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DO FAMILY-CONTROLLED
AND FINANCIALLY HEALTHY
FIRMS MANAGE THEIR
REPORTED EARNINGS?
EVIDENCE FROM INDONESIA

Abstract

This paper examines w! r family-controlled and financially healthy firms practice
earnings management. 1he data collection focuses on non-financial firms listed on
the Indonesia Stock Exchange for the fiscal year 2017-2019. Family and financially
healthy firms are key predictor variables for predicting earnings management behav-
ior. Jones’s (1991) modified cross-s@Plbnal model measures discretionary accruals (the
earnings management indicator). This study reveals a negativ@fifationship between
famﬂy entities and earnings management practices, suggesting that Famil}r—contmlled
firms are more likely to report a higher quality of earnings. This study also documents
that family entities with financial difficulties have more incentive to practice earnings
management. Additionally, the study indicates that the involvement of a family mem-
ber in executive positiells leads to lower financial reporting quality. Finally, this study
reports a nonlinearity association between family share ownership and the magnitude
Frnings management. The slud}"s ﬁnd.'mgs may assist policymakers in considering

e costs and benefits associated with various levels of ownership concentration, espe-
cially in the hands of family members.

Keywords ily—commlled firms, financially healthy firms,
earnings management, earnings quality, Indonesia
JEL Classification M40, M41, M48

INTRODUCTION

Earnings management has become one e relatively central re-
search issues in the accounting literature as a result of an increasing
number of high-profile accounting scandals across the globe. These
unexpected scandals undermine investorﬁaith in the accuracy of fi-
nancial reporting and may even obstruct tie efficient flow of capital
through financial markets (Jackson & Pitman, 2001). Earnings man-
agement occurs due to management’s inherent discretion in choosing
accounting methods for preparing financial reports (Atik, 2009).

Past studies examining the determinants of earnings management
have explored various aspects of a company and corporate gover-
nance attribg#gs using a sample from different countries. Yet, limit-
ed research has been conducted on the relationship between family
businesses and earnings managempemt practices (Prencipe & Bar-Yosef,
2011). Family-owned enterprisesﬁy an essential role in many parts
pfthe world. They are critical to economic growth and job creation
(@iaessens et al, 2006). According to Claessens et al. (2006), 73% of
rms in Indonesia belong to family members. They contribute 25% of
the country’s GDP and generate millions of jobs, making them central
to Indonesia’s economy (PriceWaterhouseCoopers, 2018). Indonesia
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may be a good example of an emerging economy with some unique institutional frameworks. First,
Indonesia has a history of weak corporate governance and audit environments, as evidenced by the ma-
ny busineses collapes in the 1997 Asian crisis. Second, accordggg to Joni et al. (2020b), most enterprises
in Indonesia are owned by family business ggpaps, making it%e country in East Asia with the highest
concentration of ownership. Finally, several studies (e.g., Changgpgt al., 2011; Joni et al., 2020b) claim
that many Indonesian businesses have gglitical ties. As a result, the impact of a firm’s political connec-
tions on its performance, its financing costs, and the quality of its earnings have become the attention

of resear s, academics, and policy-makers (Chaney et al., 2011; Joni et al., 2020a, 2020b). With this

in mind,

15 study poses the following research question: How do Indonesian family-controlled and

financially healthy firms engage in earnings management?

1. LITERATURE REVIEW, AIM,

AND HYPOTHESES

This study adopts agency theory to explore how
family-controlled and financially healthy firms
manage their earnings figures. According to Jensen
and Meckling (1976), there are two primary agen-
cy relationships: the agent-principal relationship
(agency problem type I) and the majority-minority
shareholder’s relationship (agency problem type II).

Conflicts between managers (agents) and owners
(principals) typically arise in widely held compa-
nies where ownership and control are segregated.
Professional managers are more prone to present
financial data that differs from the actual econom-
ic transactions that underlie it to increase their
benefits at the owners’ expense (Wang, 2006). This
relationship is significantly different from most
developing countries, where many firms are highly
concentrated in family ownership. Fan and Wong
(2002) state that most firms’ equity in many devel-
oping countries is held by a small group of share-
holders, often with strong family ties. This phe-
nomenon creates a new agency conflict between
the majority and minority shareholders. Majority
(family) owners can use their controlled power to
confiscate the profits of minority owners (Salvato
& Moores, 2010). This problem is commonly re-
ferred to as a principal-to-principal conflict or
agency problem type II (Jensen & Meckling, 1976).

There are two views on how family and non-fam-
ily ownership interact. The pessimistic viewpoint
contends that agency conflicts arise more fre-
quently in family-run companies than non-family
companies. Due to their interests, family manage-
ment frequently expropriates the wealth of minor-
ity owners (Faccio et al,, 2001; Salvato & Moores,
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2010). The optimistic view of family businesses
suggests that family businesses face fewer agency
issues than their counterparts (Anderson & Reeb,
2003). This study assumes that Indorgsian family
businesses have fewer agency issues (Anderson et
al., 2003; Andres, 2008; Joniet al,, 2020a).

Anderson and Reeb (2003) note that concentrat-
ed ownership in family enterprises reduces the
traditional problems of managerial expropria-
tion (agency problem type II), since the family’s
wealth is tightly tied to the company’s success.
Family owners put family members in crucial po-
sitions, which can potentially monitor and con-
trol the company (Demsetz & Lehn, 1985). They
also have relatives within the company who are
more knowledgeable about the business because
they have a more extended period in the industry
(Faccio et al., 2001). Moreover, Prencipe and Bas-
Yosef (2011) and Andres (2008) suggest that fam-
ilies have invested considerable private capital in
the firm, so they tend to be particularly concerned
about its survival, hence providing strong incen-
tives to control management activities. These ar-
guments infer that companies under family con-
trol are less likely to act opportunistically and, as
a yegult, have higher earnings quality. According
&ang (2006) and Ali et al. (2007), family firms
engage in less earnings management because they
are better able to monitor and have a thorough un-
derstanding of the business operations, which ul-
timately allows them to detect misreporting.

Many empirical studies document that compa-
nies with financial difficulties have incentives
to increase their reported earnings (e.g., Campa
& Camacho-Minano, 2015; Filip & Raffournier,
2014; Franz et al., 2014). Additionally, past stud-
ies (e.g., Dichev & Skinner, 2002; Moyer, 1990)

http://dx.doi.org[10.21511imfi.19(4).2022.17




Investment Management and Financial Innovations, Volume 19, Issue 4, 2022

report that managers of troubled firms system-
atically take income-increasing actions to keep
their jobs and reduce potential intervention by the
firms’ boards. Likewise, managers of companies
at risk of breaching debt covenants have more in-
centives to practice upward earnings management
(Iatridis & Kadorinis, 2009). Similarly, Jaggi and
Tsui (1999) argue that companies in precarious
financial positions are more prone to report op-
timistic information in their financial statements.

%s paper aims to examine the effect of fami-
ly-controlled and financially healthy firms on the
earnings management practices of Indonesian
non-financial listed companies. Consequently, the
current study proposes the following hypotheses:

HI:  Family-controlled firms are less likely to
practice earnings management.
H2:  Financially healthy firms are less likely to

practice earnings management.

2. METHODOLOGY

2.1. Sample selection

This study employs non-financial listed family
companies on the IDX for the fiscal year 2017 to
2019". The study identifies family businesses from
the Globe Asia Business Magazine article “Family
businesses: Maintaining relevance in the modern
era’ (GlobeAsia, 2019). The study then traced the
websites of each group of companies and found 91
firms that continuously published their annual re-
ports throughout 2017-2019. However, 29 entities
are financial corporations or do not provide com-
prehensive information for measuring the variables
studied; therefore, the useable sample is 62 corpora-
tions or 186 observations. One observation exhibits
unique and extreme features (outlier) and is exclud-
ed from the research sample. The final sample is 185
observations.

2.2. Proxy for the dependent variable

modified Jones (1991) model’s discretionary
accruals are used as a measure for the manage-

ment of earnings. In line with the existing liter-
ature in earnings management (e.g., Francis et al.,
2016), this study emphasizes the absolute instead
of the real sign of the discretionary accruals. Total
accruals must be calculated before constructing
the value of discretionary accruals:

T4, =(ACA, —ACash, ) -
—(ACL, —ALTd, —AIT,) - DA,,

)

where ]P: total accrualsin year t; ACA, = the dif-
ference een year tand f - 1 in current assets;
ACash, =Ediﬁbren etween year t andt — 1 in
cash balance; ACL, = the difference between year ¢
and in current liabilities; m]“d'r = the differ-
ence between year t and t - 1 1n long-term debt
g;nce included in current liabilities; AT T = the

ifference between ye nd t — 1 in income tax
payable balance; DA, = the depreciation and amor-
tization expense in year f.

The TA is then broken down into normal and dis-
cretionary accruals using Jones’s (1991) modified

estimation as follows:
TA,/TA =a, [l/TA“_] ]+
+B,[(AREV,,—MR,,)/ TA,, , |+ (‘2?
+1,| PPE,,/ T4, 1+¢,, |,

where TA, = a company’s total accruals in industry
k for year £; TA,, = a company’s total assets in
industrya for year t-1; AREV, = the difference
between year fand f - 1 in net sales for a company
in industry k; AAR,  =the difference between year
tand t - 1 in accounts receivables balance for a
company in industry k; PPE_ = a company’s gross
PrOgRytys plant & equipment balance in industry k
for year ; a, [3}., = the industry-specific estimated
coefficients; g = the error term.

Normal accruals are the fitted values from Equation
2, and discretionary accruals are the residual value.

2.3. Proxy for independent variables
This study employs family ownership and finan-

cially healthy firms as predictors for earnings
management. Following Andersen and Reeb

1 0 ensure data homogeneity, this study focuses on non-financial firms due to these companies are dominant in the Indonesian economy

(Craig & Diga, 1998).

http://dx.doi.org/10.21511imfi.19(4).2022.17
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(2003), the present study identifies family firms
based on equity ownership proportions and the
involvement of family members in executive or
supervisory roles. The assessment of the finan-
cial health of firms is of particular importance in
this study. Numerous banlgaptcy models have
been previously developed in the literature (e.g.,
Altman, 1993; Carcello & Neal, 2000; Mousavi et
al., 2015; Tinoco & Wilson, 2013; Zmijewski, 1984).
This study employs the financial default predic-
tion model of Altman (1993). The Altman Z-Score
model utilizes multiple discriminant analysis
(MDA) to classify and identify firms with a high
probability of failure (Mselmi et al., 2017). Altman
selects five financial ratios that represent a firm’s
liquidity, profitability, leverage, solvency, and ac-
tivity and are used to compute the risk score of a
company. The Altman score is estimated from the
following formula:

7 1‘2(1118 working capiral} .
total assels raiio

the retained earnings
+1.4 & ]+

total assets ratio

+3.3
total assets ratio

[Ike earnings before interest and lax]+ G
+0.6(

the market value of equity N
total liabilities ratio

the net sales
o thenesde ),
total assets ratio
where Z shows a firm’s propensity to bankruptcy,
a firm with a high Z-score has a low probability
of going bankrupt. Therefore, per the proposed
hypothesis (H,) and the Altman score, this study
would suggest the larger (smaller) the Altman in-

dex of a firm, the less (more) likely the firm is to
practice earnings management.

Table 1 presents the study samples based on the
IDX industry sector and firms’ financial health.
The study uses an Altman Z-score above 2.99 as
the threshold for splitting the sample firms into
financially distressed and healthy firms sub-sam-
ples, as has been well-established in the literature
(Altman, 1993; Casillas et al., 2019).

Table 1 shows that most firms (53 observations
or 28.65%) in the sample are in the Property, re-
al estate & building classification. At the same
time, the smallest percentage is companies in the
Agriculture sector and the Infrastructure, utili-
ties & transportation industry with nine observa-
tions (4.86%), respectively. The largest proportion
of firms classified as financially distressed is list-
ed in the Property, real estate & building group,
with 45 observations or 42.45% of the total dis-
tressed firms. In comparison, three observations
of the listed firms in the Consumer goods indus-
try were assigned a numeric value indicative of fi-
nancial difficulties. Interestingly, all firms in the
Miscellaneous sector are more likely to experience
bankruptcy.

2.4. Proxy for control variables

This study controlled for variables that might
impact earnings management practices.
Corporate governance structures (board inde-
pendence, board meeting frequency, audit com-
mittee) are included in the regression analysis
as it is designed to encourage efficiency and
promote accountability of resources used by
management. In the literature, effective cor-
porate governance is frequently linked to reli-
able financial reporting and business perfor-
mance (Arora & Dharwadkar, 2011; Martinez-
Ferrero et al., 2020). To control the potential

Table 1. Sample by the IDX industry sector and financially healthy versus distressed firms

Sample Distressed Firms Healthy Firms
Industry sector
n n %
i 5 3 3.80
il . A8 A2 il 139
30 20 25.32
::Misce\laneous industry 12
33 30 37.97
”ﬁ‘.ruopert\,r, real estate & building construction = 45 8 1012
Infrastructure, utilities & transportation 9 3 3.80
A b 5 T
185 79 10000
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3

accumulative effects of a company’s financial
performance, return on assets (ROA) is added.
Financial performance may impact the oppor-
tunistic window of corporate management and
incenigggs for managing earnings (Frankel et al.,
2002; Kothari et al., 2005). Firm age is another
variable that is considered to influence earnings
management behavior. Longer-running com-
panies may have more outstanding expertise in
corporate governance and have been exposed
to more reputation risks, which are connected
with higher earnings quality (Gul et al., 2009).
The Big4 auditors are also included in the anal-
ysis to control the impact of global account-
ing firms on the quality of reported earnings.
According to earlier research (Frankel et al.,
2002), companies audited by Big4 auditors re-
port higher-quality earnings than those of their
counterparts.

2.5. Empirical model equations

Multiple regression of the ordinary least squares is
the main statistical method for testing hypotheses.
The regression models are defined as:

DAC, =a, +a,FAM , +a,ALTMAN , +
+a,,BOINDP, +a,, BOMEET, +

+a,, AUDCOM , +a, BIG4, +a,ROA, + (4
+a,,AGE, +YEAR FIXED EFFECT, +
+INDUSTRY FIXED EFFECT, -¢,,

where DAC = the absolute discretionary accru-
als measured by Jones’s (1991) modified model.
FAM = the proportion of publicly traded shares
that family members own. ALTMAN = takes a
value of one if a company’s Altman Z-score is
higher than 2.99 and zero otherwise. BOIND =
the percentage of independent board members.
BOMEET = the annual number of supervisory
board meetings. AUDCOM = the total members
of the audit committee. BIG4 = takes a value of
one if the company auditor is a Bigd accounting
pyn and zero otherwise. ROA = the net income
to total assets ratio. AGE = the years since the
company was founded, expressed as a natural
logarithm. ,_the firm i in year . YEAR FIXED
EFFECT, INDUSTRY FIXED EFFECT = the
tixed effects for different years and industries.

http://dx.doi.org/10.21511imfi.19(4).2022.17

3. EMPIRICAL RESULTS
AND DISCUSSION

3.1. Descriptive statistics

Tablgwh shows descriptive statistics for the varia-
bles in the analysis. Descriptive statistics for con-
tinuous variables are shown in Panel A. In contrast,
mmy regression variables are shown in Panel B.
anel A of Table 2 reports that family members
hold, verage, 62.47% of the shares of sampled
ﬁrms.% ratio of independent members on the
board of directors is 41.84%, above the 33.33%
required by the Financial Services Authority
Regulation (POJK) No. 33/2014. The POJK 33/2014
requires the board of directors to hold a meeting
at least 1 (one) every 2 (two) months. The average
frequency for board meetings is 10, varying from
two to 31. The mean size of audit committees is
three. This number meets the requirements speci-
fied by POJK No. 55 of 2015, which call for at least
3 (three) members.

Table 2. Descriptive statistics of sample firms

Panel A - Continuous Variables

Variable Min Max Mediané Mean sD

DAC i -0,20 0,29 | 002 | 002 | 009
“EAM 19,69 92,40 60,00 62,47 "'1;’,02
BIND 20,00 100,00 40,00 41,84 “'10,07
BMEET 2,00 31,00 10,00 10,00 3,93
AUDCOM 2,00 5,00 3,00 3,06 0,32
“rOA -20,90 45,56 5,33 5,62 6,95
AGE 492  B833 | 3550 | 3504 | 1315

Panel B - Categorical Variables

Variable : n : %

"é.ig}i" 90 48,65
NonBlg4 85 ."51,35
Financially healthy firms 79 42,70
..I;\.ﬁ..é.ﬁ.cially distressed firm 106 ."5?.30

The low average ROA (5.62%) indicates that family
businesses suftered financial hardship in the sam-
ple years. The mean AGE is 35.04 years, and the
median is 35.50 years. Panel B reports that Bigd
firms audit around 48.65% of the sample firms,
implying that Big4 auditors are a relatively domi-
nant provider of audit services in Indonesia’s cap-
ital market. Finally, financially healthy firms rep-
resent 42.70% of the sample.
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Table 3. Pearson correlation matrix

ALTMAN

BMEET

AUDCOM

ATMAN
B .
BMEET
AJDCOM
8IG4

ROA

70007
L0001
0.203*

-0183%
0.069
=0.073

Note: * and ** indicate significance at 1% and 5% levels, respectively.

3.2. Correlations

This study uses Pearson’s correlation matrix to test
for multicollinearity across the variables. Table 3
reports that correlation results fully support the
study hypotheses. As hypothesized, the finding
shows that family ownership (FAM) and financial-
ly healthy firms (ALTMAN) are significant nega-
tive correlated (both at p<0.01) with DAC (a proxy
for earnings management). The results also report
a low correlation coefficient (0.319) between the in-
dependent variables. All variable correlation coefhi-
cients are within the crucial range 0f 0.80 (Cooper &
Schindler, 2003). Thus, the regression models show
no evidence of multicollinearity across variables.

4. RESULTS

Table 4 provides the results of multi-regression for
H, and H, testing. Panels A and B exhibit the re-

Table 4. Regression results?

gression results of a single independent variable,
while Panel C displays the results for each inde-
pendent variable.

ﬂ regression mdel estimates reported in Panels

through C are significant (F-statistic p<0.01).
Multicollinearity is not a problem in the model es-
timations, as seen by all variance inflation factor
(VIF) values lower than 10. This finding is in line
with Table 3. Panels A and C demonstrate that the
FAM’s coeflicients are significantly negative (both
at p<0.01), indicating that a high percentage of
?res of companies owned by family members is
related to a lower level of earnings management.
Therefore, H, is supportggy These results support
the assertion made by Wang (2006) and Ali et
al. (2007) that family firms report higher-quality
earnings. ever, the results contradict studies
by Chaney et al. (2011) and Chi et al. (2015), who
note that family enterprises tend to develop polit-

. Panel A Panel B Panel C
Variables
Coef. t-stat Coef. t-stat Coef. t-stat VIF
ACONSANt i 2208 ZIFEE e 328
FAM -0.078 : -3.287% -0.063 : -3.279*

BMEET 2.579*

AUDCOM =2.170%* _ .

BIGA ~0.056 -4589% - —4.425* 1.180

ROA ...0002 . 1789*** | 0002 b 1421

AGE 0001 | -1137 0001 | -0890 1.083

Adjusted R? | 0.195 : 0222

Fotane gl B
ervations 185 185

Note: *, ** and *** indicate significance at 1%, 5% and 10% levels, respectively.

2 We also perform the
Kothary et al. (2005).
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sing an alternative proxy of earnings management (performance-matched discretionary aceruals purposed by
se results are qualitatively the same as those reportedin Table 4.
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ical relationships and produce lower-quality re-
ported earnings.

The ALTMAN coefficients in both models (see
Panels B and C) are negative and highly significant
(at p<0.01). The findings suggest that firms are less
likely to practice earnings management if their
Altman Z scores are more than 2.99. Thus, these
findings support H,. The results confirm many
empirical studies that indicate distressed firms
are more prone to practice earnings management
by increasing their reported earnings (Campa
& Camacho-Minano, 2015; Filip & Raffournier,
2014; Franz et al, 2014). Similarly, Dichev and
Skinner (2002) and Moyer (1990) note that man-
agers of troubled firms have incentives to engage
in income-increasing accounting practices to
maintain their financial performance.

Regarding control variables, this study finds that
BMEET, BIG4, and ROA help explain earnings
management behavior. Coefficients on BMEET
and ROA are positive, while BIG4 is significantly
negative across all models. These findings confirm
that compared to companies that use the audit
services of non-Bigd firms, the level of earnings
management is much lower among companies au-
dited by the Big4 auditors. Interestingly, this study
reveals that companies are more likely to manage
their earnings figures if they (1) hold board meet-
ings more frequently and (2) have better financial
performance.

Table 5. Fixed efﬁt regression results
23

4.1. Robustness check

Previous studies document that earnings manage-
ment varies across industries and in different pe-
riods (Al-Shaer & Salama, 2015; Salehi et al., 2019).
Therefore, this study undertakes a further analy-
sis (see [@ble 5) that considers industry and year
effects. The results of the Hausman test suggest
adopting fixed-effect estimates to account for the
industry and year-specific characteristics.

The multiple regression analysis performed uti-
lizing the fixed effect test (Table 5), and the main
findings in Table 4 are generally consistent. A dif-
ference is that Table 5% explanatory powers (ad-
justed R?) are marginally higher than those found
in Table 4's data.

4.2.Additional analyses

This study performs two additional analyses to
increase the main findings’ reliability. First, the
study considers the role of the family members as
one of the family business characteristics. The im-
pact of active versus passive family involvement in
the enterprise is therefore examined in this study.
Family members with senior management roles
can more easily align a company’s interests, en-
hancing the company’s performance and reputa-
tion (Anderson & Reeb, 2003; Davids et al., 1997).
However, they also can negatively affect a firm’s
performance. Family management tends to ex-

Variables ﬁm\- Year fixed effect :Panel B - Industry fixed effect: Panel C- Year and industry fixed effect
Coef. t-stat Coef. t-stat Coef. t-stat VIF
(Constant) 3.317* 3.349*
FAM ~0.063 ~0.076 ~3701* ~0.075 -3 698+ 1444
ALTMAN Z0036 ~0.035 Z2.495* Z0.034 “2.408%* 1686
8IND 004y 0.050 0.907 0.050 0.909 1.080
BMEET 0004 0.004 2.426%+ 0.004 2394%* 1164
AUDCOM -0.098 —p.084 -1.358 -0.083 -1.343 1349
BIGA —0054 —0.051 —4.050* -0.052 —apa7r* 1.404
ROA 0002 0.003 3.243* 0.003 3.078* 1.469
AGE 0001 0001 | 1304 0.001 ~1.312 1153
Year dummies Yes Mo Yes
‘ndustrv dummies No Yes Yes
Summary

Adjusted R? 0.226 0276 0.280
F statistic 6.371* 5.679* 5.217*

185 185 185

ﬁservaﬁons

Note: * and ** indicate significance at 1% and 5% levels, respectively.

http://dx.doi.org/10.21511imfi.19(4).2022.17
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Table 6. Active family control and earnings management

. Panel A - Family as a director Panel B — Family as a BOD | Panel C - Active family control
 — Coef. t-stat Coef. t-stat Coef. t-stat
(Constant) 2.9595*% 2.643% 2.753*
FAM =2.999* =0.058 =3.051* =0.054 =2.867*
ALTMAMN —3.3B4% =0.037 -2.672¢% =0.048 —3.415%
BIND 05827 0.067 1.181* 0.059 1.044
BMEET 2400** 0.004 2.633* 0.003 2.373%*
AUDCOM -1.579 -0.069 -1.100 0.003 -1.435
BlG4 -4.254* =0.058 —4.755 0.005 -4.307
ROA 2.728% 0.002 2.563% 0.005 2.738*
AGE . =1.417* 0.001 =1.287 =0.060 =1.563
FAM AS DIR 0.036 3.081* 0.031 2.444%%
{26 ASBOD 0.009 1726 0.011 0.742
Year dummies Yes Yes Yes
Industry dummies Yes Yes Yes
Summary
Adjusted R 0.257 0.233 0.255
F-statistic 8.086* 7.223* 7.314%
185 185 185

ﬁservaﬁons

Note: * and ** indicate significance at 1% and 5% levels, respectively.

propriate minority shareholders” wealth for their
interest (Salvato & Moores, 2010). This study us-
es two separate active family controls to examine
the role of family directors or executives (FAM AS
DIR) and the family involvemea on the supervi-
sory board (FAM AS BOD). If a family controls
the company and one or more family members
hold director (executive) positions, the value of
FAM AS DIR is one; otherwise, it is zero. If a fam-
ily controls the company and one or more of its
members serve in a supervisory capacity on the
board, the value for FAM AS BOD is one; other-
wise, it is zero. Table 6 summarizes the results of
the additional test.

Panels Band Creport that coefficients on FAM AS
BOD are positive but statistically insignificant, in-
ferring that family members on the board of direc-
tors have no significant impact on earnings man-
agement behavior. The findings in Panels A and C
denmstrate that the coefficients on FAM AS DIR
are positive and significant at p<0.01 and p<0.05,
respectively. These results imply that family mem-
bers sitting in management or executive positions
enhance earnings management and, thus, lower fi-
nancial reporting quality. A possible explanation is
that family management experiences hardship in
financial performance. Further analysis (not tab-
ulated) confirms that the financial performance
of family managers is significantly lower than
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the profitability of firms managed by non-family

mbers. This finding aligns with other research
Frankel et al,, 2002; Kothari et al., 2005), which
suggests that less profitable companies are linked
to more aggressive earnings management.

Second, the current study considers the impact
of nonlinearities in the effects of family owner-
ship on earnings management practices. Family-
owned enterprises may have favorable and un-
favorable consequences on their performance
(Anderson & Reeb, 2003). The performance of a
company improves with greater ownership con-
centration. Yet, the relation between the two var-
iables might be negative at lower share ownership
levels. These two hy eses predict a nonlinear
relationship between tamily-controlled firms and
the magnitude of earnings management. Table 7
displays the test results for nonlinear relationships
between family firms and management of earn-
ings behavior.

The results reveal that family ownership (FAM)
has a positive coefficient, while its square (FAM-
Square) has a negative value (at p<0.01). These
findings suggest a nonlinear relationship between
family share ownership and the management of
earnings practices. At low ownership levels, fam-
ily owners have less power to control manage-
ment actions and, thus, increase the magnitude

http://dx.doi.org[10.21511imfi.19(4).2022.17
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Table 7. Nonlinearities between family ownership and earnings management

Variables Coef. t-stat
_|Constant) 3.232*
R 1115 3.700*
_FAM-Sgquare -1.371 -3.915*%
A -0.033 -2.468*
BIND 0.066 1.215
BMEET 0.004 2.858"
AUDCOM =0.094 —1.602%*
B =0.066 =5.471*
0.002 2.668*
0.001 —1.304
Yes
“\.ﬁdustry dummies Yes
Summary
Adjusted R’ 0.280
F . 8.957"
Inflection point 0.406
S e

Note: * and ** indicate significance at 1% and 5% levels, respectively.

of earnings management. The inflection point is
40.6%. If family equity increase beyond this cut-
off point, family owners achieve excessive power
to control management activities, causing a lower
level of earnings management. In summary, the

quality of earnings declines as family ownership
up to the inflection point. However, when fam-
ily equity rises above this ownership threshold,
family businesses begin to generate higher-qual-
ity earnings.

CONCLUSION

The paper mainly explores whether family-congggled and financially healthy firms practice earnings
management and, thus, regce earnings quality. Using a sample of 82 non-financial companies listed on
the IDX fr 2017-2019, the study documents a significant negative association bet family own-
ership and earnings management. This finding infers that family-controlled businesses are less likely to
manage their earnings. The study also shows that financially healthy businesses tend to practice earn-
ings management less. In g::r words, the result documents that companies without a propensity to

experience financial issues €xhibit lower levels of earnings management.

In conclusion, the study’s main findings indicate that family-controlledgand financially healthy busi-
nesses report higher-quality earnings. Additionally, thesstudy finds that the impact of the family exec-
utive men‘?s on the earnings management measure 1s positive and statistically significant. The result
infers that the involvement of family members in the management or gggcutives leads to lower financial
reporting quality. Finally, the study indicates a nonlinear association between family share ownership
and the management of earnings behavior. In the first stage (up to a 40.6% ownership concentration),
the increased family equity causes earnings quality to decline. Still, family businesses begin to report
higher-quality earnings as family ownership exceeds this cut-off point of ownership.

%e findings of this paper have implications for policymakers who appear to control the ownership of
company shares by the family members as such matters might reduce the practices of earnings manage-
ment. The study argues this concern can be inappropriate due to families” limited ability to maximize
control within the firm, which could provide limited benefits.
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