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Family control, leverage, and quality of earnings:
a study on manufacturing companies in Indonesia

Abstract. Earnings quality can be influenced by family control through entrenchment effect and alignment
effect. This study examines family control in improving earnings quality and leverage in moderating family
control on earnings quality - the quantitative descriptive research method used as a research method.
Manufacturing enterprises registered on the Indonesia Stock Exchange for 2017 and 2018 make up the
research population. The data in this study are unbalanced. Secondary data was gathered from annual
reports, prospectus reports, the Indonesian Capital Market Directory, and other sources for this study.
The research topic is determined by applying the definition of a family business. The variables in this study
include abnormal cash flows, abnormal production costs and, abnormal discretionary costs. They were
testing the hypothesis using regression analysis (Ordinary Least Square/OLS).

The results showed that family control did not affect real earnings management. This shows that strong
family control does not affect earnings quality. The leverage variable only moderates the effect of family
control on abnormal cash flow from operations (REMCFO).
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1. Introduction and Brief Literature Review

The financial information presented in financial statements can be useful for decision-making
for interested parties (stakeholders). One piece of the important financial information presented
in the financial statement is information about the profit generated by the entity during a specific
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period because profit is a measure used to assess the company’s operational success. Based
on «accounting» or «market» factors, earnings attributes are commonly used to assess earnings
quality. Revenue figures are of high quality if they reflect operating performance, are a good indi-
cator of future operating performance, and describe its intrinsic value. Family members run the
majority of businesses in emerging countries. The PWC survey of family businesses in Indonesia
shows that more than 95% of businesses are family-owned. According to the Indonesian Institute
for Corporate and Directorship, more than 95% of firms are held by families.

Accounting scandals worldwide occur, resulting in concerns about the quality of financial re-
porting (Kaletnik & Zdyrko, 2021). Investor confidence in a company’s financial management and
reporting can be harmed by financial scandals (Jabbar et al., 2021). For the reliability and useful-
ness of earnings information for interested parties, entities should provide high-quality informa-
tion (Cernius & Bir8kyte, 2020). Technological advances can make it easier for managers to ma-
nage finances and other jobs (Ghani & Khalil, 2021). Families as shareholders can be more effi-
cientin monitoring the operations of family companies than shareholders in nonfamily companies.
Family control is the primary determinant of dividend policy (Yousaf et al., 2019). The interests of
family owners have a high relationship with the company and other shareholders (Jara etal., 2019).
Therefore, higher earnings quality and more earnings informativeness are connected with fami-
ly-controlled businesses. Family-owned businesses, on the other hand, are less prone to manage
earnings and perform better.

Family control can affect earnings quality through the entrenchment effect and the alignment
effect. According to the entrenchment effect concept, businesses with higher family ownership
concentration can negatively impact earnings quality. According to the congruence effect, grea-
ter family participation leads to improved income quality. Family control positively affects ear-
nings quality (Ghaleb et al., 2020; Miroshnychenko et al., 2021). Companies that families direct-
ly control are easier to get a network connection. Family and nonfamily firms thus exhibit diffe-
rent financial pressures. Investors prefer family-run companies because they are relatively safer
(Cumming et al., 2019). In addition, the firm value will increase when companies follow good cor-
porate governance practices (Poletti-Hughes & Williams, 2019).

Family firms lack the motivation to engage in opportunistic behavior such as earnings ma-
nagement that can damage firm value. The slowdown factor needs to be addressed immediate-
ly so that higher financial reports can motivate family companies to monitor their own business
(Nawi et al., 2019). The influence of family ownership is more likely to be influential when there
is active family management and control. The ability of the company owner to manage the busi-
ness affects the company (Camison-Zornoza et al., 2020). Family involvement in company ma-
nagement results in more excellent reciprocal monitoring and concerns about earnings reputa-
tion risk. Strong family control will result in a higher quality of reported earnings.

This study’s index took into account the family’s position on The board of commissioners and
the board of directors are two different boards. Measure was used to consider that family mem-
bers take on different roles and responsibilities within the company. The company owner’s family
can be more willing to take risks in the company’s innovation strategy. Variation in profit growth is
a major factor in business (Pardo et al., 2020). Some family members actively participate in cor-
porate governance, and others may take a passive role (Cedeiio, 2021). On the board of directors
and the board of commissioners, inactive family members are thought to cause more friction than
those who are actively involved in the company’s operations. Suppose members are active in the
management of the company. In that case, there are stronger control and a similar preference for
managing the company to achieve goal alignment. No opportunistic actions resulting in earnings
quality decrease are taken.

Families use several ways to gain effective control within the company. The optimal combina-
tion of adopted mechanisms can be a «package» in which the effectiveness of one mechanism de-
pends on the effectiveness of the other. Governance mechanisms operate in an interdependent
manner, with their overall effectiveness dependent on certain combinations. One mechanism can
replace or complement another. If one or more mechanisms are less effective, the others will be
more reliable. The seriousness of the company owner to get ahead in the business is very neces-
sary (llyashenko, 2020). Family control can interact with governance mechanisms in the form of
capital structure (Kupp et al., 2019).

Leverage can be used as an effective internal governance tool that disciplines managers.
In terms of capital structure and debt level, family ownership has an impact on the company’s
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risk-taking behavior. To minimize dilution of family power, businesses often assume leverage
risks. The negative effect of leverage on earnings management shows earnings management ac-
tions, thereby increasing earnings quality. Family control must interact with leverage and obtain a
combination of efficient governance (Dubey et al., 2020). Leverage as a moderating variable be-
cause the family control variable cannot stand alone in the governance mechanism. So it must in-
teract with other governance mechanisms such as capital structure (leverage) to create an effec-
tive governance mechanism. The government mechanism will not be effective if it stands alone.
To achieve governance effectiveness, they must be combined (bundled) with other governance
mechanisms. As a result, management’s opportunistic actions can be reduced, and financial
statements that reflect high earnings quality are produced.

Earnings quality can be influenced by family control through entrenchment effect and align-
ment effect. This study examines family control in improving earnings quality and leverage in mo-
derating family control on earnings quality. Based on the research objectives, it can be developed
into two hypotheses as follows:

H1: Stronger family control has a positive effect on earnings quality;
H2: The favorable effect of more family control on earnings quality is amplified by leverage.

2. Research Methods

2.1. Population

The descriptive quantitative research method was used. Manufacturing enterprises listed on
the Indonesia Stock Exchange from 2017 to 2020 make up the study’s Population. In addition,
secondary data from annual reports, prospectus reports, the Indonesian Capital Market Directo-
ry, and other sources are used in this study. The object of this research is determined by using the
definition of a family company. When examining the ultimate owner and control structure, the lar-
gest shareholder is an individual or group of people related by blood or marriage, and a minimum
shareholding of 10% is required. A purposive sampling strategy is used to determine the sample,
and the criteria are used to determine the sample that the company meets the definition of a fa-
mily company and the equity is not harmful.

2.2. Variable Measurement

2.2.1. Quality of Earnings

The variables in this study include abnormal cash flow (REMCFO), abnormal production costs
(REMPROD), and abnormal discretionary costs (REMEXP). This study uses aggregate real ear-
nings management (REM) as a comprehensive measure to help capture the effect of real earnings
management. Instead of a single statistic, an aggregate measure will better represent genuine
earnings management action (Eng et al., 2019). The formula for measuring real earnings manage-
ment Abnormal cash flow from operations (REMCFO) is as follows:

CFO;, ( 1 ) ( Sie ) AS;,

=By + + + B (A )+ ;e » (1)
Air-1q Bo + B4 Ai-1 b Ajr-1 *\4,-4 *
where:

CFO,, is an acronym for Chief Financial Officer;

A;,, total accruals of the previous year;

S, is total assets;

AS;, is the difference between sales in the current year and previous year scaled by one-year
lagged total assets;

¢, is the remainder of the model (indicating optional accrual items);

p are the weighting variables.

The formula for measuring real earnings management Abnormal production costs (REMPROD)

is as follows:
PROD“ ( 1 ) Sit ASit AS,~,-1
=Bo + +p( )+p( )+p( )+e-, (2)
Ans Do B n) YR\ D) PG )t Pl ) o
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where:
PROD,, is the total cost of goods sold (COGS) and inventory changes.

The formula for measuring actual earnings Abnormal discretionary expenses (REMDEXP) is as

follows:
DEXP; 1 Sio_
= =B, +p1<A )'*'l?z(lt 1)"‘ €ir > (3)
Ajr-q it—1 Aje—q
where:

DEXP,, total selling, general and administrative expenses (SG&A).

The formula for calculating real earnings management is as follows: The following is the actual
earnings management aggregate (REM):

REM = REMCFO (—1) + REMPROD + REMDEXP (-1) . (4)

2.2.2. Family Control
Family control is an independent variable that shows whether or not family members serve on

the board of commissioners or directors. The dependent variable was scored as follows:

1) If no one in the family has ever served on the board of commissioners or the board of directors,
the score will be zero;

2) one if someone in the family served on the board of commissioners or the board of direc-
tors;

3) two if a member of the family served on the board of commissioners and the board of directors
at the same time.

2.2.3. Leverage

The moderating variable in this study was leverage with a size of the debt-to-equity ratio (DER),
which equals total debt divided by shareholders’ equity. Used DER as a proxy to estimate the com-
pany’s leverage level.

2.3. Control Variables

Corporate governance (CG), return on investment (ROE), and firm size were control va-
riables. In assessing the efficiency of corporate governance, the CG variable employed an ag-
gregate measure of corporate governance procedures (Amer Al-Jaifi et al., 2017). The CG va-
riable score was a composite score based on the number of board members, the proportion
of independent members, the number of meetings, and the board of directors, board of com-
missioners, and audit committee members’ educational backgrounds. ROE was determined by
comparing earnings with equity, while the company’s size in this study was proxied by the com-
pany’s total assets.

2.4. Research Design
This study includes the leverage variable as a moderating variable. The research model is as

follows:
REM = By+B;FamCtrl+ B,LEV+ B;FamCtrI*LEV+B,CG +B;ROE +psLnAset + ¢ (5)
where:

REM: one of the actual earnings managements, including REMCFO, REMPROD, REMDEXP, and
REM.

FamCtrl: family control;

LEV: leverage;

CG: corporate governance;

ROE: Return on equity;

LnAset: Ln of total assets;

FimCtrl = LEV interaction of family control and leverage.
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Additional tests were carried out to determine whether there was consistency in the results
of hypothesis testing with the primary model. In this additional test, leverage is grouped into
considerable leverage and small leverage groups. The regression equation model for large and
small leverage is as follows:

(6)
3. Results and Discussion

3.1. Descriptive Statistics

Measurement data on variables (REM, REMCFO, REPROD, REMDEX) can be seen in
Table 1.

The average REM is 0.1863, with a minimum of 0.0005 and a high of 1.967, as shown in Table 1.
Zero compares the presence or absence of earnings management so that the average company
does not do REM because the results are close to zero. The REMCFO actual earnings manage-
ment strategy average is 0.0612, REPROD is 0.1467, and REMDEXP is 1.095. A lower abnormal
rate of cash flow and a lower abnormal rate of discretionary expense indicates high natural ear-
nings management. A more significant abnormal production rate indicates high earnings manage-
ment (Ghaleb et al., 2020). The results of descriptive statistics for family control independent va-
riables showed an average of 1.3865, so that family control was quite strong. When comparing the
smallest value of 0.082 to the maximum value of 23.9175, the average value of the leverage mo-
derating variable is relatively low (1.7855). Hence, the company prefers funding from sharehol-
ders rather than debt.

Table 1:
Descriptive Statistical Data

Source: Compiled by the authors

3.2. Correlation Test

The correlation test was used to establish the strength of the relationship between the depen-
dent and independent variables. The correlation test result is shown in Figure 1.

Figure 1 shows that there is no severe multicollinearity because the value of each variable is not
greater than 0.90.

No _ Variables ) 2 (3 @ ©) (6 ©) [6)) ®
1 REM 1.0000
2 REMCFO 0.281*  1.0000
3 REMPRO 0.743*  0.224* 1.0000
D
4 REMDEX  0.278* 0.264* 0.319* 1.0000
P
5  FamCtrl 0.0030 0.0600 0.0000 0.0700 1.0000
6 Lev -0.0830 0.0930 -0.0060 0.1230 0.0430 1.0000
7 CG 0.0950 0.0200 0.0060 0.0240 -0.0140 -0.0210 1.0000
8 ROE 0.0600 0.0140 0.0180 -0.1040 -0.0300 -0.565* 0.1160 1.0000
9 LnAset 0.0670 -0.0810 0.0650 -0.0930 -0.0240 -0.0730 0.264* 0.234* 1.0000

23 p<(.01, **p<0.03, *p<0.1

Figure 1:
Shows the results of the correlation test
Source: Compiled by the authors
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3.3. Hypothesis Test

Hypothesis testing is used to study the impact of family control on earnings management de-
cisions. The leverage variable acts as a moderator of the effect of the two variables’ correlation.
Table 2 shows the findings of the research hypothesis testing.

Table 2:
Hypotheses Testing Results

Source: Compiled by the authors

Based on Table 2, the results of the H1 test show a coefficient value as low as -0.0075,
which means that family control does not affect earnings quality. Suppose the sum of the
three fundamental management strategies tends to be close to zero. In that case, it can in-
dicate the possibility of the company choosing a particular strategy not to be seen as doing
earnings management (Vieira, 2016). The results of the REM test are supported by the test
results for each real earnings management strategy, which shows that there is no effect of
family control on REMCFO, REMDEXP, and REMDEXP. This is because there are usually se-
veral families in family firms having substantial control over management and holding posi-
tions on the board. Control of the owner is in the family so that in family companies, the qua-
lity of earnings can be high even though corporate governance is weak. Conversely, an en-
trenchment effect may occur where strong corporate governance and earnings quality can
be below.

Table 2 shows that leverage does not moderate the effect of solid family control on REM. The
H2 test shows that there is no proof of the corporate governance bundle theory. This research
shows that corporate governance is ineffective and that the components of the corporate go-
vernance process are out of balance. Testing the governance control variables, which demon-
strate no effect on natural earnings management, supports the idea that there is no associa-
tion between the effects of family control on earnings quality. Firms that adopt formal Anglo-
American corporate governance mechanisms (such as the existence of a board of directors,
board of commissioners, and audit committee), governance mechanisms remain ineffective in
family firms. The interaction of family control and leverage for each real earnings management
strategy only affects REMCFO. This shows that leverage as a moderating variable is only con-
ditional on REMCFO.

3.4. Additional Testing Analysis Results

The grouping is done through the average value included in the high leverage group and vice
versa. Table 3 contains further test findings.

With a t value of 0.059 and a coefficient value of 0.05, Table 3 shows that. The large leverage
group and family control did not affect real earnings management (REM).

With a t value of 0.003 and a coefficient value of 0.19, the tiny leverage group gives the same
result.

As a result, the test results support the preliminary findings of the study, which reveal that the
leverage variable does not affect the effect of tight family control on earnings quality.
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Table 3:
Shows the results of the large and small leverage tests

Source: Compiled by the authors

4. Conclusion

Family control has no bearing on genuine profits management. Hence it has no bearing on
earnings quality. The leverage variable does not moderate the control effect on REM, while for
each real earnings management strategy, leverage only moderates the effect of family control on
REMCFO. This study has not explored the company’s strategy in carrying out natural earnings
management. Future research should consider the motives that underlie companies to choose
specific strategies to carry out natural earnings management that affect earnings quality in fami-
ly-controlled companies. Further research should also consider the heterogeneity of family firms.
By looking at the heterogeneity of family companies, it is expected to capture each family mem-
ber’s behavior on earnings quality.
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