higher company's debt will decrease the earning management 
growth. 

5. Investment Decision has significant effect on investment growth. Therefore, higher investment result 
may decrease company's investment growth. 

6. Investment decisions have a significant effect on earnings management. Therefore, higher company's 
investment result may increase earning management.  

7. Company Size has significant effect on investment opportunities. Therefore, larger company may 
increase investment growth. 

8. Company size has a significant effect on earnings management. Therefore, larger company may has 
stronger earnings management. 

9. Empirical evidence can accept the hypothesis (H9) that investment growth significantly affects on 
earnings management. Path coefficient is positive. It means that relationship between the earnings management 
growth and company investment is unidirectional. Therefore, greater the return on investment may increase 
earning management  

Based on findings the determinants of earnings management, some recommendations can be suggested 
below. 

1. Further studies on Earnings Management should measure the proportion of shares held by institutions 
and blockholder ownership. Although this measure is widely used, but in relation to earnings management, 
measurement through frequency of meetings between the board of directors and directors is more likely to be 
used when data is available. 

2. In addition to investment decisions and funding decisions, an important strategic decision is the 
dividends decision. This variable is common proxy for dividend yield, but most of banks listed on Indonesia 
stock exchanges do not continuously distribute dividends. 

3. Investment growth does not become a mediating variable. It means that although the theoretical 
arguments and empirical logic explain the role of mediation, more studies are need to be done for manager's 
behavior. 
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