CHAPTER1

INTRODUCTION

1.1 RESEARCH BACKGROUND

Managers are always expected to manage the business as best as they can

so that the company able to perform well. The company’s performance will
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This substantial attention towards the amount of company’s earnings
provokes the management to be engaged in earnings management practice.
Another motive of earning managements done by the management is relevant to
agency theory. In agency theory, manager who function as the agent while owner

function as principal have a different level of information or in other word called



as information asymmetry. This information asymmetry happen because
management who manage the internal of the company, further will be referred to
as agent, know more about company rather than the owner or the principal. The
desynchronization between two most prominent sides of the company result in a

situation where management able to execute earnings management.

Generally, practitioners argue that earnings management inherently is the

opportunistic behavio
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management motive which is tax. Tax takes a part in the practice as well. Firms

types of income

tend to avoid paying tax as best as they can, and that became another motive to do
earning management. One way to push the tax liability as low as possible is to
report the lowest income as the firm possibly can. That particular type of earning

management which called earning minimization.



Earning management scandals has been recorded to happen in various
companies across sectors in Indonesia. In 2010, as reported in Tempo.com,
Indonesia Corruption Watch (ICW) reported three mining companies owned by
Bakrie Group to Directorate General of Taxes. Indonesia Corruption Watch
(ICW) suspected that reporting manipulation that is done by PT Bumi Resources
Tbk., and it’s subsidiaries since 2003-2008 have caused Indonesia to suffer

financial loss amounted US$ 620,49-milior
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Another case from mining company in 2011 is done by PT Ancora Mining
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Service (AMS). PT Ancora Mining Service was reported to Directorate General of
Taxes by Forum Masyarakat Peduli Keadilan (FMPK) in suspicion of
manipulationg financial report. Indication that there is a possibility of
manipulation is seen because there is income amounted Rp. 34.9 billion but there
is no movement in investment. Other than that, it was found that there is payment

of interest as much as Rp. 18 billion while admitted to have no debt. FMPK also



found evident of receivable amounted Rp. 5.3 billion with no apparent proof of

transaction (www.republika.co.id).

PT Timah (Persero) Tbk., also caught in earning management mishaps.
Chief of Lead Employee Association (IkatanKaryawanTimah abbreviated 1IKT)
argue that board of directors had misled the public through media. For example,

press release of financial report for first semester of 2015 that claimed the

credit card re

(detik.com).

Accounting Theory‘

(1986):

1. The bonus plan hypothesis
When firm has the bonus plan to reward the manager, manager tends to
choose the more beneficial accounting method for themselves, in
which case able to move the income from future to be recognized in

the present. This will increase present income which will then make it



seem that manager has done a great job in current period that earn
them the bonus.

2. The debt to equity hypothesis (debt covenant hypothesis)
Firms which have high debt to equity ratio, managers tend to choose
accounting method that can increase the income. High debt to equity
ratio will result in difficulties to obtain capital from creditors.

3. The political cost hypoth
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Good profit means a good performance in behalf of the company which

draws the potential investors to invest their money in the said company. One way
for companies to meet potential investors is through stock market. Stock price is
heavily established by the supply and demand of the share. Since investors often
time only concern about the amount of earning stated in financial report regardless
on how the number gets there, the possibility of management to practice earning

management is higher. Management are encouraged to stir the financial report



into something more favourable that would better attract the potential investors to
invest in the company. One of the reasons for management to smooth reported
earnings according to Biedleman (1973) in Belkaoui (2000) that is cited in Arnan
(2010), is the assumption that stable income stream capable of supporting a higher
dividend rate than a variable income stream, and has favourable influence in the

company’s stock value because of the risk company reduced.
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Mining sector in Indonesia has been on the rise these past year and is
predicted to still be favourable in the stock market in the future. Mining sector has
a different characteristics than other sectors. To name a few, mining sectors
requires high amount of investment, long term, high uncertainty and risk. Mining
company needs huge capital to operate, like exploration of the resources.

Therefore, companies will need to enter stock market to be able to absorb capital

and strengthen the financial position.



The uncertainty of whether the highly cost and long term exploration will
result in income or loss may become a motive for company to do income
smoothing. The difference of accounting methods that can be applied in
accounting for exploration and evaluation (E&E) which are full cost (FC) and
successful efforts (SE) methods (Asekomeh, et al., 2008) also may enable the
practice of income smoothing in mining sectors. The implication of these
assertions is that income smoothin possible b

earnings of accr!b_ oug can mﬁ

same possibility r:xists throug

adjusting the impact on

e decision. The

iming where t timing of E&E

activities and cgsts produc

The above ment earcher to study the

issue on how income smoothin tock price in Indonesian stock

Eey

1 several researches
preceding this re \.' /1 g to stock price.
Kristiyani (2013)yhas fot hat,_ther 0_Sign t effect!between income

K__J L ¥

exchange, particularly in_mini S . T

<

smoothing practice: ed in Indonesia
A\ Tr_' K

by using manufacturing companyfl‘i"s\te in In

BANO
_I—'_'__F

donesian Stock Exchange in the

period of 2008-2011. This result is parallel with the result Suryadi (2017) has
found. Using the same population which is manufacturing company listed in IDX,
in the period of 2011-2015, the researcher did not found the effect of income
smoothing to the stock price. On the other hand, the hypothesis that earning
management practice has positive and significant influence to stock price changes

is supported by researches done by Hermansyah (2008) and Andriyani (2009).



Nafea et al. (2013) specifically stated that income smoothing as one of earning
managements type, can increase stock price since the decreasing of investment

risk.

1.2 PROBLEMS IDENTIFICATION
Based on the background described before, the problems to be studied are:

1. Does income smoothing practice happening in mining companies
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The study is aimed to contribute 1(_nto\hterature of earning management

especially about income smoothing practice in Indonesia.

To be detailed, the breakdown of the benefit of the research can be as

follows:



1. For author

This research will increase author’s knowledge regarding income

smoothing practice in Indonesia especially in mining sector.

2. For investors
This study will help investors in making decision regarding their

investment. Investors will be able to include this study in consideration
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1.5 WRITING SYSTEMA "é
Chapter Sduétion-ch the background,
problem definition, research purpose, research benefits, and writing
systematic. In chapter two it will be the literature review about all related
researches and materials for this research. Chapter three contain research
methodology including the population taken, the sampling method, variables

identification, data gathering method and data analysis method.



