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CHAPTER I 

INTRODUCTION 

1.1. Background 

 Financial statements are tools of communicating financial information to 

parties outside the corporation. Financial statements are expected to provide 

information to investors and creditors in making decisions related to investment. 

 The accrual basis is chosen in the way to make  financial statements cause 

accrual basis more fair, rational and reflects the company's financial in real 

condition. Accrual-based accounting has an advantages because the company's 

earnings information and measurement of its component based on accrual 

accounting in general gives a better information of the company's financial 

performance compared to cash-based accounting which only consider aspects of 

cash receiptpt and disbursements only (Mahawyahrti and Budiasih, 2017). 

 Accrual-based accounting is the basis for accounting records, which 

obliges companies to recognize rights and obligations regardless of when cash is 

received or disbursed. It states that the accrual component is separated into two 

components, namely discretionary accruals and nondiscretionary accruals. 

Discretionary accrual is a component of accruals engineered by managerial 

engineering by utilizing freedom and flexibility in estimating and using 

accounting standards (Indah and Djaperi, 2018). 

 Financial statements are directly and indirectly describe the company’s 

performance. Investors and creditors use financial statements to make a decision 

whether they will invest or not. 

 One of the most measures commonly used in accounting to measure the 

company’s performance is earnings. The flexibility of the accounting standard 

sometimes can be used by management to manipulate the earnings of the 
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company whenever there are a conflict happen between stakeholders . That 

opportunistic behavior commonly known as earnings management. 

 There has been divergence statement regarding to the earnings 

management, whether the earnings management practices are proper or improper 

activities in other word is it a fraud or not. On the pro-side of earnings 

management, supports earnings management practice because management  just 

using the advantages of flexible accounting standard for the financial reporting 

treatment to signalling the management about valuable information. However, the 

contra-side of earnings management argue the earnings management practice may 

provides a misstated financial reports and obscure the transparency  of financial 

reports because management manipulating the financial reports (Kamil, 2018). 

 One of the example case of earnings management practice in Indonesia is 

PT Garuda Indonesia Tbk (GIAA). It is known that in the 2018 financial 

statements, Garuda recorded a net profit of US $ 809.85 thousand or the 

equivalent of Rp. 11.33 billion (exchange rate of Rp. 14,000). This profit was 

supported by the cooperation between Garuda and PT Mahata Aero Teknologi. 

The cooperation reaches a value of US $ 239.94 million or around Rp 2.98 trillion. 

The funds are still valid but have been recognized as income. As a result, the 

previous financial report company stated  profit. 

 After audited the management of Garuda Indonesia represent the 2018 

Financial Report, Garuda Indonesia recorded a net loss of US $ 175,028 million 

or around Rp 2.4 trillion (exchange rate of Rp 14,000). This report differs from 

the previous presentation, which recorded a profit of US $ 5.018 million (Sugianto, 

2019). 

 In order to attract an investors to invest in the company, management will 

improving a company image by using CSR as a commitment to sustaining 

economic development, through collaboration with stakeholders, employees, 

customers, local communities and the public to improve quality of life, in ways 

that  both receive the benefits on its own business and development (Anis and 
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Hermawan, 2017). Other researcher defined CSR as a responsibility in form of 

activities to develop relationships with the company's stakeholders and 

environmental activities (Ardiani and Sudana, 2018). 

 Investors want to get more money from investing , investors consider the 

proxy of earnings management in determining the required level of stock returns. 

The required rate of return on shares is the level return that is desired by investors 

for them to make decision if they want to invest their money back in the company, 

or known as the cost of equity capital.  

 Besides the earnings management, firm size also influences investors in 

determining the rate of return on investments made, because firm size is a 

measure of information availability (Kurnia and Arafat, 2015). The larger 

company usually published a financial statement more transparent then the 

company with smaller size. The impact of more transparent financial statement is 

it will minimalize the opportunity to perform earnings management by 

management  (Saftiana et al., 2017). 

 Kurnia and Arafat (2015) proves that the greater the size of the company 

will reduce the cost of equity capital. Large companies usually have large total 

assets so they can attract investors to invest their capital in these companies. This 

is due to large companies, the expected return will be received in the future is 

greater than smaller companies. In addition to creditors investors also trust to lend 

capital to large companies because the risk of credit failure will be smaller. 

 Medyawati and Dayanti (2016) argue that the size of the company also 

plays an important role in that company practice earnings management. A 

company with smaller size is considered to do more earnings management 

practices than larger companies. This is because a smaller companies want to 

display the condition of companies that always perform well so that investors will 

invest their capital in these companies. In contrast to small companies, large 

companies will usually be more careful in financial reporting, because large 

companies are more concerned by the public. 
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 The other researcher found that the firm size negatively affect earnings 

management practice. The larger the scale of company will publish more 

transparent financial statement, this condition minimalizing the opportunity for 

management to do earnings management practice (Saftiana et al., 2017). 

 The other factor beside firm size that also affect earnings management 

practice is leverage, the ratio used is Debt-to-Asset Ratio. Leverage is a ratio used 

to measure howmuch the company funded by liabilities, (Mahawyahrti and 

Budiasih, 2017). Utilizing liabilities that exceed the limit will endanger a 

company, the company will be categorized into extreme leverage. Extreme 

leverage means the company trapped in a extreme rate debt and it so difficult to 

get away from that condition  (Astuti et al., 2017). When leverage ratio is high the 

company will be able to paid debt and its interest, in the other hand when leverage 

rate is low the ability fo company to paid debt will decreased  (Deviyanti and 

Sudana, 2018). 

 Some researcher found leverage positively affect earnings management 

(Astuti et al., 2017; Mahawyahrti and Budiasih, 2017; Deviyanti and Sudana, 

2018). There are some researcher found that leverage negatively affect earnings 

management (Dewi and Wirawati, 2019; Savitri and Priantinah, 2019). Alexander 

and Palupi, (2020) found the result that CSR Disclosure can decrease the earnings 

management practice because the increasing in transparency of financial statement 

information provided to the stakeholder. 

 Therefore, researchers used these variable because there were still 

inconsistencies in the results of previous researches. In addition, in this research 

the sample used is Indonesian manufacturing companies listed on the Indonesia 

Stock Exchange. This research only using 3 years of data sample from the year 

2017 until 2019, because in a economics research sometimes there are missing 

data observation that will cause a significant effect on the reasearch result.  
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1.2. Problem Statement 

 According to introduction above, the problem that researcher can conclude 

on this research is as follows:  

1. Does the corporate social responsibility affect the earnings management ? 

2. Does the firm size affect the earnings management ? 

3. Does the leverage affect the earnings management ? 

4. Does the firm size moderate the effect of corporate social responsibility 

towards earnings management ? 

5. Does the leverage moderate the effect of corporate social responsibility 

towards earnings management ? 

1.3. Research Objective 

 The objective of this research is to represent  the effect of corporate social 

responsibility, firm size and leverage toward earnings management in the 

manufacturing companies that listed on Indonesia Stock Exchange. 

1.4. Research Benefit 

 With the  presence of this research, researcher expected that: 

1. Theoritical Benefits 

Would give the reader reference and conceptual knowledge about the 

effect of corporate social responsibility, firm size and leverage toward 

earnings management practice for the future research. 

2. Academic Benefits  

Adding a contribution as a helpful souce of reference  to the next 

researchers.  
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