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ABSTRACT

This research aims to see how good corporate governance affects profit management. The audit committee (X1),
independent commissioners (X2), institutional ownership (X3), and managerial ownership (X4) are the dependent
variables, whereas the audit committee (X1), independent commissioners (X2), institutional ownership (X3), and
managerial ownership (X4) are the independent factors (X4). Using a deliberate sampling technique, the
population in this research is banking enterprises listed on the Indonesia Stock Exchange (IDX) from 2016 to 2020.
The study employs basic assumption tests such as normality, multicollinearity, autocorrelation, and
heteroscedasticity, as well as multiple linear regression analysis.

Keywords: Good Corporate Governance, Earnings Management, audit committee, independent board
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1. INTRODUCTION

Not only did the Covid-19 pandemic have a
negative impact, but it also posed a threat to the health
sector. The Covid-19 pandemic also had an economic
impact. It substantially impacts the organization’s
financial state because it is a driving sector. In the
thick of a pandemic, we are working to improve the
company’s financial situation.

The income statement and balance sheet are
financial papers used to evaluate a company’s
financial health [1]. Third parties can utilize financial
statements to get insight into a business’s financial
health and performance. The data relates to a
business’s financial situation, performance, and
changes in financial position, and it may be used to aid
a wide variety of individuals in making financial
choices. [2].

Profit is an essential component of the financial
statements to assess management success. For
evaluating management’s performance or
accomplishments, earnings data is critical. Apart from
earnings information, investors and other interested
parties utilize the rate of return and success indicators
to measure the efficiency of using funds incorporated
in the company [3].

Because of the information asymmetry from the
internal party, investors should pay more excellent pay
close attention to earnings data as a gauge of business
performance [4]. It will provide managers with an
incentive to alter earnings data to display profits;
earnings management is a method of maximizing
profits [5]. One of the aspects that could affect the
company’s earnings management plan is solid
corporate governance [6].

The Cadbury Committee, in its report known as
the Cadbury Report, coined the term “good corporate
governance” in 1992. The Cadbury Committee
defines corporate governance as “directly controlling
a firm to achieve a balance of power and authority in
terms of shareholder and stakeholder accountability

[71.

Corporate governance is required to regulate the
behavior of company executives so that they do not act
solely for their gain. Corporate governance aims to
balance the interests of firm owners and executives.
The idea of implementation indicators has been around
for quite some time. Corporate governance is
exhibited by auditors, audit committees, management,
ownership of institutional, and the independent
commissioners-to-management ratio [8].
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1.1. Research Problem Formulation

Because reported figures do not reflect actual
situations, earnings management is one of the reasons
financial statements may lose their credibility. One of
the issues that could influence earnings management
methods, according to some academics, is a lack of
well-implemented corporate governance. The conduct
of managers who do earnings management can be
reduced by establishing solid corporate governance

[9].
1.2. Research Objectives

1) A study is being carried out to see how

managerial  ownership  affects  earnings
management.

2) Institutional ownership’s effect on earnings
management

3) Examining how the independent commission
affects profit management.

4) Examining the Independent Audit Committee’s
impact on profit management.

2. LITERATURE REVIEW

2.1. Financial statements

Financial statements record a business’s current
assets, liabilities, and capital. Financial statements are
intended to demonstrate a company’s financial
condition, performance, and changes in financial
position. This financial report is beneficial in making
selections for interested persons [10].

Investors can assess, quantify, and monitor the
amount to which agents seek to enhance their well-
being using financial data provided by agents and
create a framework for compensating agents based on
performance [11].

2.2. Agency Theory

The origins of agency theory may be traced back
to a conflict of interest caused by a mismatch of aims
between the principal and the agent [12].

2.3. Earnings Management

Earnings management is a manipulation carried
out by managers on accounting variables in financial
statements to achieve specific goals related to earnings
reporting [13].

According to [14], Earnings Management
Strategy can be done with several patterns consisting
of:

a) Take a bath. The company’s organizational
troubles or  restructuring  will  cause
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management to record losses at this time in
order to show profits afterward.

b) Income minimization. Companies choose this
pattern in a period of high profitability or when
trying to protect themselves from foreign
competition by reducing profits for specific
purposes, for example, avoiding taxing too
much.

¢) Income maximization. This pattern increases
profits for specific purposes, such as getting
bonuses and avoiding debt contract violations.

d) Income smoothing. To make the company’s
profits appear consistent, the firm uses
dropping and increasing profits.

2.4. Good Corporate Governance

Corporate governance is a term that refers to the
set of rules that control how owners, creditors, the
governance, employees, managers, and other internal
and external stakeholders interact, as well as the
framework that leads and governs the organization to
maximize shareholder value [15].

The four pillars of sound corporate governance
examined in this study were audit committees,
management, ownership of institutional, and
independent commissioners-to-management  ratio.
The Board of Directors, the Commissioners’ Board,
committees, and work units compose the company’s
corporate governance structure. In essence, it is a form
of community-based government.

a) Institutional ownership refers to the ownership of
businesses by institutional investors, including
insurance companies, financial institutions (banks,
financial corporations, credit), pension funds,
investment banking, and other businesses in this
category. Because institutional ownership supports
more suitable growth in supervision, it has a
substantial impact on monitoring management.
However, institutional ownership’s power as a
supervisory agency is limited due to their
significant capital market investments [16].

b) An Independent Commissioner is someone who
is not influenced in any way. According to the
National Committee on Policies and Governance
(2012), the following are typical examples:
Independent commissioners are members of the
board of commissioners who are not affiliated with
management. The controlling shareholders and
other members of the board of commissioners have
no business or other relationships that would
preclude them from acting entirely independently
and in the firm’s best interests [17]. Independent
commissioner involvement is necessary because
transactions frequently involve conflicts of interest
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that jeopardize the interests of public shareholders
and other stakeholders.

According to FSAR No 55/POJK.03/2016
According to Article 24 of the Implementation of
Governance for Commercial Banks, independent
commissioners shall comprise at least 50% of the
entire membership of the commissioner’s board.
[18].

¢) Managerial ownership refers to the percentage of
a company’s shares owned by management; in this
situation, management refers to the company’s
management (directors, managers, and employees)
[19]. Managerial ownership has proven to be an
effective mechanism for reducing managers’
agency problems by aligning managers’ interests
with shareholders so that managers do not
manipulate earnings to benefit themselves. [20].

d) To ensure the accuracy of management’s
financial reporting, an audit committee must be
formed. An audit committee is a group of
persons overseeing the audit. According to the
Financial = Authority’s  Circular  Letter
16/SEOJK.05/2014, insurance companies must
keep a Digital Repository of 25 audit
committees and a risk monitoring committee of
at least three persons. Consequently, the
researcher incorporated the audit committee in the
corporate governance guidelines [21].

2.5. Thinking Framework

Figure 1. Framework Research

The committee of audit, board of independent
commissioners, ownership of institutional, and
ownership of management were all used in this study,
as described by the theoretical foundation and prior
research. Earnings Management is expected to be
changed. The following is the shape of the Thinking
frame image:

2.6. Hypothesis

Using the theoretical framework outlined above,
the author attempts to reach the following conclusion
on the research hypothesis:
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H1: Managerial ownership has a (+) effect on
earnings management.

H2: Institutional ownership has a (+) effect on
earnings management.

H3: Independent commissioners have a (+) effect
on profit management.

H4: An independent audit committee has a (+)
effect on earnings management.

3. RESEARCH METHOD

The dependent variable and the independent
variable were the variables in this investigation. The
audit committee is the dependent variable (X1),
independent  commissioners  (X2), institution
ownership (X3), and managerial ownership (X4),
whereas the independent variables are a committee of
audit (X1), commissioners of independent (X2,
ownership of institutional (X3), and ownership of
managerial (X4).

3.1. Dependent Variables

Earnings management is the dependent variable,
an action made by specified individuals, usually firm
management, to manage profits for specific purposes
and objectives. The Modified Jones Model is
employed to determine earnings management in this
study.

Because controlling revenue is more accessible
than managing revenue through discretionary revenue
recognition on credit sales, the Jones model implies
that any changes in credit sales throughout the event
period are ascribed to earnings management. There is
an option for a cash sale [22]. The goal of applying
management discretion to income is to prevent the risk
of miscalculating discretionary accruals using the
Jones Model premise [23].

1) Using the following formula to calculate total
accrual (TAC), which is net income minus
operating cash flow in year t:

TAC = Nlit — CFOit (1)
Furthermore, The total accrual (TA) is estimated
as follows using Ordinary Least Squares:

TAit Revit ) ( PPEit )

1
Ait—l=31+<Ait—1)+ﬁ2(Ait—1 NGV
+ ¢ 2)

2) Nondiscretionary accruals (NDA) are calculated
using the same regression coefficient as in the
previous formula:

NDAit = 81 + 1 + 52 Revit Recit
=B+ G T P2 T ~ a1
3 ( PPEit 3 )

Ait — 1 ®
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3) Finally, as a gauge of earnings management, the
following approach is employed to determine
discretionary accruals (DA):

1TAit
Ait —1

DAit = ( ) — ND4it  (4)

3.2. Independent Variables

The measurement of four independent variables
[10] is as follows:

1) Audit Committee (X1)

Share. The audit committee’s role is to oversee
management (agents) to ensure they do not engage in
self-serving behavior; hence the audit committee must
ensure higher quality financial reporting for
shareholders. The audit committee is evaluated in this
study in the following ways:

Audit Committee = Z Audit Committee member )

2) Independent Board of Commissioners
(X2)

Independent commissioners are determined
using a ratio scale that considers that the percentage of
the commissioner’s board is not corporate employees
across all board sizes. The following is the formula for
computing these variables:

Independent Board of Commissioners

DKI =
Total Board of Commissioners ®

3) Institutional Ownership (X3)

By using the percentage indicator of the number
of institutional ownership shares of all outstanding
share capital with the following formula, institutional
ownership is referred to as a sophisticated investor
because it has a great deal of knowledge and
experience in investing in a company, making it
difficult to be fooled by management actions:

Kl Numbe of institutional shares

Q)

Total Shares outstanding

4) Managerial Ownership (X4)

The corporation in question, as well as its
affiliates. Shares owned by management or
subsidiaries are referred to as managerial ownership.
A ratio scale is used to quantify management
ownership variables; the formula for measuring these
variables is as follows:

Numbe of managerial sharesi
KM =

®)

Total Shares outstanding
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3.3. Population and Sample

For the 2016-2020 time frame, the sample is a
bank listed on the BEI (Indonesian Stock Exchange)
(including those whose shares are fixed, their shares
have just been included in the calculation of the IDX
and their shares are out of the IDX). The company
publishes an annual report for 2016-2020 and has data
on corporate governance. A positive discretionary
accruals value in 2016-2020 or companies with a
negative DA value is not used.

3.4. Analysis Method

This study’s data analysis procedures Multiple
linear regression is a technique for determining how
each independent variable affects the dependent
variable:

DA= 0+1KA+2DKI+3KI+4KM+r

Description:
e DA = Discretionary Accruals
e C = Constant’
e KA = Audit Committee
e DKI = Commissioners of Independent
Board
o Ki = Ownership of Institutional
e KM =Ownership of Managerial
e 1...3 =Coefficient X1.....X3
o I = Error
The classical assumption tests were then

performed, which included the normality test using
graphical analysis and the Kolmogorov-Smirnov (KS)
statistical test, the multicollinearity test (where no
multicollinearity was found if VIF 10 and the tolerance
value was > 0.1), heteroscedasticity test using the
Glejser test, and autocorrelation test using the Durbin-
Waston test.

The simultaneous test (F) is then used to see if
the multiple linear regression model can predict profits
management’s dependent variable. If the significance
threshold is more than 0.05, the regression model
cannot forecast profit. If the partial test’s significance
level is more significant than 0.05, the independent
variable does not influence the dependent variable.
The coefficient of determination measures how well
one independent variable explains another. There is a
simultaneous determination coefficient (R2) as well as
a partial determination coefficient (R?) in this study
(R?).

4. EXPECTED RESULTS

The goal of the research plan is to investigate
how healthy banking businesses implement good
corporate governance in order to minimize earnings
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manipulation.  Audit committees, independent
commissioners, institutional  ownership, and

management ownership are all markers of effective
corporate governance that the supervisory body, OJK,
monitors (Financial Services Authority).
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