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This study aims to analyze how a fiscal incentive provided by the government to initiate investment will affect a
company’s earning management. The fiscal incentive used in this study is the corporate tax rate reduction for listed
companies based on Government Regulation (GR) No. 81/2007 and GR No. 77/2013. The unbalanced panel data
collected consists of 346 listed companies in the period of 2008-2014 excluding companies from the financial and
mining sectors. Multivariate regression results show that there is no evidence that the tax rate reduction has any
impact on the company’s earning management.
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1. INTRODUCTION
Investment plays a crucial role in a country’s economic development. Capital placements by local and foreign
investors through direct investments as well as capital markets create multiplier effects in the national economy.
Some of the effects are providing work for the labor market, transferring technology and managerial skills, and
generating revenue through corporate income tax. These great impacts encourage the government to create policies
that support the investment climate. One such policy involves providing incentives in both non-fiscal and fiscal
areas1.
The Handbook of Facilities and Incentives of Indonesia’s Income Tax 1st and 2nd Edition have listed all the tax
facilities given to individual and corporate taxpayers. One of the facilities is the reduction in the corporate income
tax rate for listed companies, as stated on Article 17 paragraph 2 of the Law No. 17/1983 which is regulated by GR
No. 81/2007, which has since been amended to GR No. 77/2013 and GR No. 56/2015. A study done by
Pamungkas2 shows that there was an increase in the utilization of the facility over the period of 2008-2010. The
same result is consistent with the data collected by Listed Company Tax Office (LCTO) for the fiscal year 20112014. When the policy was first implemented in 2011, there were only 60 companies receiving the tax rate
reduction facility. By 2014, the number had increased to 85 out of 506 listed companies.
The tax rate reduction facility is not only a way to reduce company’s cost, but can also benefit the company in
terms of generating new capital by conducting an initial public offering (IPO) as well as a seasoned equity offering
(SEO). However, IPO and SEO could be seen as an opportunity for a company to manage its earning in order to
attract new investors3-6. Earnings management in the form of inflating net income to a certain amount before a
capital offering is the most common form of earning management, although there are also some practices in which
companies deflate their net income to make the shares underpriced7. Earnings management practices are mostly
motivated by the urgency of management to comply with covenants, as well as the presence of compensations
attributable to certain target net incomes5. Ideally, a company can reduce its costs and achieve the targeted net
income by properly utilizing fiscal incentives; the more a company receives in fiscal incentive, the less it will
engage in earning managements8. The utilization of fiscal incentives is less likely to be prone to future litigation
issues than engaging in both real and accrual earnings management.
This research emphasizes the issue of how fiscal incentives offered by the government are believed to give a
benefit in the economy in the macro scale, as well as in the scale of a company.
2. LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT
Fiscal policy in the form of a tax rate reduction has a greater impact on economic growth compared to other
fiscal policies, such as the expansion of government spending9. Tax reduction generates a greater amount of
savings that can be allocated for other uses, such as investments or increased consumption for both individual and
corporate taxpayers. The growing number of investments and consumption leads to an increase in gross domestic
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product (GDP) and triggers growth in the national economy10-12. However, Edgerton13 found that companies are
affected differently by the same tax incentive. The effects depend on the financial stability of each company and
the current economic condition of the country. Moreover, if the taxation system in a country applies the loss carry
forward concept, as is the case in Indonesia, then the tax facility will not have any impact on companies which
experience losses.
A tax facility in the form of a corporate income tax rate reduction for listed companies is a facility that is
exclusively given to support the capital market’s role as a source of funding and to increase public participation in
the market. Based on Article 17 Law No. 7/1983 on Income Taxes, which was amended with Law No. 36/2008, the
tax reduction is 5% of the highest rate applicable for domestic corporate taxpayers. Other requirements that have to
be fulfilled are as follows:
a. A minimum of 40% of total issued shares have to be traded in Indonesia Stock Exchange (IDX).
b. The traded shares are owned by a minimum of 300 individuals.
c. Each shareholder can only own less than 5% of total shares. and
d. The above requirements have to be maintained at least 183 days in 1 fiscal year.
To meet the requirement of public ownership, a company has to engage in IPO or SEO. The change of the
company’s structure from private to public creates different interests between management as the agent and
shareholders as the principal as defined in agency theory14. Asymmetry of information is more likely to occur since
the management has more access to the company’s information than have the shareholders and this would affect
the decision-making process. In presenting reports to shareholders, especially financial reports, the management
has options to present certain aspects in the report as accepted by accounting standards15. Generally accepted
accounting principles (GAAP) adhere to principle-based standards, which give the opportunity for management, as
the preparer of financial reports, to use their discretion, or even manipulate certain accounts without affecting cash
flow16. In general, discretion is used to inflate net income since it commonly becomes the benchmark of a
company’s performance. However, discretion can also be used to deflate profit for other purposes17.
The proxy that is used to measure earnings management is accrual discretionary. Accrual discretionary shows
how management can move figures in accrual accounts, especially working capital, from one period to another17,18.
Accrual discretionary is considered relevant since a company’s income tax is based on accounting income; thus,
any change in accruals will affect taxable income in the same direction19. The use of accrual discretionary in
earnings management is more desirable in terms of cost because it does not have any effect on cash flow compared
to real earnings management. Hence, it is easier and less costly for companies to conduct accrual earnings
management20-22.
He8 explains that the risk of earnings management activity is not limited to litigation, but also reputation in the
long term. In addition, an early indication of earnings management which is detected by public or DGT will lead to
inspections and investigations. It is also possible that the company will be charged with fines18. By utilizing tax
reduction facility, company can reduce its tax payments and increase its net income without having to be exposed
to the risks associated with earnings management. Based on this argument, the hypothesis proposed in this research
is:
H1: The more tax facilities received by a company, the less it is indicated to engage in earnings management,
ceteris paribus.
3. RESEARCH METHOD
This research uses secondary panel data collected from financial reports available on IDX’s website and
Datastream. For listed companies which received the tax facility, data is collected through their financial reports
and from LCTO. Companies in the financial industry are excluded from sample since the industry has distinct
characteristics and risk-profile from other industries. Companies in the mining sector are also excluded from
sample because of lex specialis. The classification of industries used in the research refers to IDX Fact Book 2015.
The data gathered is from fiscal year 2008 when GR No. 81/2007 first enacted to fiscal year 2014.
This research refers to similar research conducted by He8 for companies listed in Shenzhen Stock Exchange and
Shanghai Stock Exchange in the period of 1997-2006. Based on the research, there are two proxies to measure the
research variables, which are earnings management and fiscal incentives.
Earnings Management
Geraldina23 and He8 create a model to measure abnormal accruals that is based on modified Jones model. This
modified model is used for estimating cross-section parameters so that it can generate abnormal accrual (DA). With
a further modification, the model to measure abnormal accruals that will be used in this research is as follows:
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where
TACCi,t = total current accrual of company i in year t, in rupiah;
= (ONIi,t – OCFi,t)
ONIi,t = operating net income of company i in fiscal year t, in rupiah;
OCFi,t = cash flow from operation of company i in year t, in rupiah;
ASi,t-1 = total asset of company i by the end of fiscal year t-1, in rupiah;
ΔREVi,t = change in revenue of company i at the end of fiscal year t, in rupiah;
ΔARit = change in account receivables of company i at the end of fiscal year t, in rupiah;
PPEit = book value of fixed assets of company i in year t, in rupiah;
ɛit
= residual (DA).
Residual value of this modified Jones model estimation is free from company’s condition variable22, thus this
residual value would represent the magnitude of accrual discretionary or abnormal accruals (DA). DA will be the
dependent variable in regression model of this research. DA value can be positive, negative, or 021,22. DA with a
positive value shows that accrual earnings management will increase net income. On the contrary, DA with
negative value shows that accrual earnings management will decrease net income. Company that does not engage
in earnings management will have DA with the value of 0.
Fiscal Incentive
Fiscal incentive that is offered for listed companies is income tax rate reduction by 5%. This incentive will
benefit the company by reducing its income tax and creating tax saving. Based on He8, the amount of tax saving the
company can have is the difference between income tax expense with the normal rate and the actual income tax
expense with the reduced rate. Whereas the tax saving rate (TAXSAV) is calculated with equation below:
…… (2)
where
TAXSAV
= tax saving rate, in rupiah;
pretax income
= commercial profit before tax, in rupiah;
income tax expense
= commercial income tax expense, in rupiah;
net income
= commercial net income, in rupiah.
He8 argumented that TAXSAV will represent how far tax saving contributes to an increase of a company’s
reported net income.
This research will also use a dummy variable (TAXSAV_DUM). A value of 1 will be given to companies that
receive the reduced tax rate and 0 will be given to companies that do not. This variable will be an alternative to see
how earnings management is affected upon receiving the facility.
Multivariate Regression
To see the correlation between abnormal acruals and tax saving, the regression models used are as follow:
∆
…… (3)
and
_
∆
…… (4)
DA or abnormal accruals is the dependent variable which is the residual of cross-section estimation on equation
(1). TAXSAV and TAXSAV_DUM are the independent variables which are resulted from equation (2). Based on the
hypothesis, the correlation between TAXSAV and DA will be negative which shows the bigger (smaller) TAXSAV
value is, the lower (higher) DA value will be. This regression result will prove whether the higher fiscal incentives
received by a company will lower its earnings management or otherwise. In this regression model, there will be six
control variables, which are market-to-book ratio (MKT), leverage ratio (LEV), company size (SIZE), capital
intensity ratio (EXP), return on asset ratio (ROA), and absolute value of change in ROA (ΔROA).
4. RESULTS AND DISCUSSIONS
This research uses purposive sampling method with following criterias:
Table.1. Result of Sample Selection
Description
Total listed companies on IDX over the period of 2008-2014
Total companies on the finance and mining industries over the period of 2008-2014
Total companies that are subject to final tax only over the period of 2008-2014
Total companies with uncomplete financial report information over the period of 2008-2014
Total companies used as final sample

Total
3104
(500)
(41)
(555)
2008
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After excluding outliers, the final sample is 2008 which consists of 346 companies in the period of 7 years.
Samples are arranged into unbalanced panel data with different amount of companies in each years due to an
increasing trend of companies conducting IPO over the period.

Table.2. Descriptive Statistics
Variable
DA
TAXSAV
TAXSAV_DUM
MKT
LEV
SIZE
EXP
ROA
DELTA_ROA

Std. Dev.
0.3868
1.7191
0.3418
0.0071
0.3660
1.7447
0.2539
1.3818
0.7100

Mean
-0.0058
1.2279
0.1350
0.0022
0.2780
21.0927
0.3781
5.5622
2.3687

Min.
-8.98
-10.78
0
-0.04
0
14.99
0
4.08
1.62

Max.
8.59
44.94
1
0.24
5.34
26.17
0.99
7.04
3.14

The descriptive statistics results show that the data is dispersed in a narrow range as can be seen from the
standard deviation index. The mean of accrual discretionaries is -0.0058 which shows that sample companies in
average engage in earnings management, although the magnitude is small. The negative value indicates that
minimizing net income is one way to manage earnings, and it also represents that in average companies have lower
change in revenue compared to change in account receivables. As mentioned in equation (1) that ∆ , ∆
will
,

result in a negative value when company prefer to hold discretion in account receivables by recognizing receivables
too early in the current fiscal year. Negative value can also be generated from the decrease in current year net
income compared to prior year due to discretion i.e. postponing revenue recognition, or without discretion i.e.
decrease in sales. The range of discretionary accruals in sample is -8.98 to 8.59. The wider the range is from 0, the
bigger the magnitude of earnings management conducted by sample companies. The negative and positive signs
show the way companies engage in earnings management, whether through decreasing or increasing net income.
Tax saving rate (TAXSAV) have a positive value with mean of 122.79% which shows that in average sample
companies have sufficient tax savings. Tax savings dummy (TAXSAV_DUM) is also in a positive value of 13.50%
which shows the percentage of sample companies that receive the tax rate reduction facility. All control variables
(MKT, LEV, SIZE, EXP, ROA, DELTA_ROA) have positive mean values.
Based on classical tests, regression model (3) and (4) are free from multicollinearity, but are indicated to have
heteroskedasticity and autocorrelation. To eliminate these effects, the model will be regressed using feasible
generalized least square (FGLS) method. The results from FGLS regression are shown on table below:
Table.3. Regression Results for Model (3)
Variable
Hypothesis
Intercept
TAXSAV
(-)
MKT
(+)
LEV
(+)
SIZE
(-)
EXP
(-)
ROA
(+)
DELTA_ROA
(+)
Within-R2 %)
4.89
*Significant on level 5%

Coef.
-0.2818
-0.0036
-1.3269
-0.0478
0.0118
-0.0785
0.0141
-0.0005

z-Statistics
-2.52
-0.72
-1.09
-1.98
2.34
-2.25
2.19
-0.04

∆
P-value
0.012
0.472
0.275
0.048*
0.019*
0.024*
0.029*
0.965

Equation (4) uses dummy for tax savings variable. The regression results are shown below:
Table.4. Regression Results for Model (4)
Variable
Intercept
TAXSAV_DUM

_
Hypothesis
(-)

Coef.
-0.2888
-0.0041

z-Statistics
-2.50
-0.15

∆
P-value
0.013
0.877
67

Advances in Economics, Business and Management Research (AEBMR), volume 55

MKT
(+)
LEV
(+)
SIZE
(-)
EXP
(-)
ROA
(+)
DELTA_ROA
(+)
4.90
Within-R2 (%)
*Significant on level 5%

-1.3411
-0.0477
0.0120
-0.0784
0.0140
0.0002

-1.10
-1.97
2.26
-2.25
2.16
0.02

0.270
0.048*
0.024*
0.025*
0.031*
0.984

Analysis
Based on the regression results in Table 3, the independent variable TAXSAV has an insignificant negative
correlation with the dependent variable DA. This result is consistent with He8, who found that the higher (lower) a
company’s tax saving is, the less (more) likely a company is to be engaged in earnings management. Both findings
show that the correlations are insignificant due to the more dominant variation of the cross-section effect compared
to the time-series effect that will influence the estimation of panel data regression. The variation of the time-series
will increase when there is a significant change in the acceptance of the facility for each sample company during
the observed period. Based on the samples in China8 and Indonesia, when a company has received the facility in
one fiscal year, it tends to keep receiving the facility in subsequent years.
In Indonesia, the requirement to be able to receive the facility is to trade a minimum of 40% of total issued
shares in IDX. The change in share structure has to be reported to the Securities Administration Bureau each month
based on Bapepam-LK Regulation No. X.H.1. The Securities Administration Bureau then issues a letter of
acknowledgement that will be attached to the company’s tax slip every year based on Ministry of Finance
Regulation No. 238/2008. Bapepam-LK will then report to DGT the list of taxpayers that are qualified to receive
the tax rate reduction facility in the reported fiscal year. The companies who have received the facility will lose the
benefit when the public shareholders in one year become less than 40% of the total issued shares, they are owned
by fewer than 300 shareholders, or there is one or a few shareholders that own more than 5% of the total issued
shares. One condition where this issue can occur is when companies buy back their shares. However, the change of
structure, as mentioned above, happens only in certain samples; thus, there is not much change in the recipient list
in each fiscal year. The impact of this minimum change is that there is a limited variation in the time-series factor
of TAXSAV which, in turn, generates an insignificant correlation to DA.
Based on the regression results in Table 4, independent variable TAXSAV_DUM shows consistent results with
Table 3. The P-value coefficient is higher in model (4) (0.877) compared to in model (3) (0.472) due to the small
percentage of sample companies that receive the facility, which is only 13.50% of all sample companies (see Table
2). This shows how TAXSAV_DUM has a more insignificant impact on accruals discretionary.
The low significance of the two independent variables shows that receiving the tax rate reduction facility has no
impact on earnings management practices by listed companies in Indonesia. The rationale is that once a company
sells 40% or more of its shares to the public and so receives the facility, it will be less likely to buy back its shares.
By maintaining the share composition, the company will continue to receive the facility.
5. CONCLUSION
Based on the estimation results and the tests that have been conducted, we can conclude that the facility of
company tax rate reduction based on GR No. 81/2007 and its amendment on GR 77/2013 have no impact on
earnings management practices among listed companies in Indonesia. This finding does not prove the hypothesis
that the more tax facilities a company receives, the less it is to engage in earnings management.
Recommendation
This research uses data in the period of 2008-2014, whereas the tax rate reduction facility was still applicable
while this research was conducted in 2016. Further investigation is needed by including the list of facility recipients
in 2015 since there is an increasing trend for more recipients. With an increasing number of recipients over the
years included in the sample, we hope that it will increase the level of significance of the regression model. In
addition, further research should also include other fiscal facilities that have been applied in the current year, such
as tax allowance, tax holiday, and tax amnesty.
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APPENDIX A. SUMMARY OF DEFINITION AND VARIABLES
Variable
DA
TAXSAV
TAXSAV_DUM
MKT
LEV
SIZE
EXP
ROA
ΔROA

Definition
Abnormal accruals for one sample company in one fiscal year, calculated by using modified Jones model with
cross-section parameter.
Tax saving rate, calculated by substracting company’s commercial taxable income with commercial income tax
expense and divided by commercial net income.
Dummy value for companies that receive tax rate reduction facility (given a score of 1) and companies that do not
receive the facility (given a score of 0).
The growth rate of company value, calculated by using market value for common shares divided by the book value.
Leverage ratio of company, calculated by accumulating all short-term and long-term debt and divided by total
assets.
Company size, calculated by using natural logarithm of total assets.
Capital intensity ratio that represents company’s asset structure, calculated by dividing total fixed assets with total
assets.
Return on assets ratio, calculated by dividing net income with total assets.
Growth of ROA in absolut figure, calculated by substracting net income year t with t-1 and divided by total assets
year t and t-1.
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