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Abstract: This research aims to analyze the effect of accounting expert of audit
committee on earnings management. This research also assesses the role of audit
committee on earnings management with audit committee status as moderating
variable. The population is all of firm’s which listed in Indonesia Stock Exchange.
Purposive sampling is used to collect data. Data used financial statements and annual
report companies from Indonesia Stock Exchange website. Moderated regression
analysis (MRA) is used to analyze the hypothesis. The result shows that accounting
expert of audit committee has negative effect on earnings management. Yet,
variable of audit committee status cannot moderate the relationship between
accounting expert of audit committee and earnings management in Indonesia.
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Introduction

Based on statistical data, the practice of earnings management in Indonesia is increasing. In 2002, Lippo Bank
practiced earnings management to cover losses of 1.273 trillion rupiahs through changes in estimates of the

value of foreclosed properties and on allowance for possible losses on earning assets (Butar, 2014). Widyawati
& Anggraita (2013) recorded that the average magnitude of discretionary accruals of companies listed in
Indonesia Stock Exchange in 2011 was greater than the average number of discretionary accruals in 2010. Butar

(2014) also noted that the absolute abnormal accruals value increased from the average of 5.84% in 2001-2003
to 6.27%in 2004-2010 and it indicates that the practice of earnings management has been increasing every year.

This increase in earnings management case prompted the Capital Market Supervisory Agency (Bapepam)
toissue a Decree of the Chairman of Bapepam. Kep-29/PM/2004 on the obligations for companies listing on BEI
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to have audit committee. The research discussing about the importance of the audit committee in preventing
the opportunistic acts of management varies considerably. For example, Abbott et al. (2004) examined the
effectiveness of the audit committee on financial statement restatement, while Krishnan & Visvanathan (2008)
examined the existence of audit committees on conservatism accounting. Moreover, Chandar et al. (2012) &
Chen et al. (2007) conducted a research on the effect of audit committee on earnings management. Lately,
some studies are now focusing more on the effectiveness of audit committees in terms of expertise and
experience such as Badolato et al. (2014); Abernathy et al. (2014); Sun et al. (2014); Cohen et al. (2014). This
study focuses more on earnings management in a country that has common problems on agency between
controlling and non-controlling shareholders (Fan & Wong, 2002); (Gunardi & Widyaningsih, 2017) in the form
of entrenchment as tunneling (Habib et al., 2017). The behavior of tunneling is rarely studied in Indonesia and
it motivates the researcher to conduct research in Indonesia.

The importance of expert audit committee within the firm has been suppressed by the Sarbanes-Oxley
Act (2002) that the audit committee should have experience and accountability in financial and accounting
fields (Beasley et al., 2009; J. R. Cohen et al., 2014). In some countries, such as Canada in the joint committee
on corporate governance (Niu, 2006), in Russian with the Corporate Governance Code (Ahmed, 2013) and in
Malaysia with the Malaysian code on corporate governance (Saleh et al., 2007) also stated the same thing on
the purpose of improving the audit committee's performance in a public firm. While in Indonesia, in 2000, the
Capital Market and Financial Reporting Agency (Bapepam LK) also issued a regulation on the obligation of
public corporations to have an audit committee with experience and expertise on accounting and financial
field.

Some researchers found that the audit committee expert has a significant negative effect on earnings
management, such as concluded by Carcello & Neal (2003); Saleh et al. (2007); Kang et al. (2011); Siagian &
Tresnaningsih (2011); Nelson & Devi (2013); Chandar et al. (2012); Zgarni et al. (2016). On the other hand, several
other studies stated that the audit committee expert has no significant negative effect on earnings
management such as research by Chen et al. (2005); Cohen et al. (2007); Sun et al. (2014); Yunos et al. (2014).

The status of the audit committee within the firm exerts an influence on management. In the study by
Badolato et al. (2014), it has been stated that the status of audit committee will be able to strengthen its role
in monitoring the opportunistic behavior of management in practicing earnings management. It is assumed
that high-level audit committees have better competence and authority because they have a static position
with a credibility and a high level of respect (D’Aveni, 1990; Pollock et al., 2010). In addition, the high audit
committee status tends to have more comprehensive monitoring and information experience.

According to Badolato et al. (2014) study, we interested to retest their model in Indonesia. We choose
Indonesia because it including country with emerging market which has difference characteristic compare with
US regarding with ownership structures. This study provides some contributions, among others is first, it
provides empirical research evidence on the type of earnings management practices in accordance with capital
market conditions in Indonesia. Second, it provides empirical evidence about the influence of accounting
expert for the audit committee on earnings management. Third, this study can add literature on the role of
audit committees in monitoring the firm's financial statements related to its status within the firm. To answer
these questions, this study retrieved the data from the website of Indonesia Stock Exchange (BEI) in the form
of financial statements and annual report in 2015. The samples obtained in this study were as many as 203
companies.

In the agency theory, it is stated that the owner or shareholder cannot supervise the management
behavior within the firm that always tends to be opportunistic (Jensen & Meckling, 1976). Therefore, it is
necessary to have monitoring mechanisms to inform stakeholders that the firm's financial statements are
correct (Asmeri et al., 2017; Defond et al., 2005; Jones et al., 2017; A. Rokhmawati & Gunardi, 2017; Rokhmawati
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et al., 2017). Krishnan & Visvanathan (2008) argued that the audit committee directors with expertise coined
the best ability to distinguish some accounting policies (as conservative or aggressive), and they have more
incentive than other directors.

In the Decree of the Chairman of Bapepam. Kep-29/PM/2004, it is explained that the members of the
audit committee must have at least an expert or experience and expertise in accounting and finance. It is said
a financial expert has an understanding of GAAP and financial statement, can access accounting application of
a firm, understand task and audit committee function and have experience in auditing, preparing, analyzing,
and evaluating financial report (Gunardi, 2014).

Some researchers found that audit committee experience has a negative significant effect on earnings
management, such as Saleh et al. (2007); Kang et al. (2011); Siagian & Tresnaningsih (2011); Nelson & Devi (2013);
Chandar et al. (2012); Zgarni et al. (2016). It is described in agency theory (Jensen & Meckling, 1976) that the
audit committee as a corporate governance mechanism has expertise to evaluate management financial
statements. The more experienced audit committees (expert in accounting, finance, business industry and so
on) will be more effective in reviewing the financial reporting (Sun et al., 2014) for having proper knowledge
and experience to detect earnings management practice (Liu et al., 2013; Suteja et al., 2016).

The existence of audit committee as a good corporate governance mechanism will reduce the practice
of earnings management done by the agent. Nelson & Devi (2013) stated that there is a negative correlation
between the audit committee and earnings management. This is supported by Inaam & Khamoussi (2016) that
there is a negative effect of the audit committee (which is proxied with the independence of the audit
committee, audit committee meeting frequency, size and expertise of the audit committee) on earnings
management.

Research on the role of audit committees in reducing earnings management practices has been largely
undertaken by many previous researchers. Some of them have asserted that the audit committee has a
negative effect on earnings management, such as Nelson & Devi (2013); Zgarni et al. (2016); Chandar et al.
(2012). Stated that accounting expert and non-accounting expert have negative significant effect on earnings
management, while financial expert and non-accounting professional expert have positive insignificant effect
on earnings management. Nelson & Devi (2013) by using Resources Dependent Theory (RDT) added that the
measurement of audit committee expert by dividing into 4 categories of expertise i.e. accounting expert,
financial expert, non-accounting professional expert and non-accounting expert. This is in line with Sarbanes
Oxley Act (2002), Blue Ribbon Committee (1999) and code of corporate governance.

There are several reasons why status must be taken into account. First, audit committee with higher
status will be considered to have more competence (D’Aveni, 1990; Pollock et al., 2010). Second, audit
committee with a relatively high status will be able to do monitoring more actively and need comprehensive
information (Rahmawati et al., 2017). Status and the correlation of the concepts are something important in
several settings of a firm, even when someone has high incentive to do monitoring. In other words, it can be
said that a director who has low power will get compensation lower than the one with high power (Belliveau
et al., 1996); (Grinstein & Hribar, 2004), moreover if the director has bad reputation or performance (Bebchuk
et al.,, 2002). There is a direct effect of status attached by an audit committee toward the manager, because it
perceives ability and authority of someone (D’Aveni, 1990; Pollock et al., 2010). Badolato et al. (2014) also found
that status of audit committee can strengthen their position in preventing opportunistic behavior of
management in conducting earnings management.
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Methods

This study involved all go public firms in Indonesia excluding bank and financial companies including leasing

and insurance because they have different characteristics. The sample in this study was selected through

purposive sampling method with the following criteria: First, the firm reports its financial statement for 2015

period. Second, the firm should have all data for measuring all variables in this study. The data in this study

were obtained from Indonesia Stock Exchange website in form of financial statement and annual report 2015.
Earnings management as dependent variable in this study was measured by using a model which was

done by most researchers in the countries with emerging market, i.e. (Lo & Wong, 2011) model with linearity:

RLPT = a + BILEV + P2SIZE + B3MKVE + B4IND + € ... (1)

Where:

RLPT Transaction with third party

LEV = Total of liability divided with total of asset

SIZE = Firm size (total asset)
MKVE = Value of equity market divided with value of equity book
IND = Dummy variable for industrial type of firm

We used value of residual of first equation to measure earning management variable. The independent
variable in this study was accounting expert audit committee which was measured with the percentage of total
members of audit committee who have expertise and experience in accounting (Abernathy et al., 2014). While
the status variable became the moderating variable in this study which was measured through the percentage
of total member of audit committee who have high status such as public boards group, private boards group,
and elite education (Badolato et al., 2014).

This study employed multiple regression with regression linearity:

EM = a + b1ACE + b2STAT + b3ACE*STAT + b4SIZE + b5LEV + € ... (2)

Where:

EM = Earnings management variable

ACE = Accounting expert audit committee variable

STAT = Status variable

ACE*STAT = The interaction of accounting expert audit committee variable and status variable

Table 1 Distribution of Sample

No. Variable Obs. Percentage
1. Agriculture & Mining 31 15%
2. Basic & Chemicals Industry 39 16%
3. Miscellaneous & Consumer Goods Industry 40 20%
4. Property, Real Estate and Building Construction 25 12%
5. Infrastructure, Utilities and Transportation 34 15%
6. Trade, Services & Investment 43 22%

Total 203 100%




Audit Committee Accounting Expert and Earnings Management with “Status” Audit Committee as Moderating Variable 53

Results and Discussion

Based the sampling technique, it obtained 203 firms as sample in this study. In table 1 we divided these samples
based on each industry. From 203 samples consists of 31 firms included agriculture and mining industry, basic
& Chemicals Industry about 39 firms, Miscellaneous & Consumer Goods Industry about 40 firms, Property, Real
Estate and Building Construction industry about 25 firms, Infrastructure, Utilities and Transportation industry
34 firms and industry of Trade, Services & Investment 43 firms. So, we can conclude that the biggest sample is
industry of Trade, Services & Investment and the smallest samples from industry of Property, Real Estate and
Building Construction.
Table 2 Statistic Descriptive

No. Variable Obs. Mean Std. Dev
1. EM 203 0.065 1.434
2. ACE 203 0.235 0.28
3. STAT 203 0.365 0.48
4. SIZE 203 0.527 0.419
5. LEV 203 28.8 1.66

Table 2 shows the statistic descriptive of each variable. Accounting expert audit committee variable
resulted average value of 0.235. This means that most of the firms which became the sample in this study had
knowledge and expertise in accounting i.e. 1 member if total member of audit committee as much as 3 people.
The status of audit committee variable resulted 0.365, meaning that few audit committees working in
manufacturing industries which became sample in this study had a relatively low status. Tunneling variable as
a proxy of earnings management resulted 0.065. This value was positive so that it occurred opportunistic
behavior of shareholders in conducting tunneling (Badolato et al., 2014). Even though this value is low,
however, it indicates that the majority of shareholders tends to do earnings management by expropriation
(Fan & Wong, 2002).

This research cannot give evidence that status give positive effect on role of audit committee to prevent
manager do earnings management. This is because the status of audit committee was very low so that it could
not give big effect on management to not do earnings management. Besides, it might be affected by the age
of audit committee where most of them were old enough, so that it made their activity limited. We can look at
the descriptive of variable especially for status in Table 2, show mean of status variable about 0.365. Although
this number is not small but after look at profile of audit committee in a firm annual report shows that their
age more than 60 years old. This age is nonproductive time, while they have more experience.

From Table 3, it can be seen in first model that coefficient value of accounting expert audit committee
variable resulted -0.425 with probability level of 1%. Because of the significance level less than 5% so we can
suggest that accounting expert audit committee has negative significant effect on earnings management in
Indonesia. Thus, first hypothesis was accepted. We also can see on control variable size has negative effect on
earnings management, while leverage has positive effect on earnings management but not significantly. This
result also was supported by regression analysis for industry-based in Table 4 (except for trade, service and
investment industry). Therefore, it can be concluded that the hypothesis 1 was approved, meaning that
accounting expert audit committee has negative significant effect at 1% level on earnings management in
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Indonesia. Furthermore, the existence of accounting expert audit committee would reduce opportunistic
behavior of management in conducting earnings management.

Table 3 Panel A Full Sample

Independent Variable Predict Sign. Dependent Variable: Dependent Variable:
Earnings Management Earnings Management
Regression Coefficient Regression Coefficient
Constant ? -0.160%** -0.117
ACE - -0.425%** -0.453%%*
STAT - 0.056
ACE*STAT - -0.115

Control Variable:

SIZE - -0.006 -0.005
LEV + 0.003 0.001
Total Obs. 203 203

Adjusted R? 0.114 0.108
F (Statistics) 9.669 5.789
Probability 0.000 0.000

*significant at level 10%, **significant at level 5% and ***significant at level 1%

This result supports previous research which conducted by Nelson & Devi (2013); Zgarni et al. (2016);
Chandar et al. (2012) stated that Accounting Expert Audit Committee has negative effect on earnings
management. Thus, the existence of audit committee who has accounting skill will reduce opportunistic
manager in firm to conduct earnings management. Accounting expert audit committee has expertise to
evaluate management financial statements and has more experienced in accounting, finance, business industry
and so on. They will be more effective in reviewing the financial reporting process (Sun et al., 2014) for having
proper knowledge and experience to detect earnings management practice (Liu et al., 2013). They will provide
recommendations to the board of commissioners about the information produced by the manager before
being used by shareholders in decision making (Honggowati et al., 2017). So, it is evidence that accounting
expert audit committee is important in corporate as good corporate governance mechanism.

From Table 3 we also can be seen on second model that coefficient value of accounting expert audit
committee variable was -0.453 with probability level of 1%. Therefore, this finding is still in line with the
hypothesis 1. Besides, it also can be seen that the coefficient value of the interaction of accounting expert audit
committee variable & status variable resulted -0.115 with probability level of over 5%. So, it can be concluded
that the hypothesis 2 was rejected, meaning that the interaction of those two variables has no effect on
earnings management level in Indonesia. In Table 3 we also can see that coefficient value of the status variable
resulted 0.056 with probability level of over 5%. This research contrast with previous study which conducted
by Badolato et al. (2014) found that status of audit committee can strengthen their position in preventing
opportunistic behavior of management in conducting earnings management.
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Table 4 Panel B Industry-Based

Independent Predict Agriculture & Mining Basic & Chemicals Miscellaneous & Consumer
Variable Sign. Industry Goods Industry

(1) ) () €) () €)
Constant ? -0.030 -0.173 -0.373 -0.026 0.577 0.620
ACE - -0.490%** -0.516%** -0.545%%* -0.567%%* -0.147%* -0.146%**
STAT - 0.140 0.065 0.053 0.018
ACE*STAT - -0.237 0.071 -0.237 0.004*
Control
Variable:
SIZE - -0.047 -0.059 0.0731 -0.045 -0.046
LEV + -0.007 -0.002 -0.031 -0.022%% -0.024%%*
Total Obs. 31 31 33 33 40 40
Adjusted R? 0.250 0.190 0.259 0.221 0.203 0.161
F (Statistics) 4.347 2.943 5.446 3.162 4.328 2.504
Probability 0.012 0.031 0.003 0.019 0.010 0.049

*significant at level 10%, **significant at level 5% and ***significant at level 1%

Table 4 Panel B Industry-Based (Continued)

Independent Predict Property, Real Estate and Infrastructure, Utilities Trade, Services & Investment
Variable Sign. Building Construction and Transportation

(1) ) (1) ) (1) ©)
Constant ? 0.749 0.906 -0.077 0.683 -6.894 -1.895
ACE - -0.656%** -0.228%** -0.574%* -0.243%* -0.275 -0.215
STAT - 0.053 -0.039 -0.173
ACE*STAT - 1.086 1.079 0.218
Control
Variable:
SIZE - -0.412* -0.079% -0.008%* 0.001* -0.074 -0.094
LEV + -0.025%%* -0.035%* -0.004% -0.030% 2.021 0.068
Total Obs. 25 25 31 31 43 43
Adjusted R? 0.291 0.596 0.043 0.247 0.020 0.103
F (Statistics) 4.2861 8.108 1.362 2.570 1.291 0.850
Probability 0.0169 0.000 0.281 0.061 0.290 0.523

*significant at level 10%, **significant at level 5% and ***significant at level 1%
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Conclusion

This study suggests that accounting expert of audit committee has negative effect on earnings management.
Yet, variable of audit committee status cannot moderate the relationship between accounting expert of audit
committee and earnings management in Indonesia. Status cannot support accounting expert of audit
committee effectiveness because might be affected by the age of audit committee where most of them were
old enough, so that it made their activity limited. So, our findings imply that increasing accounting expert of
audit committee is effective without considering status. Our findings are important to firms which listed in
Indonesia Stock Exchange to consider have audit committee accounting expert. This research just takes sample
one years, so future study can use longer period. We also limited by status measurements, future study can
explore the better measurement of audit committee status.
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