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1 Introduction

Strategy development is carried out by the company to maintain its existence. One strategy option that can be chosen
by companies is to do a business combination. A business combination is a union of two or more separate companies
into an economic entity because a company is one with another company or obtains control over the assets and
operations of another company, the type of business combination can be divided into two, namely acquisition and
pooling of ownership which is commonly called a merger, (PSAK No.22).

Business combinations especially acquisitions are usually done by targeting companies that are weak and have
economic problems. This causes the investors to be very selective in choosing the acquiring company to be invested
in. This is what underlies the acquirer to do earnings management to be able to remind the company's profits on the
company's financial statements before the acquisition. Management's goal is to attract investors to invest their capital
in the company because they believe they will get a large return.

Shareholders' interests and different management can cause conflict. As is explained in Agency Theory (Agency
Theory). Tarjo & Hartono (2003) in Dewi (2008), stated that conflicts between shareholders and management often
occur because management tends to try to prioritize personal interests. The conflict between shareholders and
management is called the "Agency Conflict”. The conclusion of the statement of Jensen & Meckling (1976) is that the
more concentrated ownership of the company to one person, the control will become stronger and tend to reduce
agency conflict. Asymmetric information between investors and management opens up opportunities for companies to
conduct earnings management to maximize their utility with a bonus program or to delay the replacement of managers,
(Healy, 1985; Dewi & Wirama 2019; Pourciau, 1993; Beneish, 1997).

Watt & Zimmerman (1978) in Handayani & Rachadi (2009), stated that firm size as a proxy for the political cost
is considered to be very sensitive to earnings reporting behavior. From the same article, Bartov & Simko (2002), state
that medium and large-sized companies have stronger pressure than their stakeholders so that the company's
performance is in line with the expectations of its investors compared to small companies. This encourages
management to meet these expectations. In contrast, Burgstahler & Dichev (1997), provide different empirical
evidence that all firm sizes are proven to always report positive earnings, to avoid earnings losses or earnings decreases.
Based on these studies and their descriptions, this study aims to determine the effect of earnings management by the
acquirer before the acquisition date of the acquirer's stock returns. The next objective is to determine the effect of
managerial ownership and firm size on the acquirer's stock returns (Zhou, 2001; Himmelberg et al., 1999).

In previous studies, researchers examined more company performance and stock returns generated from the
fundamental side by using the company's financial ratios. The management in the company compiles financial reports
every period to be able to control the results of the calculation of the company's ratio. Previous research by Susilowati
& Turyanto (2011), examined the reaction signal of profitability ratios and solvency ratios referring directly to
company stock returns. The results of this study indicate that DER is proven to have a positive and significant effect
on stock returns; while EPS, NPM, ROA, and ROE do not affect the stock returns of manufacturing companies listed
on the Stock Exchange from 2006 to 2008. Furthermore, the EPS, NPM, ROA, ROE, and DER variables can predict
the stock returns of listed manufacturing companies on the Stock Exchange from 2006 to 2008. Earlier in 2004,
Payamta and Setiawan researched company performance measured using financial ratios and stock prices before and
after mergers and acquisitions. The results of his research showed that there was no significant difference in
performance both in terms of ratios and stock prices for two years before and after mergers and acquisitions.

Literature review and hypotheses development

Earnings management is the use of accrual basis by management when preparing financial statements so that managers
can manage earnings by increasing, decreasing, or leveling profits. Earnings management results that the market
performance of companies that use shares as a method of payment for mergers and acquisitions is better than the
method of payment with cash. In the research of Rahman & Bakar (2002), it is proven that there is earnings
management through discretionary accruals in acquiring companies before mergers and acquisitions in Malaysia in the
year before the acquisition. As for the Positive Accounting Theory, there are two points of view in managing earnings.
An efficient viewpoint can support the existence of earnings management actions by the acquirer as it approaches the
merger and acquisition payment. When payments are made with shares, the company will increase profits on its
financial statements. It can be concluded that the company is trying to affect the market by publishing positive financial
information. This is consistent with agency theory supported by earnings management theory and the empirical study
above.

Andini, N. L., & Sukartha, 1. M. (2020). The effect of earning management, managerial ownership and firm size in
the return of acquisition companies in Indonesia Stock Exchange 2011-2017 period. International Research
Journal of Management, IT and Social Sciences, 7(3), 116-125. https://doi.org/10.21744/irjmis.v7n3.928



118 ISSN: 2395-7492

H1: The management of the acquiring company carries out earnings management by raising profits on the financial
statements reported at the time of publication before the acquisition announcement

Agency theory is the relationship or contract between principal and agent. The Principal employs agents to carry out
tasks to fulfill the principal's interests. In a company, which includes the principal are shareholders, while included in
the agent is the CEO (Chief Executive Officer). Strengthening the company's stock price in the market is important for
companies to show good prospects in the future. A stronger stock price is expected by the company to be obtained
through management which is used to convey internal company information. Some studies document the use of
earnings management as a mechanism that facilitates efficient communication between managers and users of
information. For example, studies conducted by Bartov et al. (2002); Lev & Zambon (2003), who model information
asymmetry and define earnings management as rational equilibrium behavior. To strengthen the ability of investors to
predict corporate performance, earnings management is used to improve the relevance of financial reporting.

H2: Earnings management has a positive effect on the acquirer's stock returns.

Managers get the opportunity to get involved in shared ownership to equalize their position with shareholders. Through
this policy, managers are expected to produce a good performance and bring dividends to a low level. By setting a low
dividend, the company has high retained earnings so that it has relatively high internal funding sources. Managerial
ownership proxy uses the percentage of the manager and director ownership of total common stock outstanding (Chen
& Steiner, 1999 in Nuringsih, 2005). Theoretically, management who has a high percentage of share ownership will
act like someone who holds an interest in the company. This assumption is in line with contract-based theory
(contracting-based theory) which shows that management will be efficient in choosing accounting methods that will
provide added value to the company (Christie & Zimmerman, 1994; Samiee & Walters, 1990; Slovin et al., 1992).
Managers who hold company shares will be reviewed by the parties involved in the contract such as the selection of
an audit committee that creates requests for quality financial reporting by shareholders, creditors, and users of financial
statements to ensure the efficiency of the contracts made. Thus, management will be motivated to prepare quality
financial reports. This would reflect better contract conditions (Ball et al., 2003) in Mahariana & Ramantha (2014).
H3: Managerial ownership has a positive effect on the acquirer's stock returns.

The firm size (size) describes the size of a company that is indicated by total assets, total sales, average sales level, and
average total assets. In their research, Setiyono et al. (2016), measure firm size using total assets. The rate of return of
shares of large companies is greater than the stock returns of small-scale companies because the growth rate of large
companies is relatively greater than in small companies. Therefore, investors will be more speculated to choose large
companies with the hope of obtaining a large return. Companies that have a large number of total assets have reached
the maturity stage because at that stage cash flow has been positive and is considered to have better prospects in the
relatively long term. Some researchers use firm size as a proxy for political sensitivity and managerial behavior in
reporting financial performance (Pacecca, 1995). Zimmerman (1983) in Handayani & Rachadi (2009), suggests using
the proxy of firm size in the framework of the political cost. Based on the size hypothesis presented by Watt &
Zimmerman (1986), it assumes that large companies are politically more likely to transfer political costs within the
political process framework, compared to small companies. Some researchers have succeeded in proving that political
processes have an impact on the choice of accounting procedures by large companies (Watt & Zimmerman, 1986).
H4: Firm size has a positive effect on the acquirer's stock return.

2 Materials and Methods

The research location is on the Indonesia Stock Exchange (BEI) in 2018 by accessing the official website of the
Indonesia Stock Exchange, www.idx.co.id, and using the Indonesian Capital Market Directory which provides
company financial statement information along with other explanations and other information. This study is the
financial statements of companies that acquired other companies in the period 2011 to 2017 listed on the Indonesia
Stock Exchange (IDX), to obtain information related to earnings management, managerial ownership, firm size, and
stock returns of the company.

The population used in this study are companies that acquired other companies in the period 2011 to 2017 and were
listed on the Indonesia Stock Exchange (IDX). The sample in this study was obtained by purposive sampling method.
Purposive sampling is a non-random sampling technique where the researcher determines sampling by determining
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specific characteristics that are appropriate to the purpose of the study so that it is expected to answer the research
problem. The criteria used are as follows:
1) Companies that make acquisitions of other companies that make payments using shares in the 2011-2017 study
period
2) Acquisition companies that only make acquisition once in a year.

The data collection method used in this study is the documentation method. The documentation method is a method
of collecting data by taking data that is already available, such as notes, transcripts, books, agendas, and so on. The
data in this study are audited financial statements of acquiring companies listed on the Indonesia Stock Exchange (BEI)
in 2011-2017 that have been published obtained from the Indonesian Capital Market Directory (ICMD) and on the
Indonesia Stock Exchange website, www.idx.co. id.

Multiple linear regression analysis is used to test whether between earnings management, managerial ownership, and
firm size affect the acquirer’s stock returns. With the following equation:

YViein = a+ BiXy + BoXo + BaXs + Xy + ¢ (1)

Information:

Y = Stock returns

o = Constant

B = Regression Coefficient

X1 = Earning Management (measured by Discretionary Accrual)
X2 = Managerial Ownership

X3 = Firm size

X4 = Net Profit Margin

¢ = confounding component

3 Results and Discussions
Descriptive Statistics Results
Descriptive analysis of research data is used to provide information about the characteristics of stock return variables,
earnings management, managerial ownership, and firm size which include average values, and standard deviations.

Descriptive statistics of the variables of this study are presented in table 1.

Table 1
Descriptive statistics

N Min Max Mean Std. Deviation
X1 30 -0,4168 0,0570 -0,0327 0,1036
X2 30 0,0000 0,9573 0,0590 0,2034
X3 30 20,8813 31,5394 27,6693 1,9029
Y 30 -0,9051 0,1468 -0,0292 0,1749
Xa 30 -0,8882 0,8835 -0,0286 0,3501
Valid N (listwise) 30

Data Sekunder, 2020

Discretionary Accrual (DA) is used as a tool for calculating earnings management. Table 5.4 shows the earnings
management variable (X1) showing the average value - 0.0327 (-3.27%). This value indicates that the earnings
management carried out by each acquirer management company that was sampled in this study from 2011 to 2017 was
average in the form of income decreasing or reduced its profit by 3.27% of the company's total assets. The managerial
ownership variable (X2) has an average value of 0.0589 (5.89%). This value shows that the average percentage of
managerial ownership in the acquirer company that became the sample of this study was 5.89%, meaning that of the
total outstanding shares of 5.89% owned by management.
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The firm size variable is proxied by Ln's total sales. The use of natural log (Ln) is intended to reduce excessive data
fluctuations. If the total value of sales is used, the value of the variable will be very large. The firm size variable (X3)
shows an average score of 27.67. Based on measurements of firm size referring to law no.9 of 1995, where the firm
size is proxied by the natural logarithm of the total sales, the value indicates that the average acquirer company in
Indonesia from 2011 to 2017 which became a research sample can be grouped in medium or large companies. Table 1
above shows that the stock return variable has an average value of -0.0292 or -2.29%. While the standard deviation
value is 0.1749 this data shows that the company that became the research sample on average experienced a decrease
in stock returns of 2.29%.

Net Profit Margin (NPM) as a control variable in this study shows an average value of -0.0286. This shows that the
net profit obtained by the company that was sampled in the period 2011 to 2017 decreased by 2.86% of total sales.
These negative conditions indicate a declining company performance. The coefficient on Net Profit Margin (NPM) is
0.328. These results indicate that if NPM rises by 1% assuming the other variables are fixed, it will be followed by an
increase in stock returns of 0.328%.

Results of multiple linear regression analysis

Table 2
Results of multiple linear regression analysis

Unstandardized Coefficients Standardized Coefficients

Model B Std. Error Beta t Sig.

1 (Constant) 0,014 0,389 0,036 0,971
X1 0,013 0,258 0,008 0,050 0,961
X2 -0,036 0,131 -0,042 -0,275 0,785
X3 -0,001 0,014 -0,012 -0,081 0,936
X4 0,328 0,076 0,657 4,323 0,000

a. Dependent Variable: Y
Secondary Data, 2020

The first hypothesis states that the management of the acquiring company carries out earnings management by
increasing company profits at the time of publication before the acquisition announcement. Testing this hypothesis by
looking at appendix 1, on the results of the calculation of Discretionary Accrual (X1). There are 16 companies with
negative discretionary accruals. While the remaining 14 companies received positive discretionary accruals. Based on
the results of the discrete statistical analysis presented in table 5.5, it can be seen that the average value of DA (X1) is
negative at -0.0326 (-3.26%). This means that on average, sample companies do earnings management with income
decreasing patterns. However, based on the results of the one-sample test in table 5.8 it can be seen that the value of
the p-value of DA data (X1) of the sample company is greater than the 0.05 significant level of 0.095. This means that
the earnings management carried out by the sample company is not significant. Thus this research rejects the first
hypothesis which states that the acquirer management manages income-increasing earnings management at the time
of publication before the acquisition.

The second hypothesis (H2) states that earnings management has a positive effect on the stock returns of the
acquirer. The testing of this effect is done by looking at table 2. The SPSS calculation results in table 2 show the value
of t arithmetic DA (X1) of 0.050 with a significance level of 0.961 which is greater than the real level of 0.05. Because
the significance value of the variable is greater than 0.05, the second hypothesis (H2) is rejected. This means that
earnings management does not affect the acquirer's stock returns.

Hypothesis 3 states that managerial ownership has a positive effect on stock returns. The testing of this effect is
done by looking at table 2. The results in table 2 show t count KM (X2) of -0.275 with a significance level of 0.785
which is greater than 0.05. Significance value that is greater than the real level means the third hypothesis (H3) is
rejected, meaning that managerial ownership does not affect the stock returns of the acquirer.

Hypothesis 4 states that firm size has a positive effect on the acquirer's stock return. The testing of this effect is
carried out by looking at table 2. The results in table 2 show the t-count LnFM (X3) of 0.081 with a significance of
0.936 which is greater than the significance level of 0.05. This causes H4 to be rejected, which means the firm size
does not affect the acquirer's stock return.
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Model Feasibility Test (F Test)

The F test was used to determine the feasibility of the regression model as a tool to be analyzed that tested the effect
of the independent variables simultaneously on the dependent variable. Based on table 3, the F significance value of
0.006 is less than 0.05, which means that the independent variable simultaneously affects stock returns, so that the
independent variables in the model are suitable for predicting the dependent variable.

Table 3
Model feasibility test results (Test F)
Model Sum of Squares df Mean Square F Sig.
1 Regression 0,380 4 0,095 4,675 0,006°
Residual 0,508 25 0,020
Total 0,887 29

a. Dependent Variable: Y
Secondary Data, 2020

Results coefficient of determination (R2)

The coefficient of determination test is useful for predicting and seeing how much the contribution of effect is given
by variable X simultaneously (together) on the Y variable. Based on table 4 of the SPSS output of "Model Summary"
it is known that the coefficient of determination or Adjusted R Square is 0.336. It means that the total effect of the four
independent variables is 33.6% on stock returns (), while the other 66.4% is explained by other variables not used in
this study.
Table 4
Determination coefficient test results

Std. Error of the
Model R R Square Adjusted R Square Estimate Durbin-Watson
1 0,654° 0,428 0,336 0,142 2,073
a. Predictors: (Constant), X1, X2, X3, Xa
b. Dependent Variable: Y
Secondary Data, 2020

Earning management by the acquisition company when the publication is not significant

The results of the first hypothesis testing that showed a significance level greater than 0.05 showed earnings
management by the acquirer at the time of publication before the acquisition was not significant. This means that there
is no earnings management in the acquirer company which became a research sample from 2011 to 2017. The results
of this study are not following the signaling theory which explains why companies have the incentive to provide
financial statement information to external parties. The announcement of accounting information gives a signal that
the company has good prospects in the future so that one of the goals of the company doing earnings management is
to provide Good News signals to outsiders. This finding is not following the first hypothesis which states that the
acquirer company carries out earnings management at the time of publication before acquisition by increasing company
profits (income increasing).

The results of this study are not in line with empirical evidence from Dewi (2018); in Rahman & Bakar (2002),
who found that companies do earnings management at the time of publication before the acquisition by way of income
increasing. Judging from the value of the discretionary Accrual (DA), it shows that the management of the acquiring
company carries out earnings management by lowering the company's earnings on the report at the time of publication
before the acquisition announcement. There are 16 acquirer companies with negative discretionary accruals, which
means that the company carries out earnings management using the income decreasing method. While the remaining
15 companies have positive discretionary accruals, which means that the company's management manages earnings
with the income increasing method.

Andini, N. L., & Sukartha, 1. M. (2020). The effect of earning management, managerial ownership and firm size in
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Judging from table 1, the results of descriptive statistical analysis show the average value of discretionary accruals
(X1) of -0.0327 (-3.27%), which means the average acquirer company that was sampled in this study during 2011 to
2017 do earnings management by reducing the company's profit by 3.27%. From the results of data processing, it
shows that most of the total accrual calculations produce negative values. This is because the sample company has a
smaller net income than operating cash flow.

This study is in line with research conducted by Watts & Zimmerman (1986), which states that the acquirer
company chooses not to manipulate earnings to be higher when it tends to detect large earnings management. This can
be caused because the target company can pay accountants and investment bankers to evaluate the acquirer's financial
statements, and ensure that the financial statements contained therein are free from manipulation.

Earning management does not affect the acquirer's stock returns

Earnings management conducted by the acquirer at the time of publication before the acquisition aims to increase the
stock price before the stock merger to reduce the acquisition costs of the target acquisition company. One point of view
in the Positive Accounting Theory states that an efficient point of view can support the existence of earnings
management actions by the acquirer when approaching merger and acquisition payments. When payments are made
with shares, the company will increase profits on its financial statements. Based on the results of statistical testing it is
known that (H2) proposed in this study is rejected, meaning that there is no effect of earnings management on the
acquirer's stock returns. The results of this test are not in line with research conducted by Ardianti (2013) and
Ferdiansyah (2012) who succeeded in proving a positive effect between earnings management and stock returns.

In Table 5.8, the results of the regression analysis show the earnings management coefficient (X1) of 0.013 with a
significance level of 0.961 whose value is higher than the real level of 0.05. The results of the descriptive statistical
analysis in table 5.7 show that the earnings management variable (X1) obtained an average value of -0.0327 (-3.27%).
This value means that the average management of the acquirer company that was sampled in this study carried out
earnings management by reducing the amount of its profit by 3.27% of the company's total assets. Stock return variable
(YY) obtained an average value of -0.0292 (-2.92%) which means that the average acquirer company that became the
research sample experienced a decrease in stock returns of 2.92%.

Judging from the calculation of cumulative return appendix 3 there is a significant negative value (-) of 14.49% in
PT Harum Energy Tbk. So this causes the earnings management variable to hurt the acquirer's return. This study is in
line with research conducted by Fanani (2006) to get the result that the Accrual Discretionary variable does not have
a significant effect on stock returns. Empirical evidence indicates that changes in accounting methods that do not affect
the company's cash flow will not affect stock prices, or in other words, investors will not be fooled by an increase in
accounting profit that does not affect the company's cash flow (Wolk & Tearney 1997; Healy & Wahlen 1998).

Managerial ownership does not affect the return of the acquisition company

The third hypothesis in this study is that managerial ownership has a positive effect on the stock returns of the acquirer.
Managerial ownership in a company is expected to encourage management to improve company performance, and it
is expected that the company's return is better with good managerial ownership. Agency Theory (Agency Theory) by
Jansen & Meckling (1976) which states that ownership of shares by company management will make management try
to be more active in efforts to meet the interests of shareholders who also are themselves. Management opportunistic
behavior that increases the amounts of discretionary accruals causes reported earnings to increase. In an efficient
market, the increase in the amount of profit will be reacted positively by the market so that the stock market price will
rise which will be able to increase stock returns.

The coefficient value of the managerial ownership variable (X2) is negative 0.036. This means that there is a
negative relationship between managerial ownership with stock returns and the significance value of this variable is
above 0.05 which is equal to 0.785 so that the third hypothesis (H3) is rejected. The results of this test are following
research by Sudarma (2005); Othman et al. (2010), who found that managerial ownership does not affect firm value.
This happens because the percentage of share ownership owned by directors used as a sample is relatively small. It can
be concluded that the existence of managerial ownership in a company has not been able to encourage management to
improve company performance so that the market does not react to the company's annual financial statement
submission. This happens because the level of managerial ownership in a company is relatively small. So it has not
been able to improve management performance, because the management does not feel that it owns the company.
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The firm size does not affect the return of the acquisition company

The fourth hypothesis in this study is that firm size has a positive effect on stock returns. According to Setiyono and
Amanah, investors will be more speculated to choose large companies with the hope of obtaining large returns as well.
The results showed the coefficient of firm size (X3) of -0.001 with a significance level of 0.936 which was greater than
the real level of 0.05 so that the fourth hypothesis was rejected. This means that there is no influence between the firm
size with the stock returns of the acquirer. This high significant level indicates that the firm size does not affect stock
returns. The insignificant test results show that the firm size when publishing financial statements is not informative
enough and is no longer a concern of investors in taking investment decisions and estimating returns in this observation
period.

The results of this test are following research conducted by Setiono et al. (2017); Berggrun et al. (2016); Murhadi
(2011), which states that the firm size does not affect stock returns because the growth of a company is not only seen
from the size and firm size. Investors assume that large companies cannot always provide a large rate of return and
vice versa, small companies do not rule out the possibility of providing a large rate of return.

4 Conclusion

Proof of earnings management in this study uses a modified Jones model, where most of the discretionary accrual
results are negative. To get a broader picture of whether the acquirer company did earnings management before mergers
and acquisitions, researchers can make comparisons with a sample of companies that did not do mergers and
acquisitions. Researchers can also make comparisons with companies that conduct mergers and acquisitions using cash
financing.

Investors are expected to have the ability to detect earnings management because when earnings management is
not detected, the description of the returns to be obtained by investors will not be as expected. Regarding managerial
ownership, it is expected that managers who have the opportunity to own shares are expected to be able to produce
better performance. Asymmetric information between management and investors can be minimized by motivating
managers to return to action in the interests of shareholders by providing compensation such as salaries or bonuses and
direct intervention from investors.

Related to the results of the study which showed that firm size did not affect stock returns, the sample in this study
was categorized as a medium / large company, but the results of the study showed that firm size did not affect stock
returns. Investors do not have to choose large companies to invest in. Many studies have shown that firm size does not
affect stock returns. This is because the growth of a company is not only seen from the size and firm size.
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