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 Investors are facing doubt on the quality of earning reported. They require some indicators to detect 
the quality of earning reported. The use of past performance as indicators of current and future 
earning management is challengeable since there are contradicting results in the sign of the 
relationship between past performance and earning management. Another variable may moderate 
their relationship. Therefore, it is the purpose of this study to know if employee’s relative earning is 
the moderating variable in the relationship between past performance and earning management.  One 
hundred thirty-five companies listed in Indonesia Stock Exchange were selected with the use of 
stratified random sampling. The data is analyzed using sub-group analysis followed by the Chow F 
test and the linear regression analysis. Earning management is the dependent variable, whereas past 
performance is the independent variable, and employee relative earning is the moderating variable.  
The null hypotheses were rejected. A significant negative association exists between past 
performance and earning management, while the employee relative earning was found to be the 
moderating variable.  The effect of past performance to earning management increases as employee 
relative earning getting lower. 
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1. Introduction 
 

 

 
Earning management is a phenomenon where management uses either legal or sometimes illegal methods to attain particular 
earning goals (Tang et al., 2015).  It is used to achieve a certain earning goal by manipulating corporate financial data (Ahadiat 
& Hefzi, 2013; Bartov, Givoly, & Hayn, 2002; Healy & Wahlem, 1999).  Many firms engage in earning management. Since 
there was a significant correlation between earning management and corporate performances (Al-Fayoumi, Abuzayed, & 
Alexander, 2010; De Jong, Mertens, van der Poel, & van Dijk, 2014; Francis, Hasan, & Li, 2016; Kothari, Mizik, & 
Roychowdhury, 2015; Zang, 2012;). In some studies, the correlation between earning management and firm performance was 
positive (Dakhlallh, at al., 2020; Gunny, 2010); Healy & Wahlen 1999; Tang et al., 2015).  While in other studies it showed a 
negative correlation between earnings management and corporate performance (Cohen & Zarowin, 2010; Dakhlallh, at al., 2020; 
Graham, Harvey, & Rajgopal, 2005; Kothari et al., 2015; Leggett, Parsons, & Reitenga, 2016; Mahdavi Ardekani, Younesi, & 
Hashemijoo, 2012; Tang & Chang, 2015; Zhu, Lu, Shan, & Zhang, 2015).  It seems that the negative effect of earning 
management to performance exists in the long-term, while in the current and short term, the impact was positive (Dakhlallh, at 
al., 2020; Healy & Wahlen, 1999; Rangan, 1998; Tang et al., 2015).   
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According to the agency theory, the motive of doing earning management depends on the manager's interest that can affect 
shareholders' evaluation of their performance (DeFond & Park, 1997; Kontesa, Brahmana & Tong, 2020; Subramanyam, 1996).  
The other motive of having higher earning is to attract investors (Kumari & Pattanayak, 2017). Managers influence investors 
by meeting profit targets and earnings projections (Sevin & Schroeder, 2005). It conveys a positive signal about future 
performance to investors (Tucker & Zarowin, 2006). Or, the manager used earnings management to boost his reputation (Zhang, 
Uchida, & Bu, 2013). They got credit when they were able to forecast earning precisely (Williams, 1996), and to do that, they 
have to manipulate earning. As a result, engaging in earning management leads to the manipulation of the financial report 
(Kumari & Pattanayak, 2017). The future and present revenue is affected by the present practices of earning management 
(Bautista et al., 2005).  No wonder the market and investors were challenged by the quality, significance, and reliability of 
financial information due to the finance and accounting irregularity provided by companies (Tang et al., 2015). Investors and 
other parties who get interest in knowing financial statements will always face doubt on the quality and significance of the 
earning reports.  Thus, it is essential to know ways of detecting the practices of earning management.  It is the purpose of this 
study to know if past performance and employee relative earning can give some indications to the quality of earning reported. 

2. Literature Review 

2.1 Earning Management and Past Performance 

Studies have shown that the use of earning management was to cover its past bad performance by increasing revenue (Habib, 
Uddin Bhuiyan, & Islam, 2013).  A company that experiences low earning in previous years tends to engage in earning 
management in the current and upcoming years. They need to meet the earning expectation of the firm (Bartov, Givoly, & Hayn, 
2002).  The financial statement is then adjusted by executives to achieve the target (Healy & Wahlem, 1999).  Besides, there is 
enough evidence to show that the practices of earning management help prevent reporting losses (Gang, Zezhong, Travlos, & 
Hong, 2007). Since it increases earnings (Gunny, 2010), increases the firm's profitability in the future (Siregar & Utama, 2008), 
and the quality of earning itself (Jara & Lopez, 2011). It provides better signal and performance in the future. However, the 
practice of earning management not only to improve earning but also to maintain high performance. As the study of  Burgstahler 
and Dichev (1997) found that the practice of earning management was driven by a positive earnings report and consistent firm 
performance.  The reason, because the management did not want to lose its image and need to guard its reputation.  As we can 
see, there are contradictions results in the sign of association between past performance and earning management.  Further study 
needs to be done to get a better explanation of the relationship. A moderating variable may exist in their relationship. 

2.2 Earning Management and Relative Earning 

The previous study indicated that earning management was related to the remuneration agreement (Healy, 1985). It was to 
obtain incentive, bonus, and compensation that lead managers to involve in earning management (Barth, Elliott, & Finn, 1999; 
Chan et al., 2015; Cohen et al., 2008; Dechow & Skinner, 2000; Healy, 1985; Watts, 2003; Watts & Zimmerman, 1990; Zang, 
2012). Studies had found a significant relationship between managerial incentive and earning management, including the study 
of Cheng & Warfield (2005). One way of measuring incentives and compensation is to use relative earning.  The study of Bai 
& Cheng (2014) made use of the three measures of relative earning, which were the capital earnings relative to labor earnings, 
earning of high-level manger relative to ordinary workers, and overall average wage level relative to a firm's average wage level. 
The same study found that these relative earnings have significant effects on corporate performance. Therefore, we hypothesize 
that employee relative earning can be used to explain the relationship between past performance and earning management. 

2.3 Theoretical Framework 

Since contradiction results are found in the sign of the relationship between past performance and earning management, an 
explanation is needed. A moderating variable may exist in their relationship that can explain the sign of the association. 
Literature supports our hypothesis that the employee relative earning may be the moderating variable in the relationship between 
past performance and earning management, as shown in Figure 1. Aside from explaining the sign of the association between 
past performance and earning management, employee relative earning can be used by investors together with past performance 
to predict the quality of earnings reported. 

  Employee Relative 
Earning 

  

Past Performance 
 

   Earning Management 

 

Fig. 1. The moderating effect of employee relative earning on the relationship between past performance and earning 
management 
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Hypothesis: 

Based on the above literature review, we formulate the research hypotheses as follows: The first research hypothesis (Ha1) stated 
that past performance significantly relates to earning management. The second research hypothesis (Ha2) stated that employee 
relative earning is the moderating variable in the relationship between past performance and earning management.  

2.5 Purpose 

Investors were challenged by the quality and significant of financial information due to the accounting irregularity provided by 
companies (Tang et al., 2015).  Investors seems to doubt in the quality of earning reported. They required some indicators to 
detect the earning quality reported. The use of past performance as indicators of current and future earning management is 
challenged since there is a contradicting result in the sign of the relationship between past performance. Some studies found 
negative relationship (Habib, Uddin Bhuiyan, & Islam, 2013; Bartov, Givoly, & Hayn, 2002); while other showed positive 
relationship (Burgstahler & Dichev, 1997). Another variable may moderate their relationship. Therefore, it is the purpose of this 
study to know if employee relative earning is the moderating variable in the relationship between past performance and earning 
management. 

3. Method 

3.1 Participants 

Companies listed in the Indonesian Stock Exchange in the year 2020 were selected to be the participant of this study.  The 
stratified random sampling technique was used where the companies were divided into three groups of industry; they are, 
services, manufacturing, and trading.  Each group of the industry was randomly selected 50 companies that made up of 150 
companies participated in this study.  This research is a cross-sectional study where data was taken from their financial 
statements in one particular period that is the year 2017 for past performance and 2018 for employee relative earnings and 
earning management.  When data was analyzed, fifteen companies were removed due to missing data and were found to be the 
outlier.  It then left 135 companies to be analyzed as the participants. 

3.2 Dependent Variable 

Earning management is the dependent variable in this study.  Since there are several kinds of earning management, then the 
accrual-based earning management was used in this study. It was used as the degree of earning management practices.  From 
literature, most of the earning management practices used the accrual earning management (Healy & Wahlen, 1999; Fields, Lys, 
& Vincent, 2001; Schipper, 1989).  The extended model popularized by Kothari, Leone, & Wasley (2005), and by Hashmi et 
al., (2018) used to calculate the accrual-based earnings management. The formula, 

 =∝ +∝ +∝ ∆ ∆ +∝ +∝ 𝑅𝑂𝐴 + 𝑒  

where:  TAC = total accruals; TA = total assets; α0 = constant; α = coefficient; REV = revenue; REC = receivables; PPE = 
plant, property, and equipment; ROA = return on assets; and e = error. 

3.3 Independent Variable 

Past performance is the independent variable of this study.  The revenue growth of time t-1 measures past performance.  It is 
the revenue of time t-1 minus the revenue of time t-2 divided by the revenue of time t-2.  It is computed as,  

(REVt-1 – REVt-2)/REVt-2. 

where:  REVt-1 = revenue at time t-1; REVt-2 = revenue at time t-2. 

Moderating Variable 

The moderating variable of this study is employee relative earning.  Three measure used in measuring relative earning, they are 
capital earnings relative to labor earning, earnings of high-level managers relative to ordinary workers and overall average wage 
level relative to a firm's average wage level (Bai & Cheng, 2014).  However, in this study, we were using the employee relative 
earning instead of relative earning.  The employee relative earning is derived from the salary of time t divided by the revenue 
of time t-1.  It is computed as,   

 REEt = Wt / REVt-1 

where:  REEt = employee relative earning at time t; Wt = wages and salary expenses at time t; and REVt-1 = revenue at time t-1. 
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3.4 Statistical Analysis 

In testing the first hypothesis, the ordinary linear regression analysis is used.  While in testing the second hypothesis, the sub-
group moderating analysis is used, followed by the F-Chow test.  It was to test the moderating effect of employee relative 
earning on the relationship between past performance and earning management. The formula for F-Chow test is: 

FChow = { ( )( ( ) 
where: FChow = Choi test; RSST = residual sum of square total; RSS1 = residual sum of square group 1; RSS2 = residual sum 
of square group 2; n1 = total number of respondents in group 1; n2 = total number of respondents in group 2; and k = number 
of coefficients including the constant. 

For the employee relative earning to be the moderating variable, FChow computed must be higher than the F table at a degree of 
freedom k / n1+n2-2k. 

4. Results 

4.1 Descriptive Analysis 

We were using the accrual-based earning management technique to measure the quality of earning.  It was a popular proxy in 
determining the degree of earning management.  Most of the company listed in Indonesia Stock Exchange (43.7%) had an 
average quality of earning, in the sense that the scores were around zero, that was between -0.075 to 0.029, see Table 1. A 
positive score indicates the low quality of earning. The higher the score, the lower is the quality of earning, and the more intent 
is the practice of earning management.  Less than one-fourth of the companies (17.8%) practice earning management. In terms 
of past performance, that was measured by revenue growth, most of them (60.7%) had revenue growth range around zero from 
-0.421 to 0156, followed by quite high growth (25.9%) that was ranged from 0.157 to .734. However, some but few of them 
had declining growth (5.2%).  In terms of employee relative earning, most of them had a very low employee relative earning 
(75.6%). 

Table 1 
The mean, standard deviation, frequency, and percentage of companies listed in Jakarta Stock Exchange.  

  Mean SD Frequency Percent 
Earning Management -0.054 0.119 - - 
    0.135  <   7 5.2 
    0.030  -   0.134   17 12.6 
   -0.075  -   0.029   59 43.7 
   -0.180  -  -0.076   39 28.9 
   -0.285  -  -0.181   8 5.9 
   -0.390  -  -0.286   2 1.5 
   -0.495  -  -0.391   2 1.5 
   -0.600  -  -0.496   1 0.7 
Past Performance 0.182 0.509 - - 
    3.047  <   1 0.7 
    1.891  -    2.468   1 0.7 
    1.313  -    1.890   2 1.5 
    0.735  -    1.312   7 5.2 
    0.157  -    0.734   35 25.9 
   -0.421  -    0.156   82 60.7 
   -0.999  -  -0.422   7 5.2 
Emp. Rel. Earning 0.163 0.257 - - 
    1.106  <   3 2.2 
    0.948  -  1.105   2 1.5 
    0.790  -  0.947   5 3.7 
    0.474  -  0.631   1 0.7 
    0.316  -  0.473   4 3 
    0.158  -  0.315   18 13.3 
    0.000 -  0.157     102 75.6 
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4.2 Sub-Group Moderating Analysis 

A multiple linear regression analysis was used in testing the null hypothesis that past performance has no relationship with 
earning management. The null hypothesis was rejected (β = -0.077, p < 0.05) at significant level of 0.05, see Table 2.  There 
was a significant negative association between past performance and earning management.  As past performance getting lower, 
earning management practices tend to increase. The null hypothesis that employee relative earning has no relationship with 
earning management was rejected (β = -0.074, p < 0.10) at a significant level of 0.10. About 10.3% change in earning 
management was due to past performance and employee relative earning. 

Table 2 
Significant of past performance and employee relative earning toward earning management 

        Beta Coef. P-value R2 Adj. R2 F sig. 
Past Performance  -0.077 0    

      0.117 0.103 0.000 
Employee Relative Earning  -0.074 0.055    

 

The null hypothesis that employee relative earning cannot be used as the moderating variable in the relationship between past 
performance and earning management was tested with the use of the sub-group analysis. The data were grouped into two groups 
based on the average employee relative earning score.  The first group was the past performance and the earning management 
that had employee relative earning scores below average, and the second group was the past performance and the earning 
management that had employee relative earning scores above average. The R2 of the first group (0.154) was higher than the R2 
of the second group (0.086), see Table 3. It indicated the existence of a moderating effect.  However, this method had some 
critiques; therefore, further analysis with the Chow test was needed.   

Table 3 
The sub-group and total R square, residual sum of square (RSS), number of the respondent (n), dan P-value 

  R2 RSS n P-value 
Group 1 0.154 1.15 102 0.000 
Group 2 0.086 0.446 33 0.097 
Total 0.092 1.741 135 0.000 

 

The Chow test was used to test the moderating effect of employee relative earning in the relationship between past performance 
and earning management.  It was found that the computed F-Chow (F(4, 131) = 11.95) was higher than the table F (F(3, 129) = 
3.984). Therefore, the null hypothesis is rejected.  Employee relative earning had a moderating effect on the relationship between 
past performance and the earning management practices. As the wages and salary expenses as compared to last year's revenue 
decrease (β = -0,074), the effect of past performance to earning management practices is getting stronger. When comparing the 
result of linear regression analysis between past performance and earning management without and with employee relative 
earning was found to be different.  The R2 with employee relative earning (R2 = 0.103) is higher than the R2 without employee 
relative earning (R2 = 0.092).  It shows that as an employee earning getting lower, the effect of past performance on the practice 
of earning management was getting stronger. 

5. Discussion 

Most companies listed in Indonesia Stock Exchange (IDX) seems to have stagnant revenue growth. Though some have negative 
growth and others have positive growth but they are close to zero. Few have negative growth.  When it is combined with the 
low employee relative earning as indicated in our finding, we expect the earning management to be higher.  But not many of 
them have lower quality of earning.  Most companies listed in IDX have an average quality of earning.  However, we found that 
a significant negative correlation exists between past performance and earning management. And that the strength of their 
relationship getting stronger as employee relative earning getting smaller. This finding is supported by the result of previous 
studies that incentives and bonuses affect the practices of earning management (Barth, Elliott, & Finn, 1999; Dechow & Skinner, 
2000; Healy, 1985). Companies need to look at the incentive and bonus given to their employee. When those incentives and 
bonuses had a connection with the company's performance, then we may expect it to affect the quality of earning reported. It is 
because when management considers his wages and salary as low and the growth of the company's past revenue decline, they 
are forced to do earning management.  It is to increase the incentive and bonuses they received. Thus, as past performance 
decline and is combined with low employee relative earning will lead management to manipulate earnings. For investors and 
market analysts, employee relative earning that is combined with past corporate performance could be used to predict the quality 
of earnings reported. Earning management not only affects the performance of current year but also the years ahead (Bartov, 
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Givoly, & Hayn, 2002). Therefore, early detection of earning management is essential. Looking back at the previous revenue 
performance may indicate the current and future practices of earning management. As our study suggests that past revenue 
performance and employee relative earning may be used to indicate the practices of earning management. When past 
performance is poor, as previous studies had found too, management tends to increase revenue to meets it earning expectation 
by practicing earning management (Bartov, Givoly, & Hayn, 2002; Gang, Zezhong, Travlos, & Hong, 2007; Habib, Uddin 
Bhuiyan, & Islam, 2013; Healy and Wahlem, 1999; Watts, 2003).  

6. Conclusion 

It is important for investors and others who are interested in the earning performances of a firm to consider the firm’s past 
performance. It determines the current and future quality of its reported earnings. However, employee relative earnings need to 
be considered too since it strengthens the effect of a firm's past performance on the quality of its reported earning as the essential 
proxy of earning management.  This study is without limitations. When it comes to measuring past performance, we focus on 
the past growth of revenue. Therefore, we recommend further research with the use of different measurements of the past 
performance and different moderating variables. 
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