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Abstract

The purpose of earnings management practice is to reach the profit goals the company
wants to achieve. Therefore, this study aims to determine the relationship between related
party transactions and earnings management in Indonesia by balanced panel data from
consumer goods companies listed on the Indonesia Stock Exchange (IDX) from 2017 to 2019.
The number of samples used in this study was 102 firm-year observations. The results
showed that related party transactions positively and significantly improved corporate
earnings management, with discretionary accrual as a proxy. The presence of family
ownership strengthens the relationship between related party transactions and earnings
management. Also, it shows that the control variable: public accountant from BIG4,
company size, company losses, and ROA affect accrual earnings management. The leverage
does not affect accrual earnings management. The study result indicates that family
business ownership encourages an entrenchment effect that is detrimental to the company.
It is carried out through related party transactions then manipulated by using accrual
earnings management practices.

Keywords: discretionary accruals; earnings management; family ownership structure;
related party transaction
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1. INTRODUCTION

As a measure of the company's condition, the financial report provides an impetus
for the company to carry out earnings management. Management has a right to choose
accounting policies or specific actions that can affect its revenue, which will affect the
number of profit goals (Scott & O'Brien, 1997; Penman, 2013). Management made several
changes in the appraisal process and prepared financial statement components that would
change its profits, intending to mislead shareholders or potential investors toward its
performance (Healy & Wahlen, 1999). In line with these conditions, earnings management
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is also known as earnings manipulation, and it is carried out both outside and inside the
boundaries of the rules determined by the Generally Accepted Accounting Principles
(GAAP) (Dechow & Skinner, 2000).

In Indonesia, the practice of earnings management is considered to lead to
detrimental earnings management for some parties or opportunistic earnings management,
compared to efficient earnings management (Azizah, 2017). Efficient earnings management
is carried out to assist companies in dealing with unexpected conditions in the future. In
contrast, opportunistic earnings management is an advanced earnings management carried
out by management for its interests, such as incentives for achieving targets (Scott &
O'Brien, 1997). In Indonesia, there have been many cases related to company earnings
management, such as PT Kimia Farma in 2002 and PT Indofarma in 2004 were proven to
increase companies' revenue and present net income higher than the actual (Muda et al,,
2018). Besides, In 2015, PT Garuda Indonesia also committed violations that affected the
number of company profits and were found guilty of harming various interested parties
(Mardjono et al., 2020). One way to manage reported earnings is through transactions with
related parties (Maigoshi et al., 2016), which affect earnings quality (Rahmat et al., 2020) as
has been done in Italy, which uses revenue transactions with related parties to manage
earnings (Marchini et al., 2018b).

In Indonesia, related party transaction is a way to increase management's gain
and control shareholders because the regulations governing public investors'
protection are still weak (Habib et al., 2017). Also, related party transactions can be
detrimental to minority shareholders due to tunneling (a conflict between controlling
shareholders and non-controlling interest due to differences in the ownership
structure) by the controlling shareholder (Kharista et al., 2020). Earnings management
carried out through related party transactions is considered to have the objective of
maximizing personal interest by transferring a certain amount of company funds to
affiliates for particular purposes and then manipulate it with earnings management
actions (Kuan et al., 2010).

Opportunistic earnings management behavior is also affected by the inequality
of information held by internal parties (asymmetry information) the company
management with other parties, such as minority shareholders or external parties as
users of financial reports (Mardjono et al., 2020). It creates a conflict of interest in the
relationship between company management and minority shareholders (Jensen &
Meckling, 1976). When management practices earnings management through related
party transactions without making adequate disclosures or not under regulations about
how an entity should disclose the related party transactions.

The existence of problems related to the related party transactions to maximize
profits through earnings management practices is considered more robust when
decisions related to these transactions are influenced by controlling shareholders who
are part of the company owners. Family companies are proven to carry out higher
earnings management (Paiva et al., 2019) compared to non-family companies. A lack
of supervision makes the company expropriate the wealth of minority shareholders for
their interest (Lisboa, 2016).

In Indonesia, most companies have a concentrated ownership structure,
especially family ownership. PwC (2014) stated that 95% of businesses in Indonesia are
family businesses so that their role as controlling shareholders is quite significant in
making decisions that will affect the company. Also, family ownership as a controller
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can choose their relatives or families to hold strategic positions in the company
(Setiawan et al., 2016), making it easier to carry out opportunistic transactions. High
family involvement in the company's business can provide an opportunity for a family
to monopolize the ownership and management of the company (Paiva et al., 2016),
which could endanger the company or minority shareholders.

Previous research related to the effect of related party transactions on earnings
management practices is quite a lot (Gordon & Henry, 2005; Aharony et al., 2010; Kuan
et al., 2010; Chen et al., 2011; Wong et al., 2015; Maigoshi et al., 2016, Marchini et al.,
2018b). Gordon & Henry (2005) show a relationship between certain related party
transactions on companies' earnings management. El-Helaly et al. (2018) stated that
companies that carry out related party transactions tend not to be involved in real
earnings management practices. But, El-Helaly (2016) concluded that companies that
carry out related party transactions do not always manipulate company profits,
decreasing the companies' accounting quality.

The inconsistency of those researches about related party transactions on
earnings management encourages other research to added several moderating
variables such as audit quality (El-Helaly et al., 2018), women as part of the audit
committee board of directors (Jalan et al., 2020), mechanism of good corporate
governance (Mita & Utama, 2015; Limanto & Herusetya, 2017; Marchini et al., 2018a),
and family ownership structures or corporate, institutional ownership structures in
Malaysia and Jordan (Haji-Abdullah & Wan-Hussin, 2015; Alhadab et al., 2020).

This study aims to examine the effect of transactions with related parties on earnings
management carried out by companies, especially consumer goods companies in
Indonesia. This research will focus on the consumer goods industry sector listed in the
Indonesia Stock Exchange 2017-2019 because it has a higher operational activity than other
manufacturing sub-sectors (Siregar et al., 2018). Thus, its management could manage
company activities and maximize profitability with earnings management practices,
increasing its value. However, it is likely to decrease afterward because the relevance of the
company's value decreases (Shan, 2015).

2. HYPOTHESIS DEVELOPMENT

Related Party Transactions and Earnings Management

Company transactions with related parties can influence opportunistic behavior by
company management to increase their interests. Rahmat et al. (2020) state that related
party transactions are used by management and majority shareholders opportunistically to
reduce earnings quality; it is easier to do if these companies are in a country with weak
investment protection regulations. According to the agency theory, asymmetry information
increases the possibility of opportunistic behavior in maximizing the utility of earnings
management. This is due to the company's external parties' ignorance regarding all
transactions carried out by the company's internal parties, such as debt agreements or
political costs (Mardjono et al., 2020).

The characteristic of companies in Indonesia, where regulations related to the
protection of minority shareholders or public shareholders are still weak (Habib et al.,
2017), provides opportunities for management to take advantage of abusive related party
transactions. The number of related party transactions will affect the disclosure of the
company's net income if it is carried out to expropriate the wealth of minority shareholders.
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It encourages management to practice earnings management so that the company's net
income looks pleasing, even though it is not under the actual conditions. Although El-
Helaly et al. (2018) revealed that there is no systematic relationship between related party
transactions and accrual earnings management, there is a possibility that related party
transactions are used as a substitute for real earnings management. Limanto & Herusetya
(2017) stated that related party transactions carried out by companies escalate the earnings
management practice in Indonesia. However, other research in Indonesia shows that
related party transactions do not affect earnings management practices because they may
be used appropriately and efficiently (Suryani et al., 2019).

Research conducted by Haji-Abdullah & Wan-Hussin (2015) also shows that related
party transactions are used as a tool to expropriate the wealth of minority shareholders and
proven improve earnings management through real activities. Likewise, in Italy, Marchini
et al. (2018b) revealed that revenue transactions from related parties are more widely used
to manage earnings than other types of related transactions. Based on the existing
description, the hypothesis in this study is as follows.

Hi: Related party transactions have a positive effect on earnings management practice

Family Ownership, Related Party Transactions, and Earnings Management

Family ownership is a shareholder structure that is commonly found in Indonesia
because more than half of the shareholders in public companies in Indonesia are family
shareholders. A large percentage of family ownership can be interpreted as the controlling
shareholder. Therefore, family ownership can influence applicable policies and decisions,
including decisions related to company transactions with related parties.

Related party transactions can be seen as transactions that provide benefits in meeting
a company's needs at low costs to meet its specific needs (Marchini et al., 2018b). However,
since more information is owned by family ownership as controlling shareholder, related
party transactions can be used to expropriate minority shareholders resources due to
transfer pricing activities (Marchini et al., 2019). Moreover, the influences also encourage
the company to manage earnings on the company's financial statements to provide results
according to the desired goals. Chi et al. (2015) show that in Taiwan, the level of earning
management in family firms is higher than non-family firms, which resulted in lower
earnings quality.

Other studies conducted by Haji-Abdullah & Wan-Hussin (2015) revealed that family
ownership weakens earnings management level through related party transactions in
Malaysia. In Indonesia, the interaction between accrual earnings management and family
companies strengthens earnings management, which can affect the company's future
performance (Suprianto & Setiawan, 2018). Likewise, in India and China, family companies
are proven to influence earnings management practices in their companies (Avabruth &
Saravanan, 2018; Tai, 2017). Furthermore, Paiva et al. (2019) stated that family companies
carry out earnings management at a higher level than non-family companies unless an
analyst can control the family control over the company's operations. Based on the existing
description, the hypothesis in this study is as follows.

Hz: Family ownership has a positive effect on earnings management practice

Hs: Family ownership strengthens the positive relationship between related party
transactions and earnings management practice
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3. METHOD, DATA, AND ANALYSIS

Research Methods

In this study, the data population used is sourced from the annual reports of
manufacturing-based companies that provide consumer goods and are listed on the
Indonesia Stock Exchange (IDX) in 2017-2019. The data samples obtained were 34
companies, and 102 observations could be tested.

Earnings management used in this study uses accrual earnings management proxies.
Accrual earnings management (DAC) is calculated using the modified Jones model
(Dechow et al., 1995). Related party transactions are calculated from the company's total
related party transactions divided by total assets owned. The moderating variable used is
RPT*FAMILY, which is the interaction between related party transactions and family
ownership. Family ownership is calculated by the total percentage of family ownership in
the company's capital structure. This study also employs some control variables, namely,
auditor firm BIG4, company's size (FIRM SIZE), company's ability to cover debt owned by
assets (LEVERAGE), company's earnings (LOSS), and the level of company profitability
(ROA). Further variable descriptions are presented in Table 1.

Table 1. Variable Description

Variable Description Source
DAC Modified Jones Model Dechow et al. (1995) and Kuan et al. (2010)
RPT Total related party transactions of =~ Hasnan et al. (2016)

the company divided by total
assets owned
FAMILY If the percentage of ownership by =~ Haji-Abdullah & Wan-Hussin (2015)
the family is more than 20%, then 1
and 0 are otherwise
RPT*FAMILY The interaction between the related
party transaction variables with the
percentage of family ownership

BIG4 If KAP is BIG4, then 1 and 0 are El-Helaly (2018)
otherwise

FIRM SIZE Natural logarithm of total assets Chen et al. (2011)

LEVERAGE  Total liabilities divided by total Kuan et al. (2010)
assets

LOSS If the company incurred a loss in Marchini et al.(2018b)
year t, then 1 and 0 vice versa

ROA Net income after tax divided by Kuan et al. (2010)

total assets

Hypothesis Testing Model

To test the hypotheses formulated, the researcher conducted a panel data regression
analysis. There are three equations to examines the hypotheses in this research. The
existing regression model tests hypothesis 1 from the effect of related party transactions
on corporate earnings management practices and the control variables described as
following equation 1.
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EM = a+ ByRPT + B,BIG4 + BsFIRM SIZE + B,LEVERAGE + BsLOSS +
BsROA + ¢ 1)

Furthermore, to find out whether the variable family ownership independently
affects earnings management. Likewise, to determine the interaction between RPT *
FAMILY on earnings management, a regression model is used as following equations 2 and
3.

EM = a + B,RPT + B,FAMILY + B3BIG4 + B,FIRM SIZE + BsLEVERAGE +
BsLOSS + B,ROA + ¢ @)

EM = a + B,RPT + B,FAMILY + BsRPT x FAMILY + B,BIG + BsFIRM SIZE +
BsLEVERAGE + B,LOSS + BgROE + ¢ 3)

4. RESULTS AND DISCUSSION

Descriptive Analysis

As 102 observations data were tested, Table 2 shows the descriptive statistics of all
the variables used in this research. It includes the mean, maximum, minimum, standard
deviation of all variables used and each dummy variable's frequency.

Table 2. Descriptive statistics

Variable Mean Maximum  Minimum Std. Dev. N Frequency
DAC -0.001 1.200 -0.203 0.144 102
RPT 0.453 6.097 0.000 0.992 102
FAMILY 0.667 1.000 0.000 0.474 102
More than 20% 69
Less than 20% 33
BIG4 0.431 1.000 0.000 0.498 102
Big4 44
Non-Big 4 58
FIRM SIZE 14.846 18.385 11.915 1.624 102
LEVERAGE 0.396 0.770 0.065 0.181 102
LOSS 0.206 1.000 0.000 0.406 102
Loss 21
Gain 81
ROA 0.095 0.921 -0.176 0.146 102

Notes: Family is categorized as 1 if it has a share percentage of more than 20%, and 0 if the opposite is true; BIG4
is categorized as 1 if audited by BIG4, and 0 if the opposite; Loss is categorized as 1 if the company experiences
a loss, and 0 if the other way around; DAC = Accruals earnings management; RPT = Related Part Transactions;
FAMILY = Family ownership structures; BIG4 = Audit firm; FIRM SIZE = company's size; LEVERAGE =
company's ability to cover debt owned by assets; LOSS = company's earnings; ROA = the level of company
profitability.

Earnings management using discretionary accrual (DAC) proxies in this study has an
average of -0.001 with a maximum and minimum value of 1.200 and -0.203, respectively.
DAC with a maximum value of 1.200 indicates that the level of earnings management
practiced is high, around 120% of the actual profit. It indicates that the sample companies
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in this study carry out earnings management practices in two directions by maximizing or
minimizing the company's profit to achieve specific goals.

Transactions conducted by companies with their affiliations (RPT) have an average
value of 0.453 with a maximum and minimum value of 6.097 and 0.000, respectively. It
shows that the average value of the company's related party transactions is worth 45.3 %
compared to the company's total assets. However, some do not make transactions with
related parties in specific years. Family ownership (FAMILY) has an average value of 0.667
with a maximum and minimum value of 1 and 0, respectively, because it is a dummy
variable. Approximately 66.7 % indicated that such companies' families or founders still
dominate a majority percentage of Indonesia's capital ownership.

Correlation Analysis

The correlation test is carried out to determine the relationship between the variables
in the study and see whether there is multicollinearity in the research model. Table 3 shows
that related party transactions are negatively correlated with earnings management, but not
significant and family ownership are significantly and negatively correlated with earnings
management. Although these correlations do not support expected directions in the
hypotheses, the research model does not have multicollinearity problems because there are
no variables related to each other that exceed the limit of 0.80. From the table, the highest
correlations are 0.520, between ROA and earnings management.

Table 3. Correlation between Research Variables

Variable DAC RPT FAMILY BIG4 FIRM SIZE LEVERAGE LOSS ROA
DAC 1
RPT -0.117 1
FAMILY -0.220** 0.217** 1
BIG4 0.053 0.216**  -0.056 1
FIRM SIZE  -0.018 -0.016 -0.073 0.452* 1
LEVERAGE 0.090 -0.146 -0.219**  -0.188*** 0.013 1
LOSS -0.135 -0.116 0.051 -0.346* -0.410* 0.325* 1
ROA 0.520* 0.001 -0.311* 0.503* 0.306* -0.076 -0.478* 1

Notes: *, ** and *** indicate significance at 1%, 5% and 10%, respectively; DAC = Accruals earnings
management; RPT = Related Part Transactions; FAMILY = Family ownership structures; BIG4 = Audit firm;
FIRM SIZE = company’s size; LEVERAGE = company's ability to cover debt owned by assets; LOSS =
company’s earnings; ROA = the level of company profitability.

Regression Analysis

Table 4 shows the results of panel data regression testing using a research model with
fixed effects. The regression results show that related party transactions have a significant
positive effect on accrual earnings management. This test supports hypothesis 1, which
indicates that related party transactions lead to transactions that improve accrual earnings
management practices. This result is consistent with various previous studies, which show
that related party transactions have a significant positive effect on corporate earnings
management practices (Haji-Abdullah & Wan-Hussin, 2015; Limanto & Herusetya, 2017;
Rahmat et al., 2020).
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Table 4. FEM Regression Results (EGLS)

. Exp. DAC
Variable Si;n Model 1 Model 2 Model 3

C ? -2.100%** -2.198%** -2.337%**
RPT + 0.125%** 0.122%** -0.167
BIG4 - -0.052%** -0.052%** -0.051***
FIRM SIZE - 0.127*** 0.137*** 0.142%**
LEVERAGE + 0.181 0.159 0.111
LOSS + 0.029*** 0.028*** 0.028***
ROA + 1.007%** 1.003*** 1.119%**
FAMILY +/- 0.090* 0.057
RPT*FAMILY +/- 0.325**
R-squared 0.957 0.955 0.902
Adjusted R-squared 0.930 0.925 0.836
F-statistic 35.450 32.276 13.520
Prob(F-statistic) 0.000 0.000 0.000

N (Observations) 102 102 102

Notes: *,** and *** indicate significance at 1%, 5% and 10%, respectively; DAC = Accruals earnings management;
RPT = Related Part Transactions; FAMILY = Family ownership structures; BIG4 = Audit firm; FIRM SIZE =
company’s size; LEVERAGE = company's ability to cover debt owned by assets; LOSS = company’s earnings;
ROA = the level of company profitability.

Regression model 2 shows that the family ownership structure has a positive effect
on accrual earnings management. It means that the family ownership structure with share
capital ownership above 20% can influence earnings management practices in Indonesia's
consumer goods companies and support hypothesis 2. It indicates whether there are
transactions with related parties carried out by these companies, family ownership is still
able to influence the company's earnings management practices. Kumala & Siregar (2020)
stated that family ownership could influence the level of profit manipulation and provide
an entrenchment effect that can expropriate the wealth of minority shareholders for their
gain.

In the interaction variable between related party transactions and family ownership
(RPT*FAMILY), the results show that this interaction strengthens the effect of related party
transactions on management and supports hypothesis 3. This moderation result is contrary
to previous research conducted by Haji-Abdullah & Wan-Hussin (2015). It showed that
family ownership in Malaysia weakens the relationship of related party transactions with
earnings management. However, the existence of a family as a shareholder who has control
over the management of the company can encourage transactions with related parties that
are detrimental (asset transfer or tunneling), which has an impact on the company's
declining performance (Johnson et al., 2000; Mohammed, 2019).

A public accounting firm that audits the company's financial statements, which are
derived from BIG4, company size (FIRM SIZE), company losses (LOSS), and company
profitability ratio (ROA), individually affect earnings management. On the other hand,
leverage individually does not significantly affect the company's level of earnings
management practices.
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5. DISCUSSION

The purpose of this study is to examine the effect of transactions with related parties
on earnings management carried out by companies, especially consumer goods companies
in Indonesia, which are considered to have more ability to manage their company's
operational activities than other manufacturing subsectors. The results show that the
related party transactions significantly positively affected earnings management practices
in Indonesia. The related party transactions that are carried out are more likely to lead to
abusive transactions that improve earnings management practices. Related party
transactions are carried out by the company abusively for the company's benefit, without
paying attention to the impact that may be detrimental to minority shareholders. In line
with research conducted by Rahmat et al. (2020), related party transactions are used
opportunistically by controlling shareholders to manipulate earnings on an accrual basis,
even more, because of low investor protection, thus reducing the quality of earnings
generated by the company. Limanto & Herusetya (2017) also state that manufacturing
companies in Indonesia that have transactions with related parties higher than their total
sales transactions have a close relationship with earnings management practices through
their real activities.

The company's shareholders, who come from families, are increasingly abusing
transactions with related parties. Family ownership is considered an entrenchment effect,
which is detrimental to minority shareholders, in this case through company profits
manipulation that does not reflect the actual conditions. According to Razzaque et al.
(2016), family companies in Asia usually have low earnings quality with higher earnings
management practices through accrual transactions than other countries, whose
regulations are more stringent and disciplined.

6. CONCLUSION, LIMITATIONS, AND SUGGESTIONS

This study has limitations because it only focuses on companies providing consumer
goods as a sample. The results obtained cannot be generalized to the manufacturing
industry and other non-financial industries in Indonesia and other Asian countries with the
same company characteristics in Indonesia. We suggest that the next research used a
broader sample to be carried out to prove the effect of related party transactions on earnings
management in more detail with more accurate data. Also, there are various types of
models for the measurement of accrual earnings management, so it could be compared to
find out the most appropriate one and has resulted in minimum bias. As well as the
measurement of related party transactions, the influence of each type of transaction with
related parties can be developed (Marchini et al., 2018b). This study extends the literature
related to the effect of related party transactions by companies on earnings management.
The influence of share capital owned by the family provides more control over the
company's operational transactions, so it is relevant to conduct further research in other
Asian countries with the same characteristics as Indonesia.
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