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This study aims to obtain empirical evidence about the effect of leverage, free 

cash flow, corporate governance, growth, and risk management on earnings 

quality. The study population is the banking sector companies listed on 

Indonesia Stock Exchange from 2016 to 2018. Data were collected using the 

purposive sampling method. 41 companies were obtained as research samples 

to be analyzed using multiple linear regression analysis techniques. The test 

results showed the variable leverage, managerial ownership and risk 

management have a negative and significant effect on earnings quality. It was 

also indicated the variable free cash flow and growth have a positive and 

significant effect on earnings quality. 
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1   Introduction 

 

Financial statements are records of company financial information in an accounting period. It is used to describe the 

company’s performance. The Indonesian Accountants Institute (2015) defined the financial statements as a 

presentation of the position structure and financial performance of an entity. Decision making and financial statements 

are also a tool to convey the company’s financial performance and management responsibility for its performance. The 

existence of management actions reports earnings is not in accordance with the actual conditions. The company will 

result in earnings being doubted (Wati & Putra, 2017). 

Financial statements have become one of the central issues as a source of information misuse can harm the parties 

concerned as users. To present, there have been many financial scandals on companies by manipulating the published 

financial statements. In Indonesia, there are several company cases indicated to manipulate their financial statements. 

For example, is the case of PT. Bank Bukopin.Tbk in 2018. The bank was proven to have revised its financial 

statements in 2016, the revision appeared on April 25, 2018, with significant changes in a number of variables in the 

financial statements, for example, profit in 2016 was originally recorded at IDR. 1.08 trillion but in 2017 financial 

statements the company’s profit was recorded at IDR. 183.53 billion (Dwiantika, 2018). The actions taken by managers 

as in this phenomenon are the result of a number of internal and external factors affect the manager’s company to 

manipulate financial statements using accrual policies. Previous research on the factors influence earnings quality has 

been done, but the results are still experiencing inconsistencies. Therefore, this research was conducted by selecting 

earnings quality as the objective research and using several variables, namely leverage, free cash flow, corporate 

governance, growth and risk management as variables can affect company earnings quality. 

Leverage and free cash flow within a company are agency conflict sources between managers and shareholders. 

Conflicts of interest between principals and agents can be minimized through a monitoring mechanism, namely good 

corporate governance, the main purpose is to regulate, control and aligning various interests within the company (Dira 

& Astika, 2014). Siallagan & Machfoedz (2006), stated managerial ownership structure is a very important factor. It 

is closely related to the control of the company’s operational activities. The lack of share ownership by managers is 

considered to cause the resulting earnings to be less quality. Jensen & Meckling (1976), suggested the interests of 

managers and shareholders can be harmonized if the manager has a larger percentage of the company’s shares. This 

indicates managerial ownership can reduce the desire to manipulate actions. It will improve the quality of reported 

earnings. With the creation of good corporate governance, the confidence of investors and creditors will increase. This 

will directly have an impact on the growth company opportunity, the opportunity to growth explains the company’s 

future growth prospects. According to Fidyati (2003), Growth is a company growth compared to the previous period.  

Companies with large growth opportunities will provide high profitability in the future. They will produce more 

persistent profits. High growth rates must be accompanied by good risk management. It is part of the overall business 

strategy. It is intended to contribute to protecting and increasing shareholder value (Hoyt & Liebenberg, 2011). The 

application of good risk management will have a positive impact on company performance which will indirectly affect 

the quality of the generated profits. Based on previous research conducted by Marpaung (2019); Agustia (2013); and 

Wulansari (2013), showed the leverage variable has a negative and significant effect on earnings quality. This shows 

companies have high leverage ratios mean a higher proportion of debt compared to assets proportion. It will tend to 

manipulate in the form of earnings management which will affect the decrease in the quality of the company’s earnings.  

H1: Leverage has a negative effect on earnings quality 

 

Free cash flow within a company will affect the actions taken by managers and shareholders. It shows an illustration 

for investors dividends distributed by the company is not just strategies to get around the market with the intention of 

increasing the company value. This statement is supported by previous research conducted by Zakaria & Daud (2013); 

Kodriyah & Fitri (2017), found free cash flow has a positive effect on earnings quality. Wherein the higher free cash 

flow available in a company, the healthier company has cash available for growth, debt service and dividends. 

H2: Free cash flow has a positive effect on earnings quality 

 

Agency theory explained information asymmetry occurs within the company is caused differences in the information 

received by managers and shareholders resulting in conflict. However, increasing the manager’s share ownership can 

be avoided due to managers will take on the role of managers who manage as well as company owners. Previous 

research conducted by Wahyuni (2010), as well as Putra et al. (2017), found managerial shareholding succeeded in 

becoming a mechanism could reduce agency problems in the company, conclusions from the results of their research 
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stated the higher share ownership management, the more quality profit generated the company, this is because the 

manager arranged company also acts as the owner of the company. 

H3: Managerial ownership has a positive effect on earnings quality 

 

Company with a high growth percentage will have poor earnings quality because they are allegedly conducting accrual 

policies in the form of earnings management. This statement is supported by previous research conducted by Tong & 

Miao (2011); Nwaeze (2010); Pitria (2017); and Ramanuningsih (2012), found growth has a negative effect on earnings 

quality. This shows the higher the growth company rate, it is allegedly going to do earnings management to attract 

investors to invest in the company. 

H4: Growth has a negative effect on earnings quality 

 

Risk management is part of the overall business strategy and is intended to contribute to protecting and increasing 

shareholder value (Hoyt & Liebenberg, 2011). The high-level management risk within a company will produce good 

earnings quality. This statement is supported by the results of previous research conducted by Nasih (2014); Dewi & 

Dewi (2017); Fahmi (2013); and Wulansari (2013), showed that risk management is proxied by ratio liquidity has a 

positive and significant effect on earnings quality. The result showed companies with a good level management risk 

will be able to suppress the opportunist attitude of managers in using their accrual policies. 

H5: Risk management has a positive effect on earnings quality 

 

 

2   Materials and Methods 

 

The study population is the banking sector companies listed on Indonesia Stock Exchange from 2016 to 2018. The 

sampling technique used a purposive sampling method to get 41 companies as research samples. The data analysis 

technique used multiple linear regression: 

 

Y=α+β1X1+ β2X2 + β3X3 + β4X4 + β5X5 +ε..........................................(1) 

 

Information: 

Y  = earnings quality 

α  = constant number 

β  = regression coefficient 

X1 = leverage 

X2 = free cash flow 

X3 = managerial ownership 

X4 = growth 

X5 = risk management 

ε    = other factors that affect the dependent variable (Y) 

 

 

3   Results and Discussions 

 

Based on the results of multiple linear regression analysis was processed using SPSS 21.0 for Windows with the 

obtained results in Table 1. 

 

Table 1 

Regression test results 

 

 

Variable 
Unstandardized Coefficients 

Standardized 

Coefficients 

 

 

t 

 

 

Sig. B Std. Error Beta 

(Constant) -0,095 0,048  -1,952 0,053 

X1 0,137 0,050 0,299 2,757 0,007 

X2 -0,202 0,080 -0,188 -2,529 0,013 
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X3 0,179 0,078 0,169 2,290 0,024 

X4 -0,301 0,040 -0,552 -7,456 0,000 

X5 0,015 0,007 0,242 2,237 0,027 

F Count  15,000   0,000 

Adjusted R2  0,365    

Source: Processed data, 2019 

 

Based on Table 1, the regression equation can be arranged as follows. 

 

Y=-0,095+0,137X1- 0,202X2 + 0,179X3 - 0,301X4 +0,015X5 + ε.............................(2) 

 

Based on the multiple linear regression model, it can be interpreted. The results of Fcount is 15,000 with a significance 

level is 0,000 which is smaller than the significance level is 0.05. It can be concluded the regression model made is 

suitable for use in research. The results of the determination coefficient test with an adjusted R2 value of 0.365 this 

means 36.5% variation of earnings quality is influenced by variations in leverage (X1), free cash flow (X2), managerial 

ownership (X3), growth (X4) and risk management (X5) as the influencing variable. The remaining 63.5% is 

influenced by other factors outside the model. 

 

3.1 Effect of leverage on earnings quality 

 

The tested results on leverage variable on earnings quality show t-value 2.757 with t-significance 0.007. It is smaller 

than the real level (α) used is 0.05. These results indicate leverage has a positive effect on discretionary accruals as a 

proxy for earnings quality. This indicates leverage has a negative influence on earnings quality. It is caused by the 

difference in direction between discretionary accruals and earnings quality wherein the more positive the discretionary 

accruals value is the resulting earnings quality value will be increasingly negative and vice versa. Thus H1 which stated 

leverage has a negative effect on earnings quality is accepted. 

This finding is consistent with the results of research conducted by Marpaung (2019); Dewi et al. (2019); Agustia 

(2013); and Wulansari (2013), wherein their research showed variable leverage has a negative and significant effect 

on earnings quality. The study result explained companies with high levels of leverage will have a high-risk level. 

Managers at companies have a high degree of leverage usually use accrual policies by making earnings management. 

Therefore, the company’s performance looks good and can generate large profits. The main objective is to gain the 

trust of creditors in maintaining profitability to meet receivables agreements. If the leverage ratio in a company 

increases the potential for managers to arrange earnings higher, thus, the resulting earnings quality becomes low 

(Goyal, 2010). 

 

3.2 Effects of free cash flow on earnings quality 

 

The tested result on free cash flow variable on earnings quality show a t-value is -2.529 with a t-significance is 0.013. 

It is smaller than the real level (α) used is 0.05. These results indicate free cash flow has a negative effect on 

discretionary accruals as a proxy for earnings quality. Therefore, it can be concluded free cash flow has a positive 

effect on earnings quality. This is due to differences in direction between discretionary accruals and earnings quality 

which is increasingly positive the value of discretionary accruals. The value of the resulting earnings quality will be 

more negative and vice versa. Thus, H2 which stated free cash flow has a positive effect on earnings quality is accepted. 

This finding is consistent with the research results presented by White et al. (2003); Zakaria & Daud (2013); and 

Kodriyah & Fitri (2017), the results stated free cash flow has a positive effect on earnings quality. It can be concluded 

the higher the free cash flow available in a company. The healthier company is because it has available cash for growth, 

debt payments, and dividends. In addition, the results of this study also explain companies with high levels of free cash 

flow tend to avoid the existence of earnings management practices. The aim is to maintain the credibility of the 

financial statements and earnings quality produced. Good earning quality will show how the company’s ability to 

distribute dividends. Therefore, on the high free cash flow and without the company’s earnings management can 

increase its share price because investors see the company has excess cash for dividend distribution. 
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3.3 Effect of managerial ownership on earnings quality 

 

The results of managerial ownership tested earnings quality shows t-value is 2.290 with t-significance is 0.024. It is 

smaller than the real level (α) used is 0.05. These results indicate managerial ownership has a positive effect on 

discretionary accruals as a proxy of earnings quality. It can be concluded managerial ownership has a negative effect 

on earnings quality. This is caused by differences in direction between discretionary accruals and earnings quality. 

Wherein the more positive the value of discretionary accruals, the value of the resulting earnings quality will be more 

negative and vice versa. Therefore, H3 which stated managerial ownership has a positive effect on earnings quality is 

rejected. 

This finding is consistent with the results of previous studies conducted by Peasnell et al. (2005), stated the higher 

the percentage of managerial ownership, the more prone to manager’s actions to conduct earnings management will 

cause the resulting earnings quality to be low. The negative influence of managerial ownership on earnings quality can 

be caused the regulations governing the percentage of share ownership on managerial. Wherein the tabulated data 

obtained on the average share ownership by managers in state-owned banks is only 2.5% and 4% in commercial banks. 

This study results indicate an increase in the percentage of managerial ownership is considered not able to overcome 

agency problems occur in the company. This is because the higher managerial ownership will result in managers more 

free to use the company’s accrual policy, thus, the result of earnings quality becomes bad. 

 

3.4 Effect of growth on earnings quality 

 

The results of the growth variable test on the variable earnings quality show t-value is -7,465 with t-significance is 

0,000. It is smaller than the real level (α) used is 0.05. These results indicate growth negatively affects discretionary 

accruals as a proxy of earnings quality. It can be concluded growth has a positive effect on earnings quality. This is 

caused by differences in direction between discretionary accruals and earnings quality wherein the more positive the 

value of discretionary accruals is the value of earnings quality will be more negative and vice versa. Thus, H4 which 

stated growth negatively affects earnings quality is rejected. 

This finding is consistent with previous research conducted by Nazarpour & Norouzi (2015). The results found 

there was a positive and significant relationship between growth variables and earnings quality. The positive effect of 

growth variables on earnings quality in banking companies can be caused an increase in the number of deposits, savings 

and current accounts. They can directly affect the total assets held for growth. Another factor can influence, it is the 

allowance for receivables losses, wherein the allowance for receivables will directly affect the total assets owned the 

bank because when the receivables reserves increase. The assets will decrease and vice versa. The results of this study 

indicate companies with high growth rates will avoid earnings management actions. This is conducted in an effort to 

maintain the quality of the generated profits. This step is done on management to maintain good performance has been 

obtained by the company, where the higher the opportunity to grow the company the higher the chance for companies 

to get or increase profits earned by the company in the coming period. Thus, good quality profits are generated (Collins 

& Kothari, 1989). 

 

3.5 Effect of risk management on earnings quality 

 

The result of risk management variable testing on earnings quality shows t-value is 2.237 with t-significance is 0.027. 

It is smaller than the real level (α) used is 0.05. These results indicate risk management has a positive effect on 

discretionary accruals as a proxy for earnings quality. It can be concluded risk management has a negative effect on 

earnings quality. This is caused by differences in direction between discretionary accruals and earnings quality where 

the positive value of discretionary accruals, the value of earnings quality will be more negative and vice versa. Thus, 

H5 which stated risk management has a positive effect on earnings quality is rejected. 

This finding is consistent with previous research conducted by Kamaludin et al. (2016). It is found high-risk 

management results in a decrease in earnings quality. This occurs because managers with conservative attitudes are 

motivated to manage earnings, on the aim of getting a balance between various types of company risk going forward. 

The negative influence of risk management as measured on the ratio of liquidity to earnings quality can be caused to 

bank policies use more long-term debt compared to short-term debt, wherein banks prefer to use long-term debt 

because the procedure to obtain long-term debt and must be held audits before debt can be given. Furthermore, 

managers tend to carry out accrual policies to ensure banks are in good condition and balance at the time of the CAMEL 

report (Capital, Asset, Management, Earnings, Liquidity) each year. Therefore, the results of this study indicate 
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managers in companies with a high percentage of risk management apply the concept of conservatism to keep the 

company from uncertainty in the future. The manager will conduct an accrual policy in the form of earnings 

management to reduce earnings in the current period which will be distributed in the coming period to maintain the 

company’s performance in the future to be stable. The action is taken by the manager will certainly have an impact on 

the decrease in earnings quality presented. 

 

 

4   Conclusion 

 

Based on the formulation of the problem, objectives, theoretical basis, hypotheses, the results of the analysis and 

discussion above presented, the following conclusions can be drawn. 

 

a)  Leverage has a negative and significant effect on earnings quality in banking sector companies listed on 

Indonesia Stock Exchange in 2016-2018. A high leverage ratio in a company will result in opportunistic actions 

of managers who carry out accrual policies in the form of earnings management to show good performance and 

get good ratings from creditors. Earnings management is carried out by managers will cause the company’s 

earnings quality to decrease. 

b)  Free cash flow has a significant positive effect on earnings quality in banking sector companies listed on the 

IDX in 2016-2010. High free cash flow at companies indicates the company has cash for growth, debt payments, 

and dividend payments. Managers at companies with high free cash flow tend to avoid using accrual policies. 

This is conducted to maintain the credibility of financial statements and get a good rating from investors. 

c)  Managerial ownership has a significant negative effect on earnings quality in banking sector companies listed 

on the Stock Exchange in 2016-2018. A high percentage of managerial stock ownership will affect the higher 

accrual policies made by management. It reflects the poor quality of earnings generated on the company. The 

higher managerial shareholding will result in managers increasingly free to use the company’s accrual policy 

to manage earnings which will have an impact on the resulting decrease in earnings quality. 

d)  Growth has a significant positive effect on earnings quality in banking sector companies listed on the Indonesia 

Stock Exchange in 2016-2018. The higher percentage of company growth will affect the lower accrual policy 

made by managers. It reflects the better earnings quality produced on the company. Companies with a good 

percentage of growth usually avoid earnings management practices to maintain the resulting earnings quality. 

This aim is to obtain a good judgment from investors who are sources of external funds used to grow. 

e)  Risk Management has a negative effect on earnings quality in banking sector companies listed on Indonesia 

Stock Exchange in 2016-2018. The high level of risk management indicates company managers take 

conservatism towards corporate profits. The managers are more concerned with the company’s sustainability 

on conducting accrual policies in the form of earnings management in the current period to reduce the risks. It 

will be faced in the coming period. This action will certainly reduce the quality of generated profit. 
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