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Inconsistent findings regarding the relationship between share
ownership and earnings management, specifically in terms of
informative and opportunistic practices, have been observed in
previous studies. To address this gap, the present research aims to
investigate the impact of institutional, governmental, and family
ownership on informative earnings management. The sample
comprises 615 manufacturing firm-year observations listed on the
Indonesian Stock Exchange. Earnings management is assessed by
examining discretionary accruals, which are further categorized into
informative and opportunistic acts based on earnings growth. Logistic
regression analysis is employed to analyze the data. The results
indicate that both institutional and family ownership have a positive
effect on informative earnings management. This suggests that
institutional and family shareholders play influential roles in
monitoring managerial behavior, particularly in encouraging
informative earnings management practices rather than opportunistic
ones. Conversely, governmental ownership does not have a significant
effect on earnings management. This finding suggests that government
shareholders may have lesser interest in evaluating managerial
performance based on earnings and instead prioritize political and
social considerations. Overall, this study contributes to the existing
literature by shedding light on the distinct influences of different types
of share ownership on earnings management practices, particularly in
terms of their impact on informative earnings management.
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INTRODUCTION

In recent years, research focusing on family ownership, institutional ownership, government
ownership, and earnings management has garnered significant attention from researchers,
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practitioners, and regulators. (Ahmad et al., 2023; Avabruth & Padhi, 2023; Bao & Lewellyn, 2017,
Chenetal., 2023; Kumala & Siregar 2021; Le & Moore, 2023; Lemma et al., 2018; Mensah & Boachie
2023; Rahman et al., 2023; Rahman & Zheng, 2023; Wan Mohammad & Wasiuzzaman, 2020; Xie et
al., 2022; Zheng et al., 2023)

Earnings management can be seen as an opportunist act or an efficient contract (Scott, 2014).
Opportunist act leads earnings management to make the information gap bigger, while efficient
contract perspective allows earnings management as informative behaviour and increase earnings
quality (Ehsan et al., 2022). Agency theory suggests that conflict of interest between shareholders and
manager raise information asymmetry (Gim & Jang, 2023). The manager uses it to maximize their
utility in opportunist earnings management behaviour (Athamena et al., 2023). The role of
shareholders is important to watch over the manager's behaviour. Since earnings management exists
because of the relationship between shareholders and management, share ownership determines the
extent of earnings management behaviour (Shang & Ci, 2023).

Some types of ownership carry out different monitoring functions related to earnings
management. First, institutional shareholders can own firm shares, which refers to institutional
ownership. Since institutional shareholders have better business knowledge than individual ones,
institutional ownership provides an effective monitoring role, including financial reporting monitoring
(Man & Wong, 2013). It helps to watch over and control earnings management behaviour.Second,
government shareholders can own firm shares, which refers to governmental ownership.
Governmental ownership is related to share ownership either by national or local government. Cheng
et al. (2015) explain that government-owned firms have worse monitoring functions than non-
government ones. Government shareholders provide solid political connections instead of professional
business management. A political connection can be used to make irrelevant decision-making, such as
low-quality auditor selection (Khelil et al, 2022) making loans with politically connected banks (Chen
et al., 2010), or low-quality underwriter selection for an I.P.O. (Chen et al., 2013). The worse
monitoring function can lead to higher earnings management engagement. Third, firm shares can be
owned by founding family shareholders, which refers to family ownership. The founding family tends
to increase earnings quality for a higher reputation for the next family generation (Pratiwi & Aligarh,
2021). Family ownership provides a better monitoring role to watch over earnings management
behaviour.

There are some inconsistent findings of ownership and earnings management behaviour. Some
previous studies find that institutional (Guo & Ma, 2015), governmental (Cheng et al., 2015) and
family (Wang, 2006) ownerships decrease the level of earnings management. Others find that
institutional (Lin & Manowan, 2012), governmental (Guo & Ma, 2015), and family (Amir et al., 2018;
Eng et al., 2019) ownerships increase earnings management. Further, Capalbo et al. (2014) do not find
any significant relationship between government ownership and earnings management.

Since earnings management can be either opportunistic or informative, previous inconsistent
findings could come from uncategorized earnings management behaviour. An effective monitoring
role only allows managers to engage in earnings management for informative earnings management
to improve earnings information quality. Informative earnings management improves earnings ability
to reflect future cash flow, revenue, and dividend (Subramanyam, 1996). The investor also gives
positive responses to informative earnings management (Siregar & Utama, 2009; Subramanyam,
1996) because it can be used as a signalling tool (Simamora, 2018) and help investors predict future
performance (Gunny, 2010). Oppositely, opportunist earnings management hides poor performance
(Cohen et al., 2011). Institution and family shareholders have better monitoring roles, making them
more likely to increase informative earnings management than opportunists. On the other hand,
government shareholders have a worse monitoring role and lead managers to engage more in
opportunist earnings management than an informative one. As one of the good corporate governance
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aspects, the monitoring function can reduce information asymmetry (Lin et al., 2016) by increasing
informative earnings management.

Literature Review
Agency Theory and Opportunist Earnings Management

Earnings management can be seen from an agency theory perspective. The asymmetry of
information could trigger earnings management. Asymmetry information comes from a conflict of
interests between shareholders and managers (Jensen & Meckling, 1976). When a conflict of interests
exists, earnings management becomes an opportunist act engaged by managers to fulfil their utility.
From an opportunist perspective, earnings management can be used for earnings-based compensation
motivation, such as beating the earnings target (Cohen et al., 2011), fulfilling analyst pressure (lrani
& Oesch, 2016), or firm share offering to the market (Kothari et al., 2016). Nuryaman (2013) stated
that investors respond negatively to opportunist earnings management as bad news.

Signalling Theory and Informative Earnings Management

The signalling theory explanation is also based on information asymmetry condition. Unlike the
agency theory perspective, signalling theory sees information asymmetry as motivating firms to share
private information (Connelly et al., 2011). The private information sharing objective is to give a signal
about firm quality (Kirmani & Rao, 2000), such as information on debt or dividend (Bisogno &
Donatella, 2022). When earnings management is done based on a signalling perspective, it becomes
informative earnings management. Informative earnings management can be used as signalling of a
firm ability to achieve performance. It can reflect financial ability and value (Subramanyam, 1996),
reduce performance prediction uncertainty (Liu, 2016), or predict future performance (Gunny, 2010;
Liu, 2016).

Hypotheses Development
Institutional Ownership

Since information asymmetry arrived from the information gap between shareholders and
managers, the shareholder's monitoring role must be examined, primarily related to earnings
management. Man and Wong (2013) explain that institutional shareholders have the better business
knowledge and more power to intervene in management policy with poor results than individual
shareholders. Institutional shareholders also have more extensive resources to perform research related
to firm business. With their knowledge, power, and resource, institutional shareholders perform a
better monitoring role. They can make a difference between an opportunist and informative earnings
management. finds that institutional ownership can reduce opportunist earnings management.
H1: Institutional ownership increase informative earnings management.

Governmental Ownership

Government shareholders have a less effective monitoring role than private shareholders (Cheng
et al., 2015). It comes from unprofessional management and political interest (Fan et al., 2007). Some
studies find government firms likelier to choose lower quality auditors (Wang et al., 2008) and
underwriters for stock market funding (Chen et al., 2013). Bad governance by government
shareholders will increase opportunist earnings management. Information asymmetry in government-
owned firms is also higher (Choi et al., 2010). It leads to lower informative earnings management.
H2: Governmental ownership decrease informative earnings management.
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Family Ownership

There are some characteristics of family shareholders. First, family shareholders maintain a high
firm reputation (Hall & Nordqvist, 2008). Family-owned firms always depend on their reputation to
make business relationships with other stakeholders (Nurjanah & Aligarh, 2021). Second, family
shareholders have bonded emotionally and historically with the firm since it was founded. It makes
them maintain the firm to avoid controversial problems such as opportunist earnings management.
Third, family shareholders provide long-term monitoring to continue the firm to the next family
generation (Wang, 2008). Santoso and Rakhman (2013) and Dwiyanti and Astriena (2018) find that
family ownership improves firm monitoring roles. Wang (2006) also find that family firms increase
earnings quality. Demsetz and Lehn (1985) find that family firms promote lower information
asymmetry. Characteristics of family shareholders will reduce opportunist earnings management and
increase information.
H3: Family ownership increase informative earnings management.

METHOD

The research samples are manufacturing firms listed on the Indonesian Stock Exchange from
2013-2017. Manufacture firms have a longer business chain, leading to earnings uncertainty (Ahmed
& Azim, 2015). Manufacturing firms are more likely to engage in earnings management than other
firms. Table 1 shows the sample selection.

Table 1. Sample

Firm Firm-Year
Manufacturing firms listed in Indonesian Stock Exchange 2013-2017 128 640
Incomplete data 2 (10)
Change financial reporting period 3 (15)
Total 123 615

Operational variables

The dependent variable is earnings management. Earnings management is measured by
discretionary accrual. Accounting policy and estimation is commonly used by managers to managed
earnings (Lin et al., 2016). Discretionary accrual measured by modified Jones model (Dechow et al.,
1995).

Total Accrual, = Net income after tax, — Operation cash flow; ...............c.ceeeiviieinin. Q)
Total Accrual; 1 ASalest Fixed Assets;
——— =+ + + Fe 2
Assetsi_q ﬂo ﬁl Assetsy_q BZ Assetsy_q ﬁz Assetsi_q ( )
. . - 1 —~ASalesg—AReceivable, -~ Fixed Assets
Non Discretionary Accrual, = By + p———+ B> - L+ B, £...(3)
Assetsy_q Assetsy_q Assetsi_q
. . Total Accrual
Discretionary Accrualy = ————L—NDAC; .......cc.oueiiii i, 4)

Assetsy_q

Earnings management is split into informative and opportunist earnings management based on
earnings growth (Lin et al., 2016). Earnings growth is occurred by the differences between current
earnings and previous earnings. The category of earnings management can be seen in Table 2.

Table 2. Category of Earnings Management

Discretionary Accruals (+) Discretionary Accruals (-)
Earnings Growth (+) Informative Opportunist
Earnings Growth (-) Opportunist Informative
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If positive discretionary accrual followed by positive earnings growth or negative discretionary
accrual followed by negative earnings growth is positive, it occurs as informative earnings
management. If positive discretionary accrual followed by negative earnings growth is positive, or
negative discretionary accrual followed by positive earnings growth is positive, it occurs as opportunist
earnings management. A dummy variable measures the earnings management category—1 for
informative and O for opportunist earnings management (Lin et al., 2016).

Independent variables are institutional ownership (a portion of the share held by the institution),
governmental ownership (a portion of the share held by national and local government), and family
ownership (a portion of the share held by founders and/or their families). Control variables are firm
size, auditor quality, and leverage. Firm size and leverage control the earnings management motivation
related to political cost and debt covenant motivations, while auditor quality controls the earnings
management cost to determine opportunist and informative earnings management (Simamora, 2019).
The logarithm of total assets measures the firm size. Auditor quality is measured by a dummy variable,
a score of 1 for big four auditors and 0 for non-big Four auditors. The total debt measures leverage to
total assets ratio.

Analysis Model
The hypotheses test uses a logistic regression test. The regression model can be seen in Equation

5.

Logistics (IEM) = Ln———— = a + byINS + b,GOV + byFAM + b,SIZE + bsAUDIT + bsLEV +
B e (5)
Notes:

IEM : Informative earnings management,

INS . Institutional ownership,

GOV : Governmental ownership,
FAM : Family ownership,

SIZE : Firmsize,

AUDIT : Auditor quality,

LEV :Leverage.

RESULTS AND DISCUSSION

Results
Descriptive Statistics

Table 3 shows that 286 samples engaged in opportunist earnings management, or 46.5% of the
total sample. Are 329 samples engaged in informative earnings management, or 53.5% of the total
sample? The average institutional ownership for the opportunist earnings management sample is
0.6036, lower than that of the informative earnings management sample with average institutional
ownership of 0.6386.

Table 3. Descriptive Statistics

Earnings INS Gov FAM SIZE LEV AUDITOR
Management Non-
Big4 Big4
Oportunist Sample 286 286 286 286 286 105 181
4650 46.50  46.50
% of Total % % % 46.50% 46.50%
12.281
Mean 0.6036 0.0288 0.0624 6 0.6602
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Earnings INS GOV FAM SIZE LEV AUDITOR
Management Non-
Big4 Big4
Std.
Deviation 0.2683 0.1402 0.1577 0.7071  0.7793
Informative Sample 329 329 329 329 329 163 166
53.50 53.50 53.50
% of Total % % % 53.50% 53.50%
12.348
Mean 0.6386 0.0244 0.0732 2 0.5074
Std.
Deviation 0.2582 0.1357 0.1925 0.6987 0.2878
Total Sample 615 615 615 615 615 347 286
% of Total 100%  100%  100%  100% 100%
12.317
Mean 0.6223 0.0264 0.0682 2 0.5784
Std.

Deviation 0.2633 0.1377 0.1771 0.7026  0.5761

As expected, firms with higher institutional ownership are more likely to engage in informative
earnings management than opportunist ones. The average governmental ownership for the opportunist
earnings management sample is 0.0288, higher than the informative earnings management sample with
average governmental ownership of 0.0244. As expected, firms with higher governmental ownership
are more likely to engage in opportunist earnings management than informative ones. The average
family ownership for the opportunist earnings management sample is 0.0624, lower than the
informative earnings management sample with average institutional ownership of 0.0723. As
expected, firms with higher family ownership are more likely to engage in informative earnings
management than opportunist ones.

Preliminary Test

Table 4 shows that -2LogL reduction is 26.339 (significant in 0.01), indicating that the model
fits the data. Hosmer and Lemeshow's significance value is 0.199 (insignificant), indicating that the
model is suitable for observed data. Nagelkerke R Square value is 0,056, which shows that 5.6% of
earnings management can be explained by institutional ownership, govern 94.4% of earnings
management is explained by other variables. The classification matrix shows that model can predict
the probability of earnings management is around 57.1 %.

Table 4. Preliminary Test

Test Result

Overall fit -2LogL reduction = 26.339*

Goodness of fit Significance value of Hosmer and Lemeshow = 0.199**
Nagelkerke R Square Nagelkerke R Square value = 0.056

Classification matrix Overall Percentage Correct is 57.1%

*Significant in 0.01, **Insignificant

Hypotheses Testing

Table 5 shows that institutional ownership has a coefficient of 1.251 (significant in 0.01).
Institutional ownership increases informative earnings management. Governmental ownership has a
coefficient value of 0.878 (insignificant). Governmental ownership increases do not affect earnings
management. Family ownership has a coefficient value of 1.397 (significant in 0.05). Family
ownership increases informative earnings management.
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Table 5. Hypotheses Test

Variable Coefficient Notes
Institutional Ownership 1.251* H1 is accepted
Governmental Ownership 0.878 H2 is rejected
Family Ownership 1.397** H3 is accepted
Size 0.031

Auditor Quality 0.382**

Leverage -0.497*

Constant -1.025

Dependent Variable 1 = Informative Earnings Management

0 = Opportunist Earnings Management

*Significant in 0.01, **Significant in 0.05

Discussion

The empirical findings indicate a significant positive relationship between institutional
ownership and informative earnings management, supporting the argument put forth by Man and
Wong (2013) that institutional shareholders possess effective monitoring capabilities, which contribute
to the reduction of opportunistic earnings management and the promotion of informative earnings
management. Institutional investors devote more resources and time to conduct extensive research on
companies and industries compared to individual shareholders, who typically have limited capacity
for such oversight (Man and Wong, 2013). Additionally, the presence of influential institutional
shareholders can exert pressure on companies to improve performance in cases of subpar financial
results (Man and Wong, 2013). Institutional ownership increases informative earnings management.
The result is consistent with Guo and Ma (2015) finding that institutional ownership has a better
monitoring role in reducing opportunist earnings management. Institution shareholders have better
business knowledge than individual shareholders. It helps institutional shareholders separate earnings
management into informative or opportunist ones. The enhanced monitoring effectiveness of
institutional shareholders can be attributed to their superior knowledge and understanding of business
and industry dynamics. This knowledge advantage enables institutional investors to scrutinize
management behavior, differentiating between opportunistic earnings management driven by self-
interest and informative earnings management aimed at conveying private information about the
company's performance.

On the other hand, the results of the hypothesis test reveal an insignificant relationship between
government ownership and informative earnings management. This finding contradicts the assertions
made by Cheng et al. (2015) and Fan et al. (2007), which suggest that government ownership leads to
lower monitoring capabilities, thereby fostering managerial opportunism. However, these findings
align with the research conducted by Capalbo et al. (2014), which failed to establish a significant
association between government ownership and earnings management practices. The lack of impact
from government ownership on informative earnings management can be attributed to the differing
priorities of government-owned companies, which are not primarily focused on managing earnings,
whether informatively or opportunistically. Incentives for government-owned entities to engage in
earnings management are comparatively weaker than those for private companies (Cheng et al., 2015).
Conflicts of interest between managers and government shareholders primarily revolve around
political and social considerations rather than using earnings as a performance metric (Chen et al.,
2011). Managerial compensation is likewise based on political and social performance rather than
business indicators such as earnings (Cheng et al., 2015). Government-owned firms also rely less on
earnings information for obtaining funding, instead leveraging political connections with financial
institutions such as banks and capital markets (Amir et al., 2018). The reduced emphasis on earnings
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by government shareholders contributes to the absence of a discernible relationship between
government ownership and both informative and opportunistic earnings management. Governmental
ownership does not affect earnings management. The result differs from Fan et al. (2007) finding that
government-owned firms tend to engage in opportunist earnings management. On the other hand, the
same result found by Capalbo et al. (2014) shows no relationship between government ownership and
earnings management. Government-owned firms have no incentive to engage in opportunist and
informative earnings management because manager performance is not evaluated by earnings but by
political and social aspects (Chen et al., 2011; Cheng et al., 2015).

Furthermore, the empirical findings demonstrate a significant positive association between
family ownership and informative earnings management. This outcome aligns with the explanation
provided by Wang (2006), suggesting that family shareholders contribute to the improvement of
earnings information quality through enhancing informative earnings management practices. Family
shareholders actively enhance informative earnings management to ensure the preservation of the
company's reputation (Hall and Nordgvist, 2008), mitigate information asymmetry (Demsetz and
Lehn, 1985), and secure the long-term sustainability of the firm for future generations (Wang, 2006).
Motivated by these factors, family shareholders engage in effective oversight, encouraging managerial
behavior that emphasizes efficient contracting and the transmission of reliable information. Family
ownership increases informative earnings management. The result is consistent with Wang (2006),
who finds that family firms have high earnings. One of the ways to increase earnings quality is by
engaging informative earnings management. Family shareholders have an effective monitoring role
because they are motivated more to maintain a high firm reputation, prepare a sustainable firm to give
it to the next generation and provide lower information asymmetry.

CONCLUSION

This research objective is to examine the effect of ownership on earnings management. The
result shows that institutional and family ownership increase informative earnings management. It
indicates that institution and family shareholders perform better monitoring roles to watch over
managers who engage in informative earnings management than opportunist ones. On the other hand,
governmental ownership has no effect on earnings management. It indicates that government
shareholders are less interested in earnings to evaluate managers' performance and more interested in
political and social aspects. This study provides a theoretical contribution, specifically by extending
the existing literature on earnings management through the introduction of a categorization framework
that distinguishes between informative and opportunistic acts.

This study has identified several limitations that can provide valuable insights for future
research. Firstly, it is important to note that the study focused solely on direct share ownership and did
not account for indirect ownership due to data accessibility constraints. Future research should
consider incorporating measures of indirect ownership to obtain a more comprehensive understanding
of the effects of ownership on informative earnings management. Secondly, the study utilized a
comparison between discretionary accruals and earnings growth to determine informative earnings
management as a signaling mechanism. However, it did not establish a direct link between informative
earnings management practices and earnings forecasts generated by companies and stock analysts.
Considering that earnings forecasts can also serve as important signals to shareholders, it would be
beneficial for future studies to explore the relationship between informative earnings management and
earnings forecasts, taking into account perspectives from both companies and stock analysts. Despite
these limitations, the findings of this study provide a foundation for further research. Future studies
should consider the inclusion of indirect ownership in their analyses, recognizing the potential
influence of shareholders who exert monitoring roles through indirect ownership structures.
Additionally, incorporating earnings forecasts as signals to shareholders and examining their
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association with informative earnings management can contribute to a more comprehensive
understanding of the relationship between share ownership and earnings management. By
acknowledging these limitations and addressing them in future research endeavors, scholars can delve
deeper into the complexities of share ownership and its implications for informative earnings
management.
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