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Abstract. This study aims at analyzing the effect of free cash flow, financial distress and
debt policy toward earnings management in Indonesian Banking Sector. The method
used in this research is verification method. The sampling technique used is purposive
sampling which obtained 43 banking companies of 45 banking population in Indonesia,
and the total 215 of data observation. The data analysis technique used is panel data
regression analysis. The results of the study are free cash flow and financial distress has
positive significant effect toward earnings management, while debt policy has a negative
effect toward earnings management
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1 Introduction

Analysis of earnings information is needed by external parties in assessing company
performance. This information is presented in the financial statements which are then used by
stakeholders in making decisions related to the company. This is what makes earnings
information often the target of opportunistic actions by management in fulfilling their
interests. Various efforts are made in managing company profits according to their goals, it is
not uncommon for accounting policies to be exploited to disguise the moral hazard activities
that are carried out. There are several hypotheses related to the manager's motives for taking
earnings management actions or what is more commonly known as earnings management. In
accordance with the positive accounting theory developed by [1], the motives for managers in
conducting earnings management can be in the form of bonus plan hypotheses, debt covenant
hypotheses and political cost hypotheses where all of these motives are adjusted to the goals
the manager wants to achieve. Managers in this case as representatives of management have
more information than external stakeholders. This condition of information asymmetry causes
agency conflicts to emerge, namely from the principal as the owner of the company and
management as the manager of the business.

According to [2], earnings management is an attempt by company managers to intervene
or influence information in financial reports with the aim of tricking stakeholders who want to
know the company's performance and condition. The fundamental reason for the emergence of
earnings management is that the market price of a company's shares is significantly influenced
by earnings, risk and expectations. Therefore, companies whose profits always increase
steadily from time to time will result in increased corporate risk, therefore many companies
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manage their earnings as an effort to reduce risk. The practice of earnings management was
even found in the banking sector in Indonesia, where there are various parties that can be
involved, such as company managers or even internal and external auditors. Several cases that
occurred in Indonesian banking sector are: a financial restatement report of 2015, 2016, 2017,
revisions were made in the delivery of 2016 net profit, which was IDR 183.56 billion from
IDR 1.08 trillion previously reported from (www.cnbcindonesia. com accessed on 11
November 2020).

The case above is an example of the practice of earnings management that occurs in
banking companies in Indonesia which is carried out with a specific motive. The existence of
this condition certainly has a detrimental impact on investors and reduces the integrity of the
company in public. Statement of Financial Accounting Concept (SFAC) No. 2 explains that
the integrity of financial statement information is a condition in which the information in the
financial statements is presented fairly, unbiased and honestly. There are several factors that
can influence the emergence of earnings management practices in companies, including free
cash flow, financial distress, and debt policy.

[3] stated that high free cash flow will provide opportunities for managers in managing
company revenue and profits, but in these conditions it can cause agency problems due to
information asymmetry. High free cash flow can be utilized by company management to
obtain incentives [4]. However, high free cash flow can also be used by companies in
company expansion so that investors will be quite satisfied with the company's performance.
However, if the company's performance is poor, the manager can act opportunistically by
increasing accounting profit and managing income to hide its performance so the profits
would look good in accordance with the bonus plan hypothesis, and vice versa, when the
company is in good performance, management will reduce profits to avoid large taxes [5]. The
results of research by [6] suggest that free cash flow has a significant positive effect on
earnings management.

Financial Distress is a condition in which a company experiences a decline in its financial
condition before the occurrence of bankruptcy or liquidation [7]. When a company is in
financial distress, this will affect significantly on the economy [3]. [8] opine that financial
distress is a condition in which a company experiencing financial difficulties in a situation
where the agreement or contract with creditors is not functioning properly or in a difficult
stage. Thus, the company will experience a recession which then enters the stage of a financial
crisis. When companies are in a financial recession stage, this will allow management to
incentivize earnings management practices [9]. The choice of accounting policy in increasing
or decreasing discretionary accrual income depends on how severe the financial distress
occurs [10]. The emergence of a desire to manage earnings in order to improve performance is
contrary to the wishes of the principal, causing agency problem [3]. The results of [11]
research show that financial distress has a significant positive effect on earnings management.

The company's debt policy is a policy taken by the management in order to obtain a source
of financing (funds) from a third party to finance the company's operational activities [12].
The debt policy proxy in this study uses the Debt to Equity Ratio. Company debt policy is a
policy related to the company's fund structure that funds the company in the long term
consisting of debt and equity (preferred stock and common stock) [13]. The higher the
leverage, the greater the company's debt, so the greater the risk faced by company
management. As a result, these conditions encourage company management to perform
income smoothing in line with the results of [14] in [15]. Likewise, research conducted by
[16] states that high leverage encourages company management to manage earnings. The



results of research by [17] show that debt policy represented by a debt to equity ratio has a
significant positive effect on earnings management.

Based on the case above, it shows that the current practice of earnings management has
spread to various business sectors including the banking industry. Therefore, researchers are
interested in knowing and obtaining empirical evidence about the effect of free cash flow,
financial distress and debt policies on earnings management practices. It is hoped that this will
serve as a reference for the banking industry, especially at the level of supervision and risk
management, to pay more attention to these three aspects to prevent deviant earnings
management practices and harm the company's reputation.

2 Method

This research uses descriptive and verification methods with a quantitative approach. The
research variables consist of free cash flow, financial distress which uses the Almants Z Score
formula, and debt policy as measured by the DER ratio or debt to equity ratio, while the
dependent variable consists of earnings management. The population in this study are bank
sector companies listed on the Indonesia Stock Exchange. With a sample size of 43 banks for
5 years. The data analysis technique used in this study is descriptive and verification analysis
with panel data regression analysis techniques.

3 Result and Discussion

Series: Residuals

Sample 2015 2019
Observations 215

2 Mean -1.01e-18
Median -0.000262

Maximum 0.000887
Minimum -0.001022
Std. Dev. 0.000813
1 Skewness 0.013250
Kurtosis 1.498521

Jarque-Bera  0.469821
Probability 0.790642

-0.001 0.000 0.001

Fig 1. Normality Test Results

Based on the Figure above, it can be seen that the probability value or P value is
0.790642> 0.05. This means that HO is accepted and H1 is rejected or the data used is
normally distributed and in this study the normality test is fulfilled.

Table 2. The Autocorrelation Test Results
Breusch-Godfrey Serial Correlation LM Test:

F-statistic 0.858673 Prob. F(2,213) 0.4305
Obs*R-squared 1.796754  Prob. Chi-Square(2) 0.8912




Based on the table above, it can be seen that the P Value Obs * Square is 0.8912> 0.05, so
HO is accepted, meaning that the data used in this study does not have autocorrelation in the
regression model.

Table 3. Heteroscedasticity test results: Breusch-Pagan-Godfrey

F-statistic 946.2002  Prob. F(213,2) 0.0239
Obs*R-squared 4.998239  Prob. Chi-Square(2) 0.1719

Based on the table above, the p-value of Obs * R-Square is 0.1719> 0.05, then Hy is
accepted. This means that in this study there is no heteroscedasticity.

Table 4. Multicollinearity Test Results

EM FCF FD DP
EM 1 0.347212 0.240675 0.062628
FCF 0.347212 1 0.344145 -0.332681
FD 0.240675 0.344145 1 -0.046834
DP 0.062628 0.332681 -0.046834 1

Source: Output Eviews 9.0

Based on the table above, it can be seen that there are no independent variables whose
coefficient is more than 0.8, so it can be concluded that Multicollinearity in the correlation
coefficient between variables in this study does not occur.

Table 5. Common Effect Estimation Results

Variable Coefficient Std. Error t-Statistic Prob.
C 0.607108 0.004595 1.546991 0.3653
FCF 0.578126 4.857806 5.982910 0.0000
FD 0.408915 0.000309 3.691201 0.0002
DP -0.330936 0.004751 -2.719016 0.0012

Source: Output Eviews 9.0

The results of data processing which uses the regression method for the model Common
Effect is as follows:
Yem = 0.607108 + 0.578126pcF + 0.408915rp- 0.330936pp + &

Table 6. Test Model Fit
F-statistic 23.79983  Prob(F-statistic) 0.000000

Source: Output Eviews 9.0

a. Based on the table above, it can be seen that the calculated F value is 23.79983 with a
significance level of 0.00000. While the F table is 5.65. By using a level (0.05) or 5%,
then Ha is accepted where 0.00000 <0.05. Ha acceptance is evidenced by the calculation
that the value of Fcount > Ftable (0.05) (23.79983> 5.65), so it can be concluded that Free
Cash Flow, Financial Distress and Debt Policy have significant effect on Earnings
Management.

b. Based on the table, the partial test results regarding the influence of the Free Cash Flow
variable on Earnings Management show statistical value tcount of 5.982910. The value of



ttable at the significant level a = 0.05 and degrees of freedom df = (nk-1) = 215-3-1 =211
obtained ttable of 1.960. When compared to the value of tcount with the value of ttable,
then tcount > ttable (5.982910> 1.960) with a probability value of 0.0000 <0.05, this
means that HO is rejected and Ha is accepted. This concludes that Free Cash Flow
partially has a significant positive effect on Earnings Management.

c. The results of testing the effect of the Financial Distress variable on Earnings
Management show statistical value tcount of 3.691201. The value of ttable at the
significant level a = 0.05 and degrees of freedom df = (nk-1) = 215-3-1 = 211 obtained
ttable of 1.960. When compared to the value of tcount with the value of ttable, then tcount
> ttable (3.691201> 1.960) with a probability value of 0.0002 <0.05, this means that HO is
rejected and Ha is accepted, this concludes that partially financial distress has a
significant positive effect on Earnings Management.

d. The results of testing the effect of the Debt Policy variable on Earnings Management
show statistical value tcount of -2.719016. The value of ttable at the significant level a =
0.05 and degrees of freedom df = (nk-1) = 215-3-1 = 211 obtained ttable of -1,960. When
compared to the value of tcount with the value of ttable then -tcount <-ttable (-2.719016
<-1.960) with a probability value of 0.0012 <0.05 means that HO is accepted and Ha is
rejected, this means that partially Debt Policy has a significant negative effect on
Earnings Management.

The above research results indicate that free cash flow has a positive effect on earnings
management. This shows that the higher the level of free cash flow, the potential for earnings
management practices to occur in the company. Companies that have high cash flows have
considerable flexibility to invest, in line with agency theory where this will have an impact on
the possibility of a conflict of interest between the principal and the agent who each has an
interest. Large cash flows must then be managed properly and wisely on the right type of
investment; this conflict of interest can lead to failure in choosing the right investment. This
condition must be saved by management in the interest of showing their best image which
creates opportunities for earnings management to be carried out in the company. This is in line
with the results of research from [18] and [19] which state that free cash flow has a positive
effect on earnings management. Whereas in contrary, [20], as well as [3] suggest that free cash
flow has a negative effect on earnings management.

The second result states that financial distress has a positive effect on earnings
management. This means that the higher the level of financial distress will have an impact on
more opportunities for companies to carry out earnings management. Financial distress shows
that the company is unable to manage and maintain the financial stability of the company, in
banking companies, this failure can be caused by a decrease in the number of customers using
bank facilities both in funding and lending activities. A decrease in the number of products
used by customers will have an impact on bank operational losses and current year losses.
This loss will have an impact on the decline in company performance that leads to bankruptcy.
Bankruptcy conditions will make stakeholders panic and withdraw their investment or make
potential investors fail to invest their funds, which then raises opportunities for management to
take profit manipulation actions (earnings management).

This is in line with the research results of [21] and [11] which state that financial distress
has a positive effect on earnings management. While the research results of [3] show that
financial distress has a negative effect on earnings management. The results of research
relating to debt policy show that debt policy has a negative effect on earnings management.
This means that the higher the DER level (debt to equity ratio), the higher the company's



capital originating from debt, the smaller the chance of earnings management in the company.
In line with the hypothesis of debt contracts in positive accounting theory which was later
clarified by [22], states that the higher the level of corporate debt, the closer the company is to
the risks associated with debt covenants, and the higher the probability of violating the debt
covenant. Therefore, management tends not to try to take actions that will increase income.
This is in line with the results of research from [23], which state that debt policy represented
by a debt to equity ratio has a significant negative effect on earnings management. However, it
contradicts [15] which states that debt policy management affects positively and
insignificantly on earnings management, and [24] which state that debt policy represented by a
debt to equity ratio has a positive and significant effect on earnings management.

4 Conclusion

The findings conclude that high free cash flow opens opportunities for company
management to carry out earnings management. The management of the company has an
interest in getting high bonuses and incentives. Companies experiencing financial distress will
tend to carry out earnings management. This is to cover the condition of companies
experiencing financial difficulties to stakeholders by manipulating financial reports. The debt
policy adopted by the company is in accordance with the company policy. Even though the
debt to asset ratio is high, the company's management in carrying out earnings management is
relatively low. The limitation in this research is that the research object is only in the scope of
the banking sector. Therefore, we suggest for further researchers to add a wider research
object area and put more variables which were not examined in this study.
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