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INTRODUCTION

The cost of equity is critical for internal decisioraking to formulate an optimal capital structure
and for investors to evaluate expected returns. It is influenced by earnings information, which directly
impacts stock prices and information risks sugkanings opacity. Real Earnings Management (REM)
increases information opacity, often used by firms-awsbn scandal and Sarbar@szley Act due to
its reduced regulatory scrutiny compared to acebasked management. In Indonesia, REM has been
linked t misinformation, lower earnings quality, increased cost of equity, diminished future
performance, and adverse investor reactions. However, REM can also act as a signaling tool, positively
influencing future earnings and reducing cost of equity underfgpeonditions like strong market
share and financial health. This duality in REM's impact necessitates further exploration of how
contextual factors like market share and financial health moderate its effect on the cost of equity.

Previous studies offer conflicting views on the relationship between REM and cost of equity.
Some research highlights REM's potential to reduce cost of equity through efficiency and signaling
mechanisms, demonstrating improved investor confidence in fivitis higher earnings prospects
(Roychowdhury, 2006)Conversely, others emphasize the opportunistic nature of REM, which obscures
true earnings performance and heightens stock risks, leading to higher cost ofRespditpwdhury,

2006) Some studies also suggest no significant relationship between REM and cost of equity
(Roychowdhury, 2006) This inconsistency underscores a critical gap in understanding the conditions
under which REM influences cost of equity.

This research addresses the gap by examining market share and financial health as moderating
factors that determine the cost of REM activities and their signaling potential. Market share, reflecting
competitive positioning, and financial health, indicatiogerational resilience, may mitigate the
negative consequences of REM and enhance its signaling value. By integrating these moderating factors,
this study provides a comprehensive framework to understand how REM can either escalate or mitigate
cost of eqity, contributing to the literature on earnings management and firm valuation.

REM, as defined bgRoychowdhury, 2006Yefers to a management practice where deviations from
standard business practices are employed to achieve specific earnings targets. In contrast to accrual
earnings management, which involves manipulating reported earnings by taking advantage ofloophole
in Generally Accepted Accounting Principles (GAAP), firms' management tends to favor REM. This
preference can be observed when firms make use of different options provided by GAAP, such as
adjusting bad debt estimates, selecting sales recognition mettioatssing inventory accounting
methods, or determining fixed asset depreciation methods, with the intention of manipulating reported
earnings.

REM can be carried out throughout the financial reporting period, unlike accrual earnings
management, which is typically executed only at the end of the reporting gBgchowdhury, 2006)
proposes that auditors can more easily identify accrual earnings management th&Rdy&idwdhury,

2006) assert that auditors' principal responsibility is to recognize inappropriate reporting in line with
GAAP, rather than detecting optimal business activiGesnmerford et al. (2019resent evidence that
auditors of high quality can limit accrual earnings management, prompting companies to resort to
manipulating real activitiegRoychowdhury, 2006)discover that the Sarban@xley Act (SOX) has
resulted in a shift from accrual earnings management to REM, with auditors playing an enhanced role.
Managers prefer REM because it attracts less scrutiny from regulatory bodies and external auditors
comparé to accrual earnings managemg@riychowdhury, 2006)According to(Roychowdhury, 2006)

specific provisions of SOX, such as auditor rotation, raise the expenses connected with accrual earnings
management and consequently promote REM.

Earnings management will be understood in two ways. The first perspective views it as
opportunistic behavior by management, aimed at maximizing their personal gains in relation to

Moderating Roleof Market Shareand Financial Healthon Real Earnings Managemearid Cost Equity
Mumpuni Wahyudiarti Sitoresmi, Alex Johanes SimamabAgustina PrativiNugraheni


http://issn.pdii.lipi.go.id/issn.cgi?daftar&1488945392&1&&

137 e-ISSN:25805312
compensation agreements, debt arrangements, and political considérati@hswdhury, 2006)n this

view, managers do an manipulate earnings to serve their own interests. While many studies have focused
on the opportunistic nature of earnings management, this research will specifically examine earnings
management as a form of information signg{iRoychowdhury, 2006)

Under pressure from analysts, managers may engage in real earnings management (REM) to
enhance shotterm performance, as proposed @kani & Oesch, 2016)(Eunice & Obi, 2021)
theoretical insights into how product market competition influences the incentives for earnings
manipulation. They find that in highly competitive markets, manipulating earnings becomes more
rewarding, particularly for firms that appear to be underperfogrttieir competitors. The objective of
such earnings management is to offset market disadvantages and create a favorable perception. Another
opportunistic form of earnings management occurs around seasoned equity offerings (SEQO) when firms
manipulate earnigs to boost their share prices.

Earnings management can also be used to conceal financial difficulties and delay bankruptcy
filings. (Irani & Oesch, 2016)ote that in the US, firms may engage in earnings management to postpone
filing for bankruptcy under the regulations of Chapter 11. This regulation allows financially troubled
firms to propose reorganization plans to the bankruptcy court, and earninggemana serves as a
means to delay the filing. Overall, these examples demonstrate how earnings management as an
opportunistic act can be employed to mask poor performance, cover financial difficulties, and create a
more favorable market perception for fiven.

Firms need to raise funds for their business. There is some alternative of funding resources for
firms which are internal fund, debt, and equitiguyen et al., 2019)When firms decide to choose debt
or equity for funding resources, they need to pay the cost of debt for creditors or the cost of equity for
the investor. The cost of debt relates to debt interest while the cost of equity relates to stock return. In
thisresearch context, earnings management relates more to the cost of equity since the stock return, both
dividend and capital gain is determined by earn{Rggchowdhury, 2006)

The cost of equity refers to the expected rate of return by the investor that has to be paid by firms.
The expected return is determined by the risk when an investor invests in the firm. When investors assess
that the risk is high, they will expect a higite of return. In this case, higher risk leads to a higher cost
of equity. Some findings show that business risk financial(8skober et al., 2014aand information
risk (Firmansyah & Febriyanto, 2018#jcrease the cost of equity. In the context of earnings management,
REM relates to information risk. REM as a signaling tool can reduce information risk, on the other hand,
REM as an opportunistic behavior can increase information risk. This researek HiguREM as a
signaling tool can decrease information risk by reducing information asymmetry between firms and
investors, further, it leads to a lower cost of equity.

Market share represents one of the factors influencing the costs associated with REM. It refers to
the proportion of the market that is captured by firms operating within a particular indivsirnket
share serves as an indicator of a firm's performance in leading market competition. For firms with low
market share, engaging in REM becomes costly. REM involves deviating from regular business
activities, which can create additional pressure wioampeting againsivals(Zang, 2012PDnthe other
hand, companies with a large market share have a strong position in the market. They enjoy benefits
like a lot of experience, the chance to reduce costs because of larger production, better negotiating power
with suppliers and customers, moré&enest from investors, and the ability to impact their competitors.

Financial health is also one of the costs of REM. Financial health defines the firm's state of
financial condition(Erin et al., 202Q)Poor financial health is usually related to financial distress and
difficulties (Irani & Oesch, 2016Deviating the normal business activities needs more financial support
to cover the abnormal business o@sing, 2012) It indicates that firms with better financial health can
engage more in REM.
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On one hand, REM increases the cost of equity. REM is used to boost up the earnings number to
cover up bad performang®arkarian & Santalo’, 2014)n this case, the investor cannot evaluate the
actual performance. The investor bears more information risk when they make investment decision
(Firmansyah & Febriyanto, 20186%ince investors have more risk, they expect a high rate of return for
their investment. The high expected rate of return by the investor is an indicator of the high cost of
equity for firms.(Firmansyah & Febriyanto, 2018tiind that REM has a positive effect on the cost of
equity.

Additionally, certain studies have explored the aspect of information communication associated
with earnings manipulation, especially with regards to future earnings and company.{GR@oesyg,
2010)discovered that the manipulation of earnings can result in a favorable impact on future earnings,
while (Shabrina & Habiburahman, 202&nphasized that companies that achieve or exceed earnings
targets through earnings manipulation may indicate managerial proficiency or future company success.
(Erin et al., 2020gstablished a positive correlation between earnings manipulatbecanomic value
added in the Association of Southeast Asian Nations (ASEAN), implying that earnings manipulation
techniques can aid in improving company worth.

It is noteworthy that some research suggests a detrimental impact of earnings manipulation on the
expense of equityRoychowdhury, 2006and(Bansal et al., 202resent proof indicating that earnings
manipulation may lead to an escalation in the cost of equity. The correlation between earnings
manipulation, information transmission, and the expense of equity is intricate and can be influenced by
a range of factordncluding the specific form of earnings manipulation, the business setting, and the
research methodology used. Further investigation is required to gain a comprehensive understanding of
the mechanisms and repercussions of earnings manipulation orstiué equity.

Market share shows industry position and competitive advantage. High market share indicates
low operational risk and can explain the company's situation to invégemg, 2012Ylarket share is
an important factor in determining the price of a stgbkiryanti & Suryandani, 202%xplains that a
large market share gives firms competitive advantages because they have greater cumulative business
experience, greater bargaining power with customers and suppliers, and greater investment attention.
Higher cumulative business experiendeeg companies the best chance to get a better investment
opportunity The better bargaining power of customers and suppliers also allows companies to get more
profit and growth, which also helps companies get better investppottunities.

Overall, the relationship between market share, REM, information risk, and the cost of equity is
complex and contexdependent. The specific circumstances of a firm, industry competition, and the
nature of REM practices can all influence the outcome. Euréisearch is necessary to better understand
the nuances and implications of these relationships.

H1: Market shareveakens (strengthens) positive (negative) effect of REM on the cost of equity

According to Andreou(Andreou et al., 2021apbust financial conditions of companies result in
a higher value of the stock market. When a company has a strong financial health, it indicates low
financial risk to investors and reduces the cost of equity Schi@atraeffler & Weber, 2013jAndreou
et al., 2021aproposes that better financial health leads to improved financial performance, which is an
indication of lower financial riskErin et al., 202Q)Conversely, lower financial health signifies financial
distress, which leads to higher financial rfi§&ichaiya et al., 2019As a result, healthy companies have
a lower cost of equity, providing a lower investment risk for inveg®chaeffler & Weber, 2013Yang
(2012)study highlights the connection between financial health and the cost of earnings management
(REM), which suggests that companies with poor financial health may find it costly to deviate from
optimal business strategies, such as engaging in REM, as tine@ry goal is to improve operations
and address financial difficulties.

In situations where companies are at risk of bankruptcy or have weak financial stability, they may
resort to manipulative tactics in managing their earnings, which can conceal these issues. This can pose
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difficulties for investors in acquiring truthful data about the company's financial status, resulting in
higher expenses related to information and a probable rise in equity costs Abg@aghyliang et al.,

2015) On the other hand, REM can also serve as an information signaling mechanism for firms with
healthy financial conditions. By engaging in REM activities such as generating higher sales, cutting
expenses (such as R&D or advertising), or increasing produtiiese firms communicate their ability

to address financial challenges and maintain a strong financial position. This can reduce information
risk for investors and potentially lower the cost of equity.

The cost of REM, therefore, can be influenced by the financial health of the firm. Firms in poor
financial health may perceive REM as relatively costly due to the potential risks and consequences
associated with their financial difficulties. In contrastng with healthy financial conditions may use
REM strategically to signal their financial strength and competence. It is important to note that the
relationship between financial health, REM, and the cost of equity can vary across different contexts
and #tuations. Further research is needed to examine these relationships in specific industries and under
different financial conditions to gain a more comprehensive understanding of their implications.

H2: Financial health weakens (strengthens) positive (negative) effect of REM on the cost of equity

The following picture is a research framework that had described the problems of the research, as

explained previously

Market Share Financial Health ]

[ Real Earning Managemen , Cost of Equity ]

Source Research Data, 2024

Picture 1.
Research Model

RESEARCH METHOD

Looking at REM practices in Indonesia, with its special market features and corporate governance
setup, can offer important understanding of how earnings management works in developing markets.
studied ASEAN countries, such as Indonesia, and pointed out how important REM activities are in
places where government policies are weak and market structures are not fully de{@lep&ibhen
etal., 2008) This suggests that REM practices may have greater explanatory power compared to accrual
based earnings management in such contexts. Given Indonesia's corporate governance score and low
levels of disclosure and transparency, as indicated by the ASEAN Qdpitiket Forum and Asian
Development Bank reports, there may be an increased likelihood of REM practices being prevalent in
Indonesian listed firmsStudying financial reporting practices, including earnings management, in
Indonesian listed firms can gshdight on the effects of REM in an environment characterized by
information asymmetry and potential market gro®th.looking at REM practices in Indonesia,
researchers can help us understand the special ways earnings management works in growing markets,
especially in situations where there is less regulation and transparency.

The research sample includes manufacturing companies listed on the Indonesian Stock Exchange
from 2019 to 2021. This study uses financial statement data that can be accessed for free from the
Indonesian Stock Exchange. The financial statement informatidheoexchange is only updated and
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complete for the past three years, so the research focuses on the years 201Marffatturing has

been the leading contributor to the national economy of Indonesia for the past two decades, and
therefore, it is crucial to scrutinize the business practices of this sector-Badat$tatistik[Statistics

Bureau], (2015). Manufacturers can not only focus on REM practices but also on overselling and
overproduction, while reducing discretionary expenses as compared to other industries.

The dependent variable in this study is the cost of equity. The cost of equity is the return that
investors expect to earn from stocks. Researchers use the Ohlson model to measure the cost of equity.
This study selects the Ohlson model because it is thetwlel for connecting stock prices and returns
with the book value of equity and earnifgssed valuationThis is relevant to the research on REM,
which relates to earnings and book value of equity. The Ohlson model is presented as follows

BV, + EPS;,; — P;

e = P, Eéécéécéeééeeéecéeecéeeeéeeeeeée .

,,,,,,,,,,,,,,,,,,,,,,,,,,,

EPS,., = EPS,+ 6 eeééceeééceééeceééeceeceéeceeé (2

The study leverages manufacturing companies to avoid industry impact even with REM practices.
Manufacturers can cover not only REM practices, but also overselling and overproduction, minimizing
discretionary spending compared to other companies in difféandostries. Free access to the full
survey data has been available on his website at the Indonesia Stock Exchange for the past three years
only:

1 Sales; ASales,
CFO =a+ boAssetst_l b1 Assets;_4 +b Assets; 4 Te eeeeeeeé. (3)

Abnormal operating cash flow (abnormal CFO) is used to measure sales manipulation activity. In
Equation 2, the value of et represents Abnormal CFO, which is used as an indicator (C&tE et
al., 2008)To estimate oveproduction activity, the equation will be utilized as follows, as proposed by
Roychowdhury (2006):

Prod, = a+ b0~ + b1 05 pp A5alese | gASalesiy
rode =4 Assets, 4 Assets, 4 Assets; 4 Assets; 4 € é.é6(4

Abnormal production (abnormal PROD) is used to measure overproduction activity. In Equation
3, the value of et represents Abnormal PROD, which serves as an indicdt@oheh et al., 2008A
positive value of abnormal PROD is indicative of REM. To estimate discretionary expenses cutting, the
eqguation to be utilized is as follows, as proposed by Roychowdhury (2006):
Sales,

Discretionary expenses;, = a+b0————+bl————+ e, 4244488 &
Y exp ¢ Assets;_q Assets; 4 t eeeeeee. (

Abnormal Discretionary Spending (DINEXP Abnormal) is used to measure the decline in
discretionary spending. Anomaly DINEXP is the value of et in Equation 4. REM display is abnormal
DINEXP negative valu¢D. A. Cohen et al., 2008)

If a firm's management is involved in one form of REM activity, it is likely to be engaged in
other types of REM activity as well, as suggested by studies conduct€dlign et al., 200&nd(Chi
et al., 2011) This research will utilize a combined measure of three types of REM activities,
incorporating the findings qfCohen et al., 200&nd(Chi et al., 2011)
REM = —standardized abnormal CFO + standardized abnormal PROD
— standardized abnormal DISEXP eéé.e. (

This study looks at market share and financial health as factors that influence the costs of REM.
Market share shows how a company stands in its industry and how it competes withlbikers.
calculated by dividing a company's total sales by the total sales of the industry group, which is identified
by a threedigit industry code, at the start of the perigbernathy et al., 2014Financial health is
measured using Altman'sszore from 1968 at the start of the periddiatturungan, (201 atturungan
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(2017)explain that Altman's-score can predict financial trouble with an accuracy of 87.8 percent for
Indonesian manufacturing companies, labeling them as "good." Therefore, this study can use Altman's
z-score to evaluate financial health, with a higher scaammg the company is in better financial shape.

The formula for Altman's (1968)zcore is as follows: [Provide the formula for Altman'score].

,,,,,,,,,,,,,

Z=12X1+14X2+33X3+06X4+0999X5 eeééeeeceééeceeece.é(7)
The control variables in this study are size, profitability, growth chances, sales, liquidity, and
management method3hese variables are associated with controlling factors that can influence
abnormal activity and distinguish it from REM sympto(AsJiang et al., 20155ize, profitability and
growth potential are particularly important when assessing whether the assets under consideration are
the result of normal business conditions or potential revenue development. The larger the firms, the
higher the politicatosts(Roychowdhury, 2006which also lead to higher equity costs. Since profitability
is a measure of operational risk, high profitability reduces operational risk and lowers the cost of equity
capital (Roychowdhury, 2006)Profitability is assessed through return on capital, growth in profits, and
indicators of losses. The potential for growth is determined by the market value to asset ratio in the
initial period (MVAt-1). This study uses MVAL because it allows sharehetd to benefit from future
growth opportunities (in period {F. Jiang et al., 2015%tate that a high MVA shows a strong market
value, which can lead to a lower cost of equity capital. Since sales reflect operational risk, higher
profitability decreases this risk and reduces the cost of equity cgpidang et al., 2015High liquidity
suggests low financial risk, and this low risk contributes to a lower cost of equity ¢Bpliahg et al.,
2015) Liquidity is evaluated using the current ratio. The governance mechanism serves to monitor risk
in financial statement information, which includes the roles of creditors, auditors, and shareholders. The
creditor's role is measured by the debt ratio. ¢siabt financing can help monitor and reduce agency
problems since financial intermediaries keep an eye on the managers of the borrowing company. The
auditor's role is assessed by their reputation; a-neghrded auditor ensures the quality of financial
statements and decreases information (fisKiang et al., 2015 he shareholder's influence is measured
by management, institutional, and foreign ownership. A strong role for shareholders means better
monitoring, which helps lower information asymmetry and reduces the cost of equity apitalg et
al., 2015)This research will use panel regression with firm feedigct control as a hypotheses test. The
regression model is as followll variables definitions in equation 1 until equation 8 are in table 1.

Table 1.
Variables Definitions

Variable Definition

R: = Cost of equity capital period t

P = Stock price at publication date of financial statement period t

BV = Book value of equity per share period t

EPS:1 = Estimation of earnings per share period t+1

EPS = Actual earnings per share period t

a = Average of earnings per share growth in five years. Since this research coi
finds forecast of earnings per share growth of Indonesian firm by analyst

Assets; = Total assets periodit

CFQ = Cash flow from operation period t divided by assets peribd t

Sales = Sales period t

&eSaild es = Change of sales period t

Prod = Cost of production period t ([inventory period t minus inventory periddotus
cost of good sold period t] divided by assets peritjl t

Sales = Sales period t

®&Sail es = Change of sales period t (sales period t minus sales petjod t

®&Saih es = Change of sales periodl{sales period-1 minus sales period2)
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