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ABSTRACT: This study aims to analyze the effect of audit quality on accounting conservatism, analyze the 

effect of audit quality on earnings management, analyze the effect of accounting conservatism on earnings 

management and analyze the effect of audit quality on earnings management through accounting conservatism. 
The analysis technique uses path analysis. The results of the analysis show that audit quality has no effect on 

accounting conservatism. Audit quality has an effect on earnings management. Accounting conservatism has a 

significant effect on earnings management. Audit quality has no effect on earnings management through 

accounting conservatism. 
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I. INTRODUCTION  
The characteristics of the banking industry are different from the manufacturing industry and the 

service industry, because most of the banking capital (more than 80 percent) comes from customers, financial 

markets and funds outside the company, so the government needs to regulate the banking industry so that it can 

play a role in stabilizing the economic growth of a nation and develop to meet the needs of society. The banking 

sector is indicated to carry out earnings management actions, according to research by Setiawati and Naim 

(2001), Suwito and Herawaty (2012) and Masodah (2007) the banking sector in Indonesia is indicated to carry 

out earnings management actions in financial statements reported to Bank Indonesia as a supervisor in the 

banking industry. . According to research Beaty et al., (1995) that earnings management activities in the banking 

industry are carried out by, among others, exaggerating loan provisions, reducing loan write-offs and 

recognizing abnormal realized gains on the securities portfolio. Earnings management behavior is very likely to 

occur in the banking industry and is confirmed by the research of Beaver et al., (1989). 

The principle of conservatism is a prudent principle to an uncertain event and is used to reduce high 

optimism (belief) from company managers and company owners. The principle of accounting conservatism in 
companies is used in different or different capacities. What is important to determine the degree of conservatism 

in the preparation of corporate financial statements is the responsibility of all company managers and all groups 

within the corporation in providing information that is open, accurate, and does not mislead investors. 

Earnings management will also be influenced by audit quality, audit quality can discourage earnings 

management behavior. Audit quality is an opportunity for an auditor when examining financial statements to 

obtain and disclose findings in the form of material deviations in financial statements (DeAngelo, 1981). Audit 

quality is seen as the ability to strengthen or improve the quality of financial statements reporting. Good audit 

quality can increase the confidence of investors so that the value of the company increases. Rusmin (2010) 

stated that a large public accounting firm (KAP The big-4) conducting an audit of financial statements will 

result in lower earnings management actions than a relatively small KAP (KAP non-the big-4). Public 

Accounting Firms (KAP) which are relatively large tend to avoid things that can damage the reputation of the 
KAP, such as managing greater profits from their clients. Relatively large accounting firms prefer conservative 

financial statements from clients (no intentional errors and omissions in the information reported by the 

company). According to Christiani and Nugrahanti (2014) stated that high-quality auditing is a tool to hinder 

good earnings management behavior, because the good name of the company manager will be damaged and the 
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value of the firm will be low if there are financial statements. misrepresented and exposed to the public. such as 

the management of greater profits from its clients. Relatively large accounting firms prefer conservative 

financial statements from clients (no intentional errors and omissions in the information reported by the 

company). According to Christiani and Nugrahanti (2014) stated that high-quality auditing is a tool to hinder 

good earnings management behavior, because the good name of the company manager will be damaged and the 

value of the firm will be low if there are financial statements. misrepresented and exposed to the public. such as 

the management of greater profits from its clients. Relatively large accounting firms prefer conservative 

financial statements from clients (no intentional errors and omissions in the information reported by the 
company). According to Christiani and Nugrahanti (2014) stated that high-quality auditing is a tool to hinder 

good earnings management behavior, because the good name of the company manager will be damaged and the 

value of the firm will be low if there are financial statements. misrepresented and exposed to the public. 

Audit quality affects earnings management directly or indirectly through accounting conservatism. The 

board of commissioners influences the level of accounting conservatism policies implemented by corporations 

in the preparation of financial statements. The stronger the accounting conservatism policy, the company 

managers to carry out earnings manipulation activities (earnings management) through financial statements can 

be reduced. Large companies in preparing financial statements prefer to produce conservative financial 

statements, because it will increase the value of the firm and can reduce political costs. 

 

II. LITERATURE REVIEW 
2.1. Accounting Conservatism 

Watts (2003) defines conservatism as a principle that prioritizes the prudent actions of company 

managers to report financial statements, where the corporation does not immediately recognize gains and assets, 

then immediately recognizes the measurement of transactions that cause losses and debts. The application of this 

principle causes financial reporting, especially the income statement, to be lower and the balance sheet higher 

because the reporting of debt will increase. In accounting conservatism, expenses are required to be recognized 

immediately compared to revenue recognition. The income statement looks lower because expenses must be 

recognized immediately compared to revenue, net income looks lower than it actually is. Furthermore, 

conservatism makes financial statements more pessimistic, this will reduce the attitude of excessive confidence 
from the users of the report. Based on Martani and Dini (2010), a less confident attitude is used to reduce the 

excessive optimism of company managers, especially those related to earnings management. 

 

2.2. Audit Quality 

Agency theory explains that there is a relationship between company managers and company owners 

that is not always in line, so there is often a conflict of interest between the principal and the agent, this 

condition causes information asymmetry. The existence of information asymmetry can create the need for a 

neutral third party, namely the auditor to examine and provide assurance on the financial statements prepared by 

management (Ittonen, 2010). Quality audit results are used to reduce the risk of information (financial 

transactions) that are not credible and increase the credibility of financial statements for users of financial 

statements such as investors and lenders (Mgbane et al., 2012). According to research by Johnson et al., (2002) 

argue that good audit quality makes financial statements add value and makes a tool for investors to estimate the 
value of transactions in the capital market. An increase in audit quality is an auditor's activity not only as an 

early discovery of errors, but also as a means of detecting material misstatements in certain transactions or 

accounts. 

Hayes, et al., (2005) stated that the definition of audit quality is based on technical and functional audit 

quality. Technical audit quality is the extent to which the audit meets consumer expectations with respect to the 

detection and reporting of errors and related irregularities that are audited by the company and its financial 

statements. Functional audit quality is defined as the extent to which the audit implementation process audits 

and communicates the results to meet consumer expectations. Meanwhile, according to De Angelo (1981) 

defines audit quality as an opportunity if an examiner in conducting an audit of financial statements finds 

findings and reports an error in financial statements and reports the findings to users of financial statements. The 

auditor's courage to report errors that exist in the financial statements depends on the independence of the 
auditor, while the auditor's competence determines the opportunity to detect errors. Competence can be 

measured from the ability of the auditor, for example the level of experience, specialization, and others. 

Meanwhile, independence is measured by the extent to which the auditor can act independently in conducting 

the audit process and providing an audit opinion. 

 

2.3. Profit management 

According to Scott (2015) earnings management is the determination of accounting procedures, 

policies and methods by company managers from existing accounting standards, so as to increase the usefulness 
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or value of the firm. The understanding of earnings management can be divided into two, namely first, 

Opportunistic Manager as an opportunistic behavior of company managers to optimize their utility in 

welcoming compensation agreements, money contracts, and political costs and secondly Efficient Contracting is 

an activity carried out by companies to protect themselves as company managers and as a company in 

anticipating and reducing unpredictable events for the benefit of each group in an agreement. 

 

2.4. Hypothesis  

H1 : Audit quality has an effect on accounting conservatism. 
H2 : Audit quality has an effect on earnings management. 

H3 : Accounting conservatism has an effect on earnings management. 

H4 : Audit quality affects earnings management through accounting conservatism. 

 

III. RESEARCH METHODS 

This research uses a population of all banking corporations listed on the Indonesia Stock Exchange 

(IDX) totaling 45 corporations taken from 2013 to 2017. The selection of the banking sector in this study is (1) 

Banking is an industry of trust, if lost trust will result in collapse a bank that under certain conditions can cause 

a domino effect in the banking industry, (2) the banking industry in Indonesia in 2019 amounted to 115, this 

number is the largest number of banks in Southeast Asia and even one of the largest in the world, (3) the 

banking industry is a a very prudent industry with many regulations made to protect this industry, (4) The 
banking industry in Indonesia has a banking asset-to-GDP ratio of 55% as of the end of 2019 according to 

OJK.The number of samples in this study were 15 companies. 

The data collection method in this research is documentation, namely selecting and combining facts 

related to the situation in the form of reviews, readings, newspapers, tabloids, minutes, agenda reports and 

others. The source of the documentation in this research comes from the annual reports of each corporation 

listed on the Indonesia Stock Exchange as of January 1, 2013 to December 31, 2017, through the official 

websites of listed banking companies, the Financial Services Authority (OJK), Bank Indonesia (BI). ) and the 

Indonesia Stock Exchange (IDX), the Indonesian Institute of Certified Public Accountants (IAI-KAP), various 

records, journals and digging using the internet to obtain data related to everything in this research. 

Path analysis or path analysis intends to verify the direct or indirect impact of the independent variable 

on the dependent variable. Causality relationship may occur one or more independent variables affect directly or 
indirectly the dependent variable. The direct and indirect relationship by applying path analysis can be 

measured. This study uses SPSS 24 to answer the proposed hypothesis. 

 
IV. RESULTS AND DISCUSSION 

4.1. Results 

Based on the results of the path analysis, it can be described as follows: 

Based on the results of the path analysis, it can be described as follows: 

 

 

 

 

 

 

 

 

 

 
Figure 1. Path Analysis Results 
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4.2. Discussion 

4.2.1. Effect of audit quality on accounting conservatism 

Audit quality has no effect on accounting conservatism, because banking in Indonesia is closely 

monitored by the government through the OJK and Bank Indonesia. Tight supervision by the government causes 

banks to apply the precautionary principle so that audit quality does not have an impact on accounting 

conservatism. The audit conducted by KAP has been replaced by the government through the OJK through 

regular and occasional inspections. The results of this research are supported by research by Munif and Achmad 

(2013) which explains that accounting conservatism is not influenced by audit quality. 
 

4.2.2. Effect of audit quality on earnings management 

Audit quality has a positive effect on earnings management, meaning that the increasing influence of 

audit quality, the less earnings management (earnings management) by the company. The results of this research 

are supported by the research of Makaombohe et al. (2014) shows that large corporations tend to be less likely 

to implement earnings management, because large corporations are monitored more carefully by shareholders 

and the government. The public sees the performance of relatively large banking companies so that companies 

will report more transparent financial statements and reduce earnings management policies. 

Company size can affect audit quality. Large companies because of the complexity of operations and the 

increased separation between company managers and company owners, really need a KAP that can reduce 

agency costs. In addition, the increasing number of agency conflicts and complexity causes the demand to 
differentiate the quality of auditors also increases, so large companies will choose to use a quality KAP to 

produce quality audit reports compared to small companies (Berikang, et al., 2018). 

Company size plays an important role when companies carry out earnings management activities. Small 

company sizes are considered to carry out more earnings management practices or activities than large 

companies (Medyawati and Dayanti, 2017). This is because small companies tend to want to show the condition 

of companies that always perform well so that investors invest their capital. In contrast to large companies, they 

will usually be more careful in reporting their financial statements, because large companies are more 

supervised by the public. 

 

4.2.3. Effect of Accounting Conservatism on Earnings Management 

Accounting conservatism has a positive impact on earnings management (profit management), meaning 
that if accounting conservatism policies are implemented, the company or corporation will decrease earnings 

management behavior (profit management). The results of the study are supported by research by Kazemi et al., 

(2011) which states that the principle of conservatism is a principle to reduce the excessive optimism of 

company managers and reduce the tendency to be excessive in the preparation of financial statements. The 

results of this study are also supported by Nurmansyah et al. (2019) The implementation of accounting 

conservatism in reporting financial statements, especially profit and loss statements, can reduce the opportunity 

for company managers to commit earnings management fraud and can minimize conflicts of interest that occur 

between company management groups and company owners due to information asymmetry. According to Fala 

(2007) the attitude of accounting conservatism can reduce or avoid the behavior of opportunistic company 

managers by managing earnings for personal interests. If the management of the company manages profits, then 

accounting conservatism will be a barrier to carrying out earnings management activities (Haque et al., 2016), 

(Prabaningrat and Widanaputra, 2015) and (Haniati and Fitriany, 2010) 
 

4.2.4. Accounting quality affects earnings management through accounting conservatism 

Agency conflict occurs because there is a dispute between the manager and the owner of the company 

due to an imbalance of information because the manager of the company has more information on the 

company's activities than the owner of the company. The assumption of individuals acting to maximize personal 

interests, where managers maximize their interests as well as company owners. Company managers to maximize 

personal interests (get bonuses) by hiding some information by manipulating accounting numbers in financial 

statements by means of earnings management. 

Agency conflicts can be reduced by audit activities by public accounting firms that make for good audit 

quality. The agency theory of the audit function is a tool to reduce conflicts between parties, namely between 

company owners and company managers. The conflict between the owner of the company and the manager of 
the company wants the auditor to minimize data discrepancies between the two parties. The greater the agency 

dispute, the greater the agency costs, and the greater the expectation for qualified auditors. KAP to be able to 

provide audits, KAP prefers conservative financial statements because it reduces fraudulent acts of information 

reported by the company and reduces problems that can damage its reputation, such as the management of 

excessive profits by its clients, so that audit quality affects the accounting conservatism applied in the 

company's financial statements. The results of this study support Lee et al. 2006; and Padmawati and 
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Fachrurrozie 2015), according to Gerayli et al., (2011), Nguyen et al., (2019), and Christiani and Nugrahanti 

(2014) audit quality has an impact on profit management, and research by Haque et al., (2016), Prabaningrat and 

Widanaputra (2015) and research by Haniati and Fitriany (2010) state that accounting conservatism has an effect 

on earnings management. 

  
V. CONCLUSIONS  

1) Audit quality has no effect on accounting conservatism. Audit quality has no effect on accounting 

conservatism, because banking in Indonesia is closely monitored by the government through the OJK and 

Bank Indonesia on a regular and regular basis. Banking in Indonesia basically has implemented the 

precautionary principle so that the quality of audits (performed by KAP) does not have an impact on 

accounting conservatism. The research is in line with research by Munif and Ahcmad (2013) that audit 

quality has no effect on accounting conservatism. 

2) Audit quality has a positive effect on earnings management, meaning that the better the level of audit quality 

of a company, the less earnings management activities (profit management) carried out by company 

management. The research results are supported by the research of Makaombohe et al. (2014) shows that 

large corporations (having good audit quality) will decrease in earnings management activities, because large 

companies have a large number of agency conflicts and complexity causes the demand for different auditor 
quality (KAP) to also increase, then large companies will choose to use a quality KAP to produce quality 

audit reports and large companies will usually be more careful in reporting their financial statements, 

3) Accounting conservatism has a positive effect on earnings management, meaning that an increase in the 

level of accounting conservatism will affect a decrease in the level of earnings management (earnings 

management) by the company. The policy of accounting conservatism becomes a barrier to opportunistic 

management or company managers in carrying out earnings management activities where earnings 

management activities (profit management) are related to personal interests. 

4) Audit quality has a direct effect on earnings management, accounting conservatism is not influenced by audit 

quality, earnings management is directly affected by audit quality not through accounting conservatism. 
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