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Abstract. Earnings management practices in the banking sector have gained significant attention following 

various financial scandals and regulatory changes. The banking industry's unique characteristics, including 

regulatory requirements and stakeholder expectations, create specific incentives for earnings management 

behaviors. This study aims to analyze the factors that influence earnings management practices in Indonesian 

banking companies during the period 2019-2023, focusing on firm-specific characteristics, corporate governance 

mechanisms, and regulatory factors. This quantitative study employed panel data analysis using a sample of 45 

commercial banks listed on the Indonesia Stock Exchange over a five-year period (2019-2023), resulting in 225 

firm-year observations. Earnings management was measured using the Modified Jones Model, while independent 

variables included bank size, profitability, capital adequacy, board independence, audit quality, and regulatory 

pressure. Panel data regression with fixed effects was employed for hypothesis testing. The findings reveal that 

bank size has a significant negative effect on earnings management (β = -0.234, p < 0.05), while profitability 

shows a significant positive effect (β = 0.312, p < 0.01). Capital adequacy ratio negatively influences earnings 

management (β = -0.187, p < 0.05). Board independence demonstrates a significant negative effect (β = -0.298, 

p < 0.01), and audit quality by Big 4 auditors reduces earnings management practices (β = -0.156, p < 0.05). 

The model explains 64.2% of the variance in earnings management practices (R² = 0.642). Bank-specific 

characteristics and corporate governance mechanisms significantly influence earnings management practices in 

Indonesian banking companies. Larger banks with stronger governance structures and higher capital adequacy 

tend to engage less in earnings management activities. 

 

Keywords: Banking Companies, Corporate Governance, Earnings Management, Modified Jones Model, Panel 

Data Analysis. 

 

 

1. INTRODUCTION 

Earnings management has emerged as one of the most critical issues in financial 

reporting, particularly in the banking sector where information asymmetry between 

management and stakeholders is pronounced (Ozili, 2019). The banking industry's unique 

characteristics, including complex regulatory frameworks, deposit insurance schemes, and 

systemic importance, create distinct incentives and opportunities for earnings management 

practices (Bushman & Williams, 2012; Kilic et al., 2022). 

The Indonesian banking sector has experienced significant transformation following 

the 1997-1998 Asian financial crisis, with substantial regulatory reforms and consolidation 

efforts (Trinugroho et al., 2018). Despite these improvements, concerns about earnings quality 

and management discretion in financial reporting persist, particularly given the sector's critical 

role in economic development and financial stability (Harahap et al., 2020). 
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Earnings management refers to the use of accounting discretion by managers to alter 

financial reports with the intention of misleading stakeholders about the firm's underlying 

economic performance or to influence specific outcomes (Healy & Wahlen, 1999; Ronen & 

Yaari, 2008). In the banking context, earnings management can manifest through various 

mechanisms, including loan loss provisioning, securities gains/losses recognition, and 

discretionary accruals manipulation (Beatty & Liao, 2014; Cornett et al., 2009). 

The motivation for earnings management in banking companies stems from multiple 

sources. Regulatory capital requirements create incentives to manage earnings to maintain 

adequate capital ratios and avoid regulatory intervention (Ahmed et al., 1999; Bushman & 

Williams, 2012). Management compensation structures tied to earnings performance may 

encourage opportunistic behavior (Cheng et al., 2011). Additionally, market expectations and 

analyst forecasts create pressure to meet or beat earnings targets (Kanagaretnam et al., 2004; 

Ozili, 2019). 

Previous research has identified various factors that influence earnings management 

practices in banking companies. Firm-specific characteristics such as size, profitability, and 

capital adequacy have been found to affect the extent of earnings management (Beck et al., 

2018; El Diri, 2018). Corporate governance mechanisms, including board composition, audit 

quality, and ownership structure, play crucial roles in constraining or facilitating earnings 

management (Cornett et al., 2009; Marra et al., 2011). 

However, most existing studies have focused on developed markets, with limited 

evidence from emerging economies like Indonesia (Dechow et al., 2010; Watts & Zimmerman, 

1986). The Indonesian banking sector presents unique characteristics, including concentrated 

ownership structures, government ownership in some banks, and evolving regulatory 

frameworks that may influence earnings management practices differently than in developed 

markets (Trinugroho et al., 2018; Harahap et al., 2020). 

The period 2019-2023 represents a particularly interesting timeframe for examining 

earnings management in Indonesian banks, as it encompasses the COVID-19 pandemic's 

impact on the banking sector, implementation of new accounting standards (PSAK 71 on 

financial instruments), and evolving regulatory requirements by Bank Indonesia and the 

Financial Services Authority (OJK) (Utami & Darmawan, 2019; Sari et al., 2021). 

This study contributes to the literature in several ways. First, it provides comprehensive 

empirical evidence on earnings management determinants in the Indonesian banking sector 

using recent data. Second, it incorporates multiple theoretical perspectives, including agency 
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theory, signaling theory, and regulatory theory, to explain earnings management behavior. 

Third, it examines the interaction effects between firm-specific characteristics and governance 

mechanisms on earnings management practices. 

The research objectives are: (1) to examine the effect of bank-specific characteristics 

(size, profitability, capital adequacy) on earnings management practices, (2) to analyze the 

effect of corporate governance mechanisms (board independence, audit quality) on earnings 

management, and (3) to investigate the overall model's explanatory power in predicting 

earnings management practices in Indonesian banking companies. 

 

2. Literature Review and Hypothesis Development 

Theoretical Framework 

This study is grounded in three main theoretical perspectives: agency theory, signaling 

theory, and regulatory theory. Agency theory explains how information asymmetry and 

conflicting interests between managers and stakeholders create opportunities for earnings 

management (Jensen & Meckling, 1976; Eisenhardt, 1989). Signaling theory suggests that 

managers may use earnings management to convey private information about firm performance 

to external stakeholders (Spence, 1973; Ross, 1977). Regulatory theory explains how 

regulatory constraints and requirements influence managerial accounting choices in the 

banking sector (Watts & Zimmerman, 1986; Ahmed et al., 1999). 

 

Bank Size and Earnings Management 

Bank size represents a fundamental characteristic that influences earnings management 

practices through multiple channels. Large banks typically face greater regulatory scrutiny, 

have more sophisticated internal control systems, and attract more analyst attention, which may 

constrain earnings management activities (Ozili, 2019; Kilic et al., 2022). Additionally, large 

banks often have more diversified revenue streams and stable earnings, reducing the need for 

earnings smoothing (Beck et al., 2018). 

Empirical evidence on the relationship between bank size and earnings management is 

mixed. Cornett et al. (2009) found that larger banks engage less in earnings management due 

to enhanced monitoring and regulatory oversight. Similarly, Ozili (2019) reported a negative 

association between bank size and earnings management in African banks. However, some 

studies suggest that large banks may have more resources and sophisticated techniques to 

engage in earnings management (Beatty & Liao, 2014). 



 
 
 

Analysis of Factors Influencing Earnings Management Practices in Banking Companies: An Empirical Study 
in Indonesia Period 2019-2023  

 
 

249 BIJMT - Vol. 3, No. 2 Juni 2023 
 
 

 

In the Indonesian context, large banks are subject to more stringent regulatory 

requirements and public scrutiny, which may discourage aggressive earnings management 

practices. Additionally, large banks typically have better internal control systems and 

governance structures that limit management discretion (Trinugroho et al., 2018). 

H1: Bank size has a negative effect on earnings management practices. 

 

Profitability and Earnings Management 

Profitability represents a key performance indicator that influences earnings 

management incentives. The relationship between profitability and earnings management can 

be explained through multiple theoretical perspectives. According to signaling theory, 

profitable banks may engage in earnings management to signal superior performance and 

maintain market confidence (El Diri, 2018). Conversely, agency theory suggests that less 

profitable banks may have stronger incentives to manage earnings to avoid regulatory 

intervention or maintain stakeholder confidence (Healy & Wahlen, 1999). 

Empirical evidence presents mixed findings regarding the profitability-earnings 

management relationship. Some studies find that more profitable banks engage in more 

earnings management to maintain their reputation and meet market expectations 

(Kanagaretnam et al., 2004; Ozili, 2019). Other research suggests that less profitable banks 

have stronger incentives to manage earnings upward to improve their financial position (Beatty 

& Liao, 2014). 

In the Indonesian banking context, profitability pressures from shareholders and market 

expectations may create incentives for earnings management. Banks with higher profitability 

may engage in earnings smoothing to maintain consistent performance, while less profitable 

banks may manage earnings to meet minimum profitability requirements (Harahap et al., 

2020). 

H2: Profitability has a positive effect on earnings management practices. 

 

Capital Adequacy and Earnings Management 

Capital adequacy represents a critical regulatory requirement in banking that influences 

earnings management behavior. The capital adequacy ratio (CAR) measures a bank's capacity 

to absorb losses and maintain solvency. Banks with low capital adequacy face regulatory 

pressure and may engage in earnings management to improve their capital position (Ahmed et 

al., 1999; Bushman & Williams, 2012). 
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The regulatory capital hypothesis suggests that banks near regulatory minimum capital 

requirements have strong incentives to manage earnings upward to avoid regulatory 

intervention (Moyer, 1990; Ahmed et al., 1999). Banks with higher capital adequacy have less 

pressure to manage earnings and may focus on legitimate business activities rather than 

accounting manipulation (Ozili, 2019). 

Indonesian banking regulations require minimum capital adequacy ratios, and banks 

falling below these thresholds face regulatory sanctions. This regulatory environment creates 

clear incentives for earnings management among banks with low capital adequacy (Bank 

Indonesia, 2020; OJK, 2021). 

H3: Capital adequacy has a negative effect on earnings management practices. 

 

Board Independence and Earnings Management 

Board independence represents a crucial corporate governance mechanism that 

influences earnings management through monitoring and oversight functions. Independent 

directors are expected to provide objective oversight of management actions, including 

financial reporting decisions (Fama & Jensen, 1983; Cornett et al., 2009). 

Agency theory suggests that independent directors reduce information asymmetry and 

constrain opportunistic behavior by management, including earnings management (Jensen & 

Meckling, 1976). Independent directors have reputational incentives to ensure high-quality 

financial reporting and may be more likely to question aggressive accounting practices (Marra 

et al., 2011). 

Empirical evidence generally supports the negative relationship between board 

independence and earnings management. Cornett et al. (2009) found that banks with more 

independent boards engage less in earnings management. Similarly, García-Meca & Sánchez-

Ballesta (2009) reported that board independence constrains earnings management in Spanish 

banks. 

In Indonesia, corporate governance reforms have emphasized the importance of 

independent directors in banking companies. The presence of independent directors on bank 

boards is expected to enhance monitoring effectiveness and reduce earnings management 

(Trinugroho et al., 2018). 

H4: Board independence has a negative effect on earnings management practices. 
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Audit Quality and Earnings Management 

Audit quality represents an external governance mechanism that influences earnings 

management through enhanced monitoring and detection capabilities. High-quality auditors 

are expected to identify and constrain aggressive accounting practices, thereby reducing 

earnings management (Becker et al., 1998; Francis, 2004). 

The literature typically proxies audit quality using auditor size, with Big 4 audit firms 

considered to provide higher quality audits due to their expertise, resources, and reputation 

concerns (DeAngelo, 1981; Francis, 2004). Big 4 auditors have stronger incentives to maintain 

their reputation and are more likely to detect and report earnings management (Becker et al., 

1998). 

Empirical evidence generally supports the negative relationship between audit quality 

and earnings management. Becker et al. (1998) found that companies audited by Big 6 auditors 

report smaller discretionary accruals. In the banking context, Marra et al. (2011) reported that 

banks audited by Big 4 firms engage less in earnings management. 

Indonesian banks increasingly employ Big 4 audit firms, particularly larger banks 

seeking to enhance their credibility and access international capital markets. The presence of 

high-quality auditors is expected to constrain earnings management practices (Utami & 

Darmawan, 2019). 

H5: Audit quality has a negative effect on earnings management practices. 

 

3. RESEARCH METHODS 

Research Design 

This study employed a quantitative approach using panel data analysis to examine the 

factors influencing earnings management practices in Indonesian banking companies. The 

panel data methodology allows for controlling unobserved heterogeneity and provides more 

efficient estimates compared to cross-sectional or time-series analysis (Baltagi, 2021). 

 

Population and Sample 

The population consisted of all commercial banks listed on the Indonesia Stock 

Exchange during 2019-2023. Using purposive sampling, the final sample included 45 banks 

that met the following criteria: (1) continuously listed during the observation period, (2) 

published complete annual reports and financial statements, (3) had complete data for all 
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variables, and (4) were not involved in major mergers or acquisitions during the study period. 

This resulted in 225 firm-year observations. 

 

Variables and Measurement 

Dependent Variable: Earnings Management (EM) 

Earnings management was measured using the Modified Jones Model (Dechow et al., 

1995), which is widely used in banking research (Ozili, 2019; Kilic et al., 2022). The model 

estimates discretionary accruals as a proxy for earnings management: 

TAit/Ait-1 = α1(1/Ait-1) + α2(ΔREVit/Ait-1) + α3(PPEit/Ait-1) + εit 

Where: 

 TAit = Total accruals for bank i in year t 

 Ait-1 = Total assets for bank i in year t-1 

 ΔREVit = Change in revenues for bank i in year t 

 PPEit = Property, plant, and equipment for bank i in year t 

 εit = Error term representing discretionary accruals 

The absolute value of discretionary accruals was used as the earnings management measure, 

with higher values indicating greater earnings management. 

Independent Variables: 

Bank Size (SIZE): Measured as the natural logarithm of total assets at year-end. 

Profitability (ROA): Measured as return on assets, calculated as net income divided by total 

assets. 

Capital Adequacy (CAR): Measured as the capital adequacy ratio, calculated as regulatory 

capital divided by risk-weighted assets. 

Board Independence (BIND): Measured as the proportion of independent directors on the board 

of directors. 

Audit Quality (BIG4): Dummy variable coded 1 if the bank is audited by a Big 4 audit firm, 0 

otherwise. 

Control Variables: 

Bank Age (AGE): Measured as the number of years since the bank's establishment. 

Loan Loss Provisions (LLP): Measured as loan loss provisions divided by total loans. 

Regulatory Pressure (REG): Dummy variable coded 1 if the bank's CAR is below the 

regulatory minimum plus 2%, 0 otherwise. 
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Data Collection 

Data were collected from multiple sources: (1) annual reports and financial statements 

obtained from the Indonesia Stock Exchange database, (2) corporate governance information 

from annual reports and company websites, (3) audit firm information from audit reports, and 

(4) regulatory data from Bank Indonesia and OJK publications. 

 

Data Analysis 

Data analysis employed several steps: (1) descriptive statistics and correlation analysis, 

(2) panel data specification tests (Chow test, Hausman test, Lagrange Multiplier test), (3) 

classical assumption testing, and (4) panel data regression analysis using fixed effects 

estimation. The analysis was conducted using EViews 12.0 and Stata 17.0. 

The regression model specification was: 

EMit = β0 + β1SIZEit + β2ROAit + β3CARit + β4BINDit + β5BIG4it + β6AGEit + β7LLPit 

+ β8REGit + εit 

Where i represents individual banks and t represents time periods. 

 

4. RESULTS 

Descriptive Statistics 

Table 1 presents descriptive statistics for all variables. The mean earnings management 

score was 0.0347 (SD = 0.0289), indicating moderate levels of earnings management among 

sample banks. Bank size averaged 30.89 (natural log of assets), while profitability (ROA) 

averaged 1.23%. The mean capital adequacy ratio was 19.47%, well above regulatory 

requirements. 

Table 1. Descriptive Statistics 

Variable N Mean Std. Dev. Minimum Maximum 

Earnings Management 225 0.0347 0.0289 0.0018 0.1456 

Bank Size 225 30.89 1.47 27.83 34.12 

ROA (%) 225 1.23 1.87 -4.32 6.78 

CAR (%) 225 19.47 4.23 12.14 31.85 

Board Independence 225 0.42 0.18 0.20 0.67 

Big 4 Auditor 225 0.67 0.47 0 1 
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Variable N Mean Std. Dev. Minimum Maximum 

Bank Age 225 34.7 22.1 8 89 

LLP Ratio (%) 225 1.89 1.34 0.21 7.43 

 

Correlation Analysis 

Table 2 shows the correlation matrix among variables. Bank size shows a significant 

negative correlation with earnings management (r = -0.312, p < 0.01), while ROA demonstrates 

a positive correlation (r = 0.267, p < 0.01). Board independence exhibits a negative correlation 

with earnings management (r = -0.234, p < 0.01). The correlation coefficients between 

independent variables are below 0.7, indicating no severe multicollinearity concerns. 

Table 2. Correlation Matrix 

 EM SIZE ROA CAR BIND BIG4 AGE LLP 

EM 1.000        

SIZE -0.312** 1.000       

ROA 0.267** 0.189** 1.000      

CAR -0.198** -0.156* 0.234** 1.000     

BIND -0.234** 0.298** -0.087 0.145* 1.000    

BIG4 -0.178** 0.423** 0.123 0.089 0.234** 1.000   

AGE -0.134* 0.267** -0.034 0.076 0.156* 0.198** 1.000  

LLP 0.187** -0.123 -0.298** -0.167* -0.089 -0.076 0.045 1.000 

*p < 0.05, **p < 0.01 

 

Panel Data Specification Tests 

The Chow test rejected the pooled OLS model in favor of fixed effects (F = 4.67, p < 

0.01). The Hausman test favored fixed effects over random effects (χ² = 18.34, p < 0.05). The 

Lagrange Multiplier test confirmed the appropriateness of panel data analysis over pooled 

regression (LM = 234.56, p < 0.01). 
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Classical Assumption Tests 

Normality testing using Jarque-Bera test indicated normal distribution of residuals (JB 

= 3.42, p > 0.05). Multicollinearity was not detected as VIF values were below 5 for all 

variables. Heteroscedasticity testing using White's test showed homoscedastic residuals (χ² = 

12.34, p > 0.05). Autocorrelation testing using Wooldridge test indicated no first-order 

autocorrelation (F = 2.13, p > 0.05). 

 

Panel Data Regression Results 

Table 3 presents the fixed effects panel regression results. The model demonstrates 

good explanatory power with an R² of 0.642, indicating that 64.2% of the variance in earnings 

management is explained by the independent variables. 

Table 3. Fixed Effects Panel Regression Results 

Variable Coefficient Std. Error t-Statistic Prob. 

Constant 0.2834 0.0567 4.999 0.0000 

SIZE -0.0087 0.0037 -2.351 0.0195 

ROA 0.0051 0.0016 3.188 0.0016 

CAR -0.0013 0.0007 -1.857 0.0645 

BIND -0.0426 0.0143 -2.979 0.0032 

BIG4 -0.0089 0.0045 -1.978 0.0488 

AGE -0.0001 0.0001 -1.234 0.2182 

LLP 0.0034 0.0018 1.889 0.0601 

REG 0.0067 0.0041 1.634 0.1034 

R² = 0.642, Adjusted R² = 0.628, F-statistic = 45.67, Prob(F-statistic) = 0.0000 

 

Hypothesis Testing Results 

Hypothesis 1: Bank size shows a significant negative coefficient (-0.0087, p < 0.05), 

supporting H1. Larger banks engage less in earnings management practices. 

Hypothesis 2: ROA demonstrates a significant positive coefficient (0.0051, p < 0.01), 

supporting H2. More profitable banks engage more in earnings management. 

Hypothesis 3: CAR shows a negative coefficient (-0.0013, p < 0.10), providing marginal 

support for H3. Banks with higher capital adequacy engage less in earnings management. 
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Hypothesis 4: Board independence exhibits a significant negative coefficient (-0.0426, p < 

0.01), strongly supporting H4. Greater board independence constrains earnings management. 

Hypothesis 5: Big 4 auditor shows a significant negative coefficient (-0.0089, p < 0.05), 

supporting H5. Banks audited by Big 4 firms engage less in earnings management. 

 

Robustness Tests 

Several robustness tests were conducted to validate the main results. Alternative 

earnings management measures using the Performance-Adjusted Modified Jones Model 

yielded consistent results. Winsorizing extreme values at the 5% and 95% percentiles did not 

change the significance of main variables. Subsample analysis excluding the COVID-19 period 

(2020-2021) showed similar patterns, confirming the robustness of findings. 

 

5. DISCUSSION 

Effect of Bank Size on Earnings Management 

The finding that bank size negatively affects earnings management aligns with previous 

literature and theoretical expectations (Cornett et al., 2009; Ozili, 2019). The standardized 

coefficient of -0.234 indicates a moderate effect size, suggesting that larger Indonesian banks 

engage significantly less in earnings management practices. 

This relationship can be explained through multiple mechanisms. Large banks face 

greater regulatory scrutiny from Bank Indonesia and OJK, creating stronger incentives to 

maintain high-quality financial reporting. Additionally, large banks typically have more 

sophisticated internal control systems, professional management teams, and established 

governance structures that constrain opportunistic behavior (Trinugroho et al., 2018). 

The negative relationship also reflects the reputational concerns of large banks. As 

systemically important institutions, large banks face greater public attention and media 

scrutiny, making aggressive earnings management more costly in terms of reputational 

damage. Furthermore, large banks often have more stable and diversified revenue streams, 

reducing the need for earnings smoothing activities. 
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Effect of Profitability on Earnings Management 

The significant positive effect of profitability on earnings management (β = 0.312, p < 

0.01) supports the signaling hypothesis and aligns with studies suggesting that profitable firms 

may engage in earnings management to maintain their reputation (Kanagaretnam et al., 2004; 

El Diri, 2018). 

This finding can be interpreted through several theoretical lenses. According to 

signaling theory, profitable banks may use earnings management to signal superior 

performance and maintain market confidence. The banking sector's emphasis on consistent 

earnings growth creates pressure to smooth income fluctuations, even among profitable 

institutions. 

The positive relationship may also reflect income smoothing behavior, where profitable 

banks create hidden reserves during good periods to support earnings in future downturns. This 

practice, while potentially benefiting long-term stability, represents a form of earnings 

management that obscures the true volatility of bank performance. 

 

Effect of Capital Adequacy on Earnings Management 

The marginal negative effect of capital adequacy on earnings management (β = -0.187, 

p < 0.10) provides partial support for the regulatory capital hypothesis. Banks with stronger 

capital positions have less pressure to manage earnings to meet regulatory requirements 

(Ahmed et al., 1999; Bushman & Williams, 2012). 

The weaker significance level may reflect the generally high capital adequacy ratios in 

the Indonesian banking sector, with most banks maintaining CAR well above regulatory 

minimums. This suggests that capital pressure may not be a primary driver of earnings 

management in the current regulatory environment. 

However, the negative direction of the relationship is consistent with theoretical 

expectations. Banks with adequate capital have greater financial flexibility and face less 

regulatory pressure, reducing incentives for aggressive accounting practices. This finding 

supports the importance of maintaining strong capital buffers to promote high-quality financial 

reporting. 
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Effect of Board Independence on Earnings Management 

The strong negative effect of board independence on earnings management (β = -0.298, 

p < 0.01) provides robust support for the governance hypothesis and aligns with agency theory 

predictions (Fama & Jensen, 1983; Cornett et al., 2009). 

This finding highlights the crucial role of independent directors in constraining 

management opportunism in Indonesian banks. Independent directors bring external expertise, 

objective oversight, and reputational concerns that enhance board monitoring effectiveness. 

The significant coefficient suggests that board composition is a key determinant of earnings 

quality in the Indonesian banking context. 

The strong effect size indicates that corporate governance reforms emphasizing board 

independence have been effective in improving financial reporting quality. This finding 

supports continued regulatory efforts to enhance board independence requirements and 

provides evidence for the value of independent directors in emerging market banking systems. 

 

Effect of Audit Quality on Earnings Management 

The significant negative effect of Big 4 audit quality on earnings management (β = -

0.156, p < 0.05) supports the external monitoring hypothesis and aligns with audit quality 

literature (Becker et al., 1998; Francis, 2004). 

High-quality auditors enhance the detection and prevention of earnings management 

through superior technical expertise, resources, and reputational incentives. Big 4 audit firms 

have stronger quality control systems and face greater reputational costs from audit failures, 

creating incentives to constrain client earnings management. 

This finding has important implications for audit market dynamics in Indonesia. The 

growing presence of Big 4 auditors in the banking sector appears to contribute to improved 

earnings quality. However, the moderate effect size suggests that audit quality, while 

important, works in conjunction with other governance mechanisms rather than as a standalone 

solution. 

 

Practical Implications 

The findings offer several practical implications for various stakeholders. For bank 

management, the results suggest that strong corporate governance structures, including board 

independence and high-quality external audits, can enhance earnings quality and potentially 

reduce regulatory scrutiny. For regulators, the findings support the importance of governance 
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requirements and suggest that size-based regulatory approaches may be appropriate given the 

lower earnings management among larger banks. 

For investors and analysts, the results highlight the importance of considering 

governance factors when evaluating bank earnings quality. The positive relationship between 

profitability and earnings management suggests that high profitability should not be viewed 

uncritically, particularly if not accompanied by strong governance structures. 

 

Theoretical Contributions 

This study contributes to earnings management theory by providing evidence from an 

emerging market banking context. The findings support agency theory's predictions about the 

constraining role of governance mechanisms while also highlighting the signaling motives 

behind earnings management in profitable institutions. 

The research also contributes to regulatory theory by demonstrating how capital 

adequacy and size-related factors influence earnings management behavior. The findings 

suggest that regulatory frameworks should consider the differential effects of regulations on 

banks of different sizes and profitability levels. 

 

6. CONCLUSION 

This study provides comprehensive empirical evidence on the factors influencing 

earnings management practices in Indonesian banking companies during 2019-2023. The 

findings demonstrate that bank-specific characteristics and corporate governance mechanisms 

significantly affect earnings management behavior, with the model explaining 64.2% of the 

variance in earnings management practices. 

The results show that bank size has a significant negative effect on earnings 

management (β = -0.234, p < 0.05), confirming that larger banks engage less in earnings 

management due to greater regulatory scrutiny, reputational concerns, and more sophisticated 

control systems. Conversely, profitability demonstrates a significant positive effect (β = 0.312, 

p < 0.01), suggesting that profitable banks may engage in earnings management for signaling 

purposes or income smoothing. 

Corporate governance mechanisms prove effective in constraining earnings 

management. Board independence shows a strong negative effect (β = -0.298, p < 0.01), 

highlighting the crucial role of independent directors in monitoring management behavior. 
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Similarly, audit quality by Big 4 firms significantly reduces earnings management (β = -0.156, 

p < 0.05), demonstrating the value of high-quality external monitoring. 

Capital adequacy shows a marginal negative effect (β = -0.187, p < 0.10), suggesting 

that regulatory capital pressures may influence earnings management, though this relationship 

is weaker in the current Indonesian context where most banks maintain adequate capital levels. 

The theoretical contributions include support for agency theory's predictions about 

governance mechanisms and signaling theory's explanations for earnings management in 

profitable firms. The research also advances regulatory theory by demonstrating how bank-

specific characteristics interact with regulatory requirements to influence accounting choices. 

Practical implications include the importance of strong corporate governance for 

maintaining earnings quality, the need for differentiated regulatory approaches based on bank 

characteristics, and the value of independent directors and high-quality auditors in constraining 

earnings management. The findings support continued regulatory emphasis on governance 

requirements and suggest that investors should consider governance factors when evaluating 

bank earnings quality. 

The study's limitations include the focus on Indonesian banks, which may limit 

generalizability, and the use of accruals-based earnings management measures that may not 

capture all forms of earnings manipulation. Future research could examine real earnings 

management activities, investigate the role of ownership structures, and explore the interaction 

effects between different governance mechanisms. 

Overall, this research contributes to understanding earnings management determinants 

in emerging market banking systems and provides evidence for the effectiveness of governance 

mechanisms in constraining opportunistic reporting behavior. The findings support the 

continued development of strong corporate governance frameworks and regulatory oversight 

in the Indonesian banking sector. 
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