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Abstract

Introduction/Main Objectives: This study was conducted to provide empirical evidence of the effect
of profitability, liquidity, and profit growth on the company earnings quality with leverage and firm
size as the control variables. Background Problems: The Indonesia Stock Exchange (IDX) found a
company that committed irregularities or discrepancies between financial statements and actual data
in the technology sector. Novelty: The researcher chose a sample of the technology sector on the
Indonesia Stock Exchange. Research Methods: The sample used in this study is technology sector
companies listed on the Indonesia Stock Exchange during 2018-2021. Findings/Results: The results
of this study indicate that profitability and liquidity has a significant positive effect on the company
earnings quality, while profit growth has no effect on company earnings quality. The control variable
the result obtained leverage has no effect on the company earnings quality, while firm size has a
significant negative effect on company earnings quality. Conclusion: Based on the test results, it can
be concluded that profitability and liquidity have a positive influence on earnings quality. Therefore,
the increasing profitability and liquidity owned by the company certainly improves the quality of a
company's earnings.
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INTRODUCTION

Earnings quality is one of the important aspects used by investors when considering and
evaluating the financial welfare of a company (Salisa & Kusuma, 2018). Low earnings
quality indicates that the company has a high cost of capital. Therefore, the value of earnings
quality is of great concern to the company because it can indicate that the company has been
managed properly so as to generate maximum profits. Profit is a measure of company
performance because investors prefer to invest in stocks that offer the highest returns. Profit
information serves as a guide for internal and external parties. Internal and external parties
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are those who have an interest in information related to financial reports (Safitri, 2020). This
results in low-quality profits for the company, where the profit presented in the financial
statements is not the actual profit owned by the company.

The Indonesia Stock Exchange found companies that made deviations or
discrepancies between financial reports and actual data in the technology sector. The
company is PT Envy Technologies Indonesia Tbk (ENVY) and its subsidiaries. Based on
the cnbcindonesia.com news page, there are suspicions that ENVY has manipulated the
financial statements in 2019 as a recently released statement indicating that ENVY
manipulated its financial statements with its subsidiary, PT Ritel Global Solusi (RGS).
ENVY has reported its financial figures the same as PT Ritel Global Solusi (RGS) together
with the 2019 annual financial statements which have been approved and signed by the
competent authority.

Financial statement fraud that occurs in public companies in Indonesia is due to
different interests between the principal and the agent as described in agency theory.
Agency theory is a theory that explains the relationship between principals or shareholders
and agents or management who manage the owner's resources (Fanani & Widodo, 2020).
Agency theory discusses the contract owned by the principal and agent, which regulates
the delegation of authority and obligations to both parties (Janrosl, 2018). Principals and
agents sometimes have their own interests that cause conflicts between the two parties
(Sembiring, 2016). As agents, managers have a responsibility to optimise the principal’s
profits, but on the other hand managers also have a responsibility to optimise the principal's
profits, but on the other hand managers also have a responsibility to maximise their welfare
(Astuti et al., 2017).

Financial performance consists of company activities that show the company's
achievements in managing its resources in relation to the company's financial condition.
Evaluation of financial performance usually uses financial ratios because these ratios are
seen as tools (signals) used by company management to analyse and assess financial data
from financial statements (Sadana et al., 2014). Signaling theory explains when entities
provide signals to external parties using financial reports. Management in providing
financial reports is expected to provide signals to investors regarding the entity's
performance in the coming year. If management fails to disclose all information, of course
it can affect the value of the company in the capital market, resulting in information
asymmetry. Information asymmetry must be minimised because companies that have gone
public must transparently present information regarding their condition to external parties
(Kepramareni et al., 2021).

The motivation as described above ultimately makes public companies strive to
create good earnings quality. Earnings quality is the quality of earnings-related information
presented in the company's financial statements which shows how much earnings can
influence investors in making decisions when evaluating companies (Salma & Januar,
2019). If earnings quality is high, it means that the company has approached or exceeded
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the company's initial plan and/or target. Earnings quality will decrease if the presentation
is not the same as actual earnings. Therefore, there is information asymmetry in the
financial statements so that it will harm external parties during the decision-making
process.

There are several elements that can affect the quality of earnings, including:
profitability, liquidity, profit growth, leverage, and Firm Size. Profitability, namely the ratio
that assesses how capable a company is in optimizing profits used to improve quality and
make new investments. The liquidity ratio is a financial ratio that can assess how well an
entity is able to use current assets to pay off short-term liabilities. Profit growth is the rise
and fall of annual profits expressed as a percentage. Companies whose profits are growing
indicate a good increase each year and tend to perform better financially.

Profitability, namely the ratio that shows how capable the entity is in obtaining
profits which is usually expressed in the form of a percentage that assesses how well the
entity can generate the desired profit. Profitability is defined as the company's ability to
generate profits on sales, total assets and equity (Rohmansyah et al., 2022). Profitability
can help a company determine its ability to solve financial problems so that decisions can
be made quickly and accurately (Noordiatmoko, 2020).

Raharja (2009) profitability ratios can assess how capable company management is
to generate profit levels in several forms such as; company revenue, company net assets,
economic value of sales, and shareholder equity. The higher the ROA, the higher the profit
level so that it will attract more investors to join the company (Fitriyani & Lestari, 2021).
Investors tend to invest their funds in companies that generate relatively high profit
margins compared to companies with low profit margins.

Salma & Januar's research (2019) concluded that there is a positive relationship
between profitability and earnings quality. Likewise with the research results of Listyawan
(2017) and Syawaluddin et. al (2019) states that profitability has a positive influence on
earnings quality. From some of the previous descriptions, a hypothesis can be formed:

Ha: Profitability has a positive effect on earnings quality

Liquidity is a measure that explains how capable an entity is of meeting its short-
term obligations (Ginting, 2017). Increasing company liquidity illustrates that the company
does not allocate company cash so that the company is less productive and the company is
dependent on running operational activities from loan funds (Marpaung, 2019).

Horne and Wachowicz (2012:205) define liquidity as the ratio used to measure a
company's ability to pay its short-term obligations. High liquidity indicates that the company
is able to meet short-term obligations by using existing current assets. Research by Zulman
& Abbas (2019) and Ardianti (2018) states that there is a positive relationship between
liquidity and earnings quality. Likewise with the results of Restu et al. (2022) which states
that liquidity has a positive effect on earnings quality. From some of the previous
descriptions, a hypothesis can be formed:

H: Liquidity has a positive effect on earnings quality
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Profit growth is an increase or decrease in profit per year expressed as a percentage
(Syawaluddin et. al., 2018). Continuously increasing profit growth means that the company
is in very good and stable financial condition. Profit growth is usually influenced by
inventory turnover, cost of goods turnover, company operating cost turnover, and so on.
Entities that have high profit growth, of course, investors give a good response because the
entity can guarantee good return prospects for the next period. Likewise with creditors,
creditors will be happy to provide loan funds because seeing profit growth that continues
to increase, creditors are sure that the funds provided will definitely return.

Profit growth refers to an increase or decrease in income every year, which is
generally expressed in the form of a percentage (Silfi, 2016). Increased profit growth has the
potential to affect the quality of company earnings because better financial performance can
increase company profits and has the potential to increase the quality of the company's
earnings. High quality earnings reflect that company management is not involved in profit
manipulation related to its financial reports (Ramadhini & Chaerunisak, 2022)

Research by Nugrahani (2019) and Syawaluddin et. al (2019) states that there is a
positive relationship between profit growth and earnings quality. Likewise, the results of
Silfi's research (2016) state that profit growth has a positive influence on the quality of
company profits. From some of the previous descriptions, a hypothesis is formed:

Hs: Profit growth has a positive effect on earnings quality

Several studies have shown inconsistent results, such as previous research conducted
by Nugrahani (2019), Salma & Januar (2019), Syawaluddin et al. (2018) who concluded that
profitability has a positive effect on earnings quality. This means that a company with a high
level of profitability will also have a high quality of earnings. In contrast to the research
conducted by Hakim & Naelufar (2020), Ginting (2017) and Setiawan (2017) which
concluded that profitability does not affect the quality of company earnings. Research by
Zulman & Abbas (2019) and Restu et al. (2022) concluded that liquidity has a positive effect
on earnings quality. This means that the higher the level of liquidity, the lower the level of
earnings quality. In contrast to the research conducted by Hakim & Naelufar (2020) which
concluded that liquidity does not affect earnings quality. Research conducted by Silfi (2016)
concluded that profit growth has a positive effect on earnings quality. This means that the
higher the profit growth rate, the higher the earnings quality level. In contrast to research
conducted by Nugrahani (2019) which concluded that profit growth does not affect earnings
quality.

From the results of several previous studies, the authors have found differences in
the results of the tests that have been carried out so that the authors have the motivation to
research the effect of profitability, liquidity, and profit growth on earnings quality. The
researcher chose a sample of the technology sector on the Indonesia Stock Exchange for
2018-2021.
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Population and Sample
Table 1. Sample Description

No Information Amount
1 The Technology Sector listed on the Indonesia Stock Exchange in 2018-2021 34

2 Companies that do not present their financial statements consecutively from 2018 to 2021 (©)]
The number of companies included in the criteria 25
4 year sample data (4 x 25 companies) 100

Source: Data processed by researchers (2023)

The population in this study is the technology sector on the Indonesia Stock Exchange in
2021 using the 2018-2021 observation year, namely 34 companies. Then from that
population the researcher took samples based on purposive sampling technique. Some draws
in sampling:

Data Collection Technique

In this study, researchers used secondary data in the form of annual reports. In the
annual report there is a variety of information, one of which is the company's financial
statements (Kieso et al., 2014). Annual reports are obtained from the Indonesian Stock
Exchange's website and the respective company's website. In addition to using annual
reports, researchers also collect other information related to the object of research through
various sources including the internet, news, books, journals, articles and other notes related
to research.

Variable Operational Definition and Variable Measurement

High Eanings Quality refers to sustainable profits in the next year and accurately
reflects the company's actual financial performance. High-quality earnings have three
distinguishing features: they are highly accurate in reflecting management's current
operational performance, they provide a good indication of future performance, and they
serve as a strong benchmark for evaluating overall company performance (Rohmansyah et
al., 2022). Research (Penman & Zhang, 2002) earnings quality is measured by the following
calculation formula:

Earnings Quality = Operating Cash Flow / Net Income

Profitability is proxied by ROA, ROA can measure a company's ability to obtain
maximum profit. ROA according to Kasmir (2012) is a ratio that shows the return on assets
used by the company. Several previous studies have also used ROA as a proxy for financial
performance. The greater the ROA, the company is considered successful in utilizing its
assets to generate profits.

ROA= (Net Income / Total Assets) x 100%
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Liquidity is measured using the current ratio. According to Kasmir (2012) the
current ratio is the ratio to assess whether an entity is able to manage current assets in
paying off current debts that are due. The current ratio can be used to assess whether a
business is able to pay off its short-term debts, such as debts and salaries. The current ratio
is measured by dividing current assets by current liabilities.

Current Ratio = Current Assets / Current Liabilities

Profit growth is measured using a ratio that describes the percentage of company
profit growth each year. Profit growth reflects an increase in a profit in the company. The
profit growth ratio can be measured using the difference in total profit in the year to be
analyzed with the previous total profit and then divided by the previous total profit
(Nugrahani, 2019).

Profit growth = (company profit for a certain period-company profit for the previous
period) / company profit for a certain period

Leverage using DER. The DER ratio is the ratio used in assessing liabilities on
capital. DER has a function to assess per own capital used as collateral for debt. If the DER
value is below or equal to 1, it means that the company's condition is in the healthy category
and vice versa. If the company experiences default, the company's capital is able to cover all
of its debts.

DER = Total Dept / Total Equity

Firm size is usually determined by several factors such as total assets, capital
turnover, investment, the extent of business networks, production equipment, number of
employees, market share, amount of added value, production output, and so on. Assets refer
to the assets owned by the company. As the size of company assets increases, they can make
wise investments and meet product demand effectively.

Firm Size = Total Assets
Data Analysis Method

Chow Test

The Chow test can be used when selecting the estimation model from panel data that
should be used, Common Effect Model or Fixed Effect Model. Zulfikar (2018) also
mentions that if p > 0.05 the Common Effect Model is used, whereas if p < 0.05 the Fixed
Effect Model is used.

Hausman test

The Hausman test can be used when selecting an estimation model from panel data
which should be used, whether it is the Random Effect Model or the Fixed Effect Model.
Zulfikar (2018) also mentions if p > 0.05 the Random Effect Model is used, whereas if p <
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0.05 the Fixed Effect Model is used.
Lagrange Multiplier Test

The Lagrange Multiplier test can be used when selecting the best panel data
estimation model, whether the Common Effect Model is better than the Random Effect
Model. This test is based on the residual value of the Common Effect Model. Zulfikar (2018)
also mentions if p > 0.05 chooses the Common Effect Model, whereas if p < 0.05 chooses
the Random Effect Model.

Panel Data Regression Equation

This research aims to examine the effect of financial performance on earnings quality.
Therefore, the regression model used is:

EQ =a + BIROA+ B2CR+ B3PL + B4DER+ B5SIZE + e
Where:

EQ = Earnings Quality

a = Constanta

ROA = Profitability (Return On Asset)

CR = Liquidity (Current Ratio)

PL = Profit Growth

B = Regression Coefficient.

DER = Leverage (Dept to Equity Rasio)

SIZE = Firm Size (Log total aset entity).

e = Error term

Hypothesis Test

The F test is used to prove the feasibility of the regression model and to find out
whether the model is right for use in predicting the relationship between the independent
be feasible. Adjusted R2 is located between zero and one. The model's ability to explain
the dependent variable is very limited when Adjusted R2 is close to zero. Conversely, when
Adjusted R2 is close to 1, this indicates that the independent variable has a stronger ability
and indicates that the independent variable can share the information needed to estimate
the dependent variable. The T test is a significant test that shows the extent to which the
independent variables individually affect the dependent variable. The significance level of
this test is 0, considering the significant t value of each variable in the output of the
regression analysis. When the significance of t is smaller than the probability value (0.05)
it means that the independent variable partially has an influence on the dependent variable.
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RESULTS AND DISCUSSION
Chow Test

Chow test has the goal of deciding a good regression model between the Common Effect
Model or the Fixed Effect Model. The Common Effect Model is considered the most
appropriate when the probability value is > 0.05. Meanwhile, the Fixed Effect Model is
considered the most appropriate when the probability value is <0.05

Table 2. Chow Test Result

Effects Test Statistic d.f. Prob.
Cross-secton F 3,175926 (24,70) 0,0001
Cross-section Chi-square 73,663223 24 0,0000

Source: Data processed by researchers (2023)

The Chow test results show that the chi-square cross-section value is 0.0000. The
probability value is less than 0.05 so that HO is rejected and the correct model in the Chow
test is the Fixed Effect.

Hausman Test

The Hausman test has the goal of deciding a good regression model between the Random
Effect Model and the Fixed Effect Model. The Random Effect Model is considered
appropriate when the probability level is > 0.05. Meanwhile, the Fixed Effect Model is
considered appropriate when the probability level is <0.05.

Table 3. Hausman Test Result

Chi-Sq.
Test Summary Statistic Chi-Sq. d.f Prob.
Cross-section random 1,733167 5 0,8847

Source: Data processed by researchers (2023)

The results above show that the probability level of the cross-section is 0.8847. This
value is greater than 0.05 so that the selected model is the Random Effect Model (REM) and
does not need to be continued for the Langrange multiplier test.

The results obtained using the Random Effect Model so that it does not carry out
classical assumption tests because the REM model is a Generalized Least Square estimation
method that can overcome autocorrelation problems (Gujarati, 2012). Therefore, the
classical assumption test problem in this study has been resolved.

Panel Data Regression Analysis
Panel data regression is a regression analysis in which the data has a panel data structure.
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Usually, panel data regression analysis has the goal of explaining the effect of the
independent variables on the dependent variable.

Table 4. Regression Analysis Result

Independent Variable Cofficient t-Statistic Prob.
Profitability (ROA) 0,882848 3,913195 0,0002
Liquidity (CR) 0,230564 3,198668 0,0019
Profit Growth (PL) 0,062090 0,703191 0,4837
Leverage (DER) 0,280624 1,933364 0,0562
Firm Size (SIZE) -0,204942 -2,035626 0,0446
Dependent Variable = Earnings Quality

Constant = 1,139084

Std Error = 0,563560

R-squared 0,312963 Mean dependent var ~ 0,232107
Adjusted R-squared 0,276418 S.D. dependent var 1,056573
S.E. of Regression 0,898759 Sum squared resid 75,93020
F-statistic 8,563866 Durbin-Watson stat 2,151641
Prob(F-statistic) 0,000001

Source: Data processed by researchers (2023)

From the regression test in the table above, the panel data regression equation model that
can be developed in this study is:

EQ =1,139084+ 0,882848 ROA + 0,230564 CR + 0,062090PL + 0,280624 DER -0,204942
SIZE

The results of the data test show that the independent variable profitability in this
study has a significant positive effect on the quality of company earnings. This is evidenced
by the probability value of 0.0002, which means that the value is smaller than the significant
level of 0.05. Thus H1 in this study is accepted, which means that profitability has a
significant influence on earnings quality.

The liquidity variable in this study has a significant positive effect on earnings
quality. This is evidenced by a probability value of 0.0019, which means that the value is
smaller than the 0.05 significance level. Thus H2 in this study is accepted, which means that
liquidity has a significant positive effect on earnings quality.

The profit growth variable has a significance value of 0.4837 which is greater than 0.05. This
means that H3 in this study is rejected, which means that profit growth has no effect on
earnings quality.
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Regression models that have a significance level of <0.05 can be said to be feasible.
Based on the above, the probability value is 0.000001 which means that the value is smaller
than the significance level of 0.05, so it can be concluded that the regression model is feasible
and can be used to predict the relationship between the independent variables and the
dependent variable.

Adjusted R2 can assess how well the independent variables of profitability, liquidity,
and profit growth along with the control variables leverage and Firm Size explain the
earnings quality variable. Based on the table above, the coefficient of determination R2
shows the effect of the independent variables consisting of profitability, liquidity and profit
growth along with the control variables consisting of leverage and firm size on the dependent
variable, namely earnings quality. The adjusted R-squared value is 0.276418, this means that
27.64 percent of earnings quality () is influenced by independent variables and control
variables, while the remaining 72.36 percent is influenced by other variables not analyzed in
this study.

Discussion

The test results show that profitability has a positive influence on earnings quality. The
probability value of profitability is 0.0002 and is less than the value of 0.05. Therefore, these
results support the first hypothesis, namely profitability has a positive effect on earnings
quality. Entities with a large and good level of probability indicate that the company
promises a good place to invest. A stable probability level also indicates that the company is
able to run the business optimally so that it can generate the maximum possible profit
(Syawaluddin et. al., 2018).

The test results show that liquidity has a positive influence on earnings quality, where
the probability value is 0.0019 and is less than 0.05. The test results support the second
hypothesis, namely liquidity has a positive influence on the quality of company earnings.
Liquidity shows that the company is able to meet short-term obligations using existing
current assets.

The test results show that the entity's profit growth has no effect on earnings quality,
where the probability value of profit growth is 0.4837, more than the value of 0.05 and it can
be concluded that the results are not in accordance with the third hypothesis, profit growth
has a positive influence on the company's earnings quality. Profit growth has no effect on
earnings quality because several technology sector companies experienced a decrease in
profit values in the current year.

This study uses two control variables, namely leverage and Firm Size. The leverage
variable has a probability value of 0.0562 which means it is greater than the significance
value of 0.05. Thus it can be concluded that leverage has no effect on earnings quality.
Meanwhile, the variable firm size has a probability value of 0.0446 with a t-statistic value
of -2.035626 so it can be concluded that firm size has a significant negative effect on the
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quality of firm earnings.

CONCLUSION

The purpose of this test is to find empirical evidence regarding the effect of financial
performance on the quality of earnings in the technology sector on the Indonesia Stock
Exchange for the 2018-2021 observation year. According to the test results it can be
concluded that the first hypothesis is accepted, where profitability has a positive influence
on earnings quality. The higher the profit and overall assets owned by the company will
certainly improve the quality of a company's earnings. Just as the second hypothesis is also
accepted where, liquidity has a positive influence on earnings quality. Therefore, the
increasing liquidity owned by the company certainly increases the quality of a company's
earnings. Meanwhile, the third hypothesis is rejected, where profit growth has no effect on
earnings quality. Therefore, there is no influence between the company's profit growth on
the level of earnings quality.
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