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The research aimed to discuss the determinants factors of earnings 

quality in Indonesia capital market. Those factors were debt level, sales 

volatility, and temporary differences. The earnings quality was 

measured using attributes are smoothness and Earnings Response 

Coefficient (ERC). The research employed the secondary data in the 

form of financial statement of company, stock prices of company, and 

composite stock prices index starting from 2015 until 2017. This 

research was analysed using multiple regression analysis with IBM 

SPSS Statistics 21 program. 

The result of the testing showed that debt level and sales volatility had 

a significant effect with earnings quality measured using smoothness’ 

attributes. But, the result of the testing earnings quality measured using 

ERC attributes, showed that there was no independent variable had 

significant effect. 
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Introduction:- 
Earnings is financial statement information that is most widely used by both internal parties and external parties in 

decision making (Fanani, 2010; Kasiono and Fachrurrozie, 2016). Information on company performance, especially 

earnings, is needed to assess potential changes in economic resources that may be controlled in the future. 

Therefore, the earnings quality becomes important. Earnings quality is an indicator of earnings disclosure ability to 

predict cash flow in the future (Penman, 2001; Warrard, 2017). Low earnings quality means that earnings can not 

accurately predict future cash flows. 

 

Cases of accounting scandals that afflict national and multinational companies indicate a problem related to the 

earnings quality. The problem is "is the quality of the year earnings going well?" (Pagalung and Sudibdyo, 2012). 

The current year's earnings is said to be of quality if earnings can be used as a reliable indicator to predict future 

earnings (Penman, 2001). 

 

There are several factors that can influence earnings quality, such as debt level, sales volatility, and temporary 

differences. The company's ability to generate earnings is inseparable from its capital to finance its operations. Debt 

is an alternative external funding that can be used by companies by binding themselves to contracts with creditors. 

Debt can indeed increase the company's capital, but consequently, the company must pay principal and interest 

installments at maturity without considering the company's financial condition. 
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The earnings quality is also affected by sales volatility. Sales volatility is the degree of sales spreading. The many 

accounting methods that can be used by financial report compilers can positively and negatively affect the 

company's earnings. 

 

In addition to the debt level and sales volatility, earnings quality is also affected by temporary differences. 

Temporary differences are the difference between accounting earnings and fiscal earnings because of time 

differences. Companies do not need to make double bookkeeping to obtain accounting earnings and fiscal earnings, 

but companies need to carry out fiscal reconciliation only. This can create opportunities for companies to conduct 

earnings management. 

 

This study included the company size as control variable. Company size is a proxy for price infomatization 

(Nofianti, 2014). Large companies tend to have stable conditions, so they are considered to have better earnings 

quality than small ones. 

 

This study used attributes of earnings quality measurement with smoothness that represent the perspective of 

company financial performance from current year's earnings because operating cash flows show the stability of 

company earnings generated from economic transactions (Ramadan, 2015) and Earnings Response Coefficient 

(ERC) which represent the perspective of company performance in the stock market because the ERC measures 

abnormal returns from the response of unexpected components of the company. The formulation of the problem in 

this study was whether the level of debt, sales volatility, and temporary differences affect the earnings quality? 

 

Theory Concept 

Agency Theory 

Agency theory states that the relationship of agency arises when one person or more (principal) employs another 

person (agent) to provide a service and to delegate authority and decision making to the agent (Jensen and Meckling, 

1976). The agent (manager) should act based on stockholder’s interest, but in fact, manager and stockholder has 

different interest (conflict of interest). This conflict is not only happen between stockholder and manager, but also 

creditor and government. Managers want to maximize his compensation, stockholders want to decrease the tax cost 

to achieve high return, creditors want the company to fullfill the debt covenants, and the government want to 

maximize company’s tax. The low of debt level, sales volatility, and temporary differences indicate that the 

management carries out its contract in accordance with the interests of the shareholders. Managers act optimally 

because they know that shareholders control their behavior through monitoring activities. A supervisory approach by 

external parties can also be carried out by creditors through the use of debt and the government through tax returns. 

 

Signal Theory 

Signal theory states that information needs to be conveyed by the company to outsiders to reduce the asymmetry of 

information because the company knows more than outside parties. According to Akerlof (1970), when buyers do 

not have information regarding product specifications and only have a general perception of the product, the buyer 

will assess all products at the same price regardless of product quality. This can be overcome if the seller 

communicates their product by giving a signal in the form of information about the product quality. The low debt 

levels, low sales volatility, and low temporary differences are positive signals to the earnings quality. 

 

Efficient Market Theory 

According to Fama (1970), in an efficient market, prices will fully reflect available information and as an 

implication, prices will react immediately without any bias towards new information. The price of securities balance 

results in no opportunity for investors to obtain abnormal returns from the difference in price of stock securities. The 

low debt level, sales volatility, and temporary differences will be positively responded by investors because the 

information can increase certainty regarding to the acquisition of cash flow in the future. 

 

Method:- 
The research design used was quantitative type that described the relationship and influence between independent 

variables (debt level, sales volatility, and temporary differences) and the dependent variable (earnings quality). This 

study carried out documentation method to collect the data. Data was collected by collecting company financial 

statements, company stock prices, and composite stock price index. This study used multiple linear regression 

analysis with the IBM SPSS Statistic 21 program. The regression equation in this study was as follow. 

                                                                                    ... (1) 
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The population in this study was the whole companies listed on the Indonesia Stock Exchange (IDX) in 2015-2017. 

This study used purposive sampling with the criteria (1) reporting current and deferred tax expense in the earnings 

statement in the year of observation, (2) not experiencing negative operating cash flows during the year of 

observation, (3) not experiencing losses , (4) financial statements in rupiah currency, and (5) complete financial 

statements and ending on 31 December. The final sample in this study consisted of 108 company samples. 

 

Earnings Quailiy 

Earnings quality is an indicator of the ability of earnings disclosure to predict cash flow in the future. The earnings 

quality in this study was measured by two attributes, namely smoothness and Earnings Response Coefficient (ERC). 

Smoothness was measured using proxies in Gaio and Raposo (2011), namely           
        

       
. ERC measured 

by using proxy in Sari and Lyana's study (2015), namely regression coefficients from Unexpeded Earnings and 

Cummulative Abnormal Return. 

 

Debt Level 

The debt level shows the ratio of debt usage by the company. The debt level in this study was measured by the 

proxies in some studies, such as Fanani (2010), Marnilin and Darmansyah (2015), Malahayati et al (2015), Kasiono 

and Fachrurrozie (2016), Susilo and Anggraeni (2016), and Nuraeni and Putri (2018), namely       
             

              
. 

Sales Volatility 

Sales volatility is the standard deviation of sales divided by total assets. Sales volatility in this study was measured 

by proxy in some studies, such as Dechow and Dichev (2002), Fanani (2010), Pagalung and Sudibdyo (2012), and 

Kasiono and Fachrurrozie (2016), namely       
           

              
. 

Temporary Differences 

Temporary differences occur because of differences in treatment between the Financial Accounting Standards and 

tax laws and regulations. The difference between accounting earnings and fiscal earnings in this study was measured 

by the proxy in Marnilin and Darmansyah (2015) research, namely       
                       

             
. 

Company Size 

Company size shows the size of the company that can be seen from the assets of the company. The size of the 

company in this study was measured by the proxy available in the study of Rajizadeh and Rajizadeh (2013), 

Alfiarini and Muid (2015), Malahayati et al (2015), Dewi and Putri (2015), and Susilo and Anggraeni (2016), 

Nuraeni et al ( 2018), namely                      . 
 

Research Results And Discussion:- 
Judging from the results in testing the data normality in this study, we found that the data is not equally distributed. 

As the data transformation gave the results, the researchers would affirm that data equally distributed. A good 

regression analysis must match to the classic assumption test. Based on the results of the classic assumption test, it 

was found that there were no heteroscedasticity, multicolonierity, and autocorrelation. 

 

The testing of multiple linear regression analysis to test the strength effect and direction of influence between the 

dependent variable (earnings quality) and independent variables (level of debt, volatility of sales, and temporary 

differences) were supported by company size. Based on the multiple linear regression analysis, the beta coefficient 

and error value calculated for each research model are 0,962 and 0,9711 (    √      √               

and     √      √               ) can be included in the regression equation which can be arranged 

mathematically as follows: 

                                                              (2) 

                                                              (3) 

 

Table 1:-Multiple Linear Regression Analysis 

Variable Model 1 

(Natural Logarithm of 

Smoothness) 

Model 2 

(Earnings Response 

Coefficient) 

Debt Ratio (DR) -2,273** 

(-1,410) 

1,393 

(2,889) 
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Natural Logarithm of Sales Volatility (VS) 2,072** 

(0,227) 

-0,969 

(-0,355) 

Temporary Differences (TD) 1,074 

(39,899) 

0,982 

(121,942) 

Company Size (CS) 0,604 

(0,042) 

-3,118* 

(-0,724) 

Adjusted R
2
  0,075 0,057 

*Significance level of 1% 

** Significance level of 5% 

 

The adjusted coefficient of determination (adjusted R2) in model 1 and model 2 amounted to 0.075 and 0.057, 

respectively. This implied that in model 1, independent variables (debt level, sales volatility, and temporary 

differences) supported by company size can predict the dependent variable (earnings quality) with natural logarithm 

of smoothness attributes which can provide information up to 7.5% needed. In other words, there were 92.5% (100% 

-7.5%) other things that affect the earnings quality. Meanwhile, model 2 in this study, independent variables (debt 

level, sales volatility, and temporary differences) that were supported by company size can predict the dependent 

variable (earnings quality) with the Earnings Response Coefficient attribute, provides information 5.7%. In other 

words, there were 94.3% (100% -5.7%) of other things that affect the earnings quality. 

 

The results of the F statistical test showed a significance value of 0.017 and 0.039 for model 1 and model 2. 

Significant values (0.017 and 0.039) < (0.05). This meant that the regression model built can significantly explain 

the relationship between the independent variable and the dependent variable. Thus, the models and theories that are 

built were quite good because they were in accordance with the conceptual framework. 

 

Conclusion:- 
The conclusions in this study are as follows. 

1. Debt level had a positive effect on earnings quality with smoothness attributes. This showed that companies 

with high debt would enable managers to gain the trust of the investors and creditors. Debt level didn’t affect 

earnings quality with the Earnings Response Coefficient (ERC) attribute. This showed that high or low debt 

owned by the company will not affect market perceptions of earnings quality, because stock price movements in 

the Indonesian capital market are caused by market psychological factors. Investors had no good concern for 

how high the company’s debt, because they paid more attention to the use of funds that was more effective and 

efficient by the management of the company. 

2. Sales volatility had a negative effect on earnings quality with the smoothness attribute. This is because 

information about low sales volatility is a positive signal that the company was willing to provide regarding the 

earnings quality. Low sales volatility also showed the success of management to maximizing the interests of 

stockholders by increasing the certainty of future cash flows. Sales volatility does not affect the earnings quality 

with the ERC attribute. The volatility of sales was just normal because of the fluctuating economic conditions. 

Information about sales volatility had no effect upon market perceptions of the company’s earnings quality. The 

capital market in Indonesia still dominated by market psychological factors. 

3. Temporary differences didn’t affect earnings quality with smoothness and ERC attributes. Temporary 

differences can create restoration to the company’s earnings. In addition, temporary differences that occur in 

companies are caused by differences in the rules between Financial Accounting Standards with tax laws and 

regulations, not from earnings management activities. Management carried out its duties in accordance with 

applicable regulations. Therefore, information regarding temporary differences wasn’t used by the market for 

investment decision making. 

 

The limitations in this study and suggestions for further research are as follows. 

1. This study only used internal company variables, regardless of conditions outside the company that can affect 

earnings quality. The next research should include the company's external variables, such as economic 

conditions, risk preferences, and market psychological factors. 

2. This study only used company annual reports, which are published no later than March 31. Further research, if 

possible, should use quarterly reports, which are issued no later than the last day of the following month per 

each period. 
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