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ABSTRACT. This study aims to examine the effect of Non-Performing Financing (NPF)
to Earnings Management Practices in Islamic Bank and Conventional Bank. Earnings
management procedures are still regarded legal when they do not conflict with General
Accepted Accounting Principles (GAAP), but when viewed from an Islamic perspective,
particularly in Islamic business ethics and sharia management, earnings management
practices are regarded to be incompatible with the principles contained in Islamic
business ethics and sharia management.The data collection of this research uses
documentation technique from financial reports of Islamic bank and conventional bank.
The analytical method which is used in this study is panel data regression. This study
found that the Non-Performing Financing (NPF) have a significant positive effect with
Earnings Management. For the implication, investors and other financial statements
customers are anticipated to be more cautious in evaluating financial statements. For
business institutions, especially sharia business institutions, the principles of Islamic
business ethics should always be instilled in carrying out their operations.

Keywords: Non-Performing Financing, Earnings Management, General Accepted
Accounting Principles

INTRODUCTION

Every year or in one accounting period, all profit orientied business
entities must announce their financial performance results in the form of
company financial statements. One of the benchmarks for assessing whether a
business is successful or not is the amount of profit achieved. In this case
accounting has an important role in assessing the performance of a company.
Statement of Financial Accounting Concepts (SFAC) Number 1 states that the
purpose of financial statements is to provide information that is useful for
investors, creditors, and other users (FASB 1978).

In financial reporting, the banking industry should use financial reports
that are quality, understandable, relevant, materiality, reliability as a medium to
provide information about financial position and company performance.
Managerial parties are motivated to increase profits to attract the attention of
investors. Preparation of financial statements using accrual basis calculation
because it is more rational and fairer in reflecting the company's financial
condition in real terms (Wahyuningsih & Pujiati, 2016). The use of accrual basis
provides flexibility to the management in choosing accounting methods as long
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as they do not deviate from the applicable financial accounting standard rules so
that they can affect the amount of profit. The size of profits greatly affects the
judgment of investors so that when profits do not look good, companies often
outsmart profits by practicing earnings management.

Scott (2006) states that earnings management is the selection of
accounting policies by managers of existing accounting standards and can
naturally maximize their utility or market value of the company. Earnings
management occurs when management uses certain decisions in financial
statements and transactions to change financial statements as a basis for
company performance that aims to mislead owners or shareholders or to
influence contractual results that rely on reported accounting figures (Healy &
Wahlen, 1999).

Earnings management is carried out intentionally and with certain
objectives, within the limits of General Accepted Accounting Principles
(GAAP), to lead to a desired level of profits reported by management. Earnings
management is a form of management intervention in the preparation of financial
statements. Interventions carried out through the manipulation of accounting
numbers reported raised accounting scandals, such as in the case of off-balance
sheet transactions, including Enron Energy in 2000, cases of increasing Xerox
revenues in 1997-2000 and so on. In Indonesia, this has also been an issue, such
as in the case of the Kimia Farma mark up in 2001 and the 2002 Lippo Bank
double bookkeeping (Inggarwati & Kaudin, 2010).

Earnings management, lately is a common phenomenon that occurs in a
number of companies. Practices carried out to influence profit figures can occur
legally or illegally. Legal practice in earnings management means that efforts to
influence earnings figures do not conflict with financial reporting rules in the
General Acceptable Accounting Principles (GAAP), especially in Accounting
Standards, namely by utilizing opportunities to make accounting estimates,
make changes in accounting methods, and shift period of income or cost. The
earnings management carried out illegally (also called financial fraud), is done
in ways that are not permitted by the General Acceptable Accounting Guidelines
(GAAP), namely by reporting income or cost transactions fictitiously by adding
(mark up). ) or mark down the value of the transaction, or maybe by not reporting
a number of transactions, so that it will generate profits at the desired value or
desired level.

The Fatwa of the Dewan Syariah Nasional No.14 / DSN-MUI / 1X / 2000
concerning the Business Distribution System in Islamic Financial Institutions
states that the benefit of recording (financial statements) should be used as a base
accrual system, although it also states that the distribution of business results
should be determined on the basis of acceptance that really happened (Cash
Basis). Based on PSAK No. 101 regarding Accounting for Islamic Banks, the
basic assumption is taken of the accounting concept of Islamic banks as the basic
assumptions of the general financial accounting concept, namely the going
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concern concept and accrual basis. But in sharia, even if the muamalah is done
not in cash, the recording must be correct.

In connection with the controversy regarding earnings management, seen
in an ethical perspective, earnings management is one of the important problems
in the business world. The implementation of management activities raises
questions about ethics for management because it has an influence on managers
and their companies (Burns and Merchant, 1990) (Kawedar, 2005). Ethics in
Islam advocates for humans to bring peace, honesty and justice. Ethics of work
in Islam also teaches that humans in carrying out their work are carried out
honestly and trustworthily (not taking something that is not their right, not
cheating, objective in judging) and not violating sharia principles.

Funds disbursed by banks in the form of credit are the largest source of
funds for banks, so that in lending, banks must face credit risk which causes the
credit to become problematic. Non-Performing Financing (NPF) shows the
ability of bank management in managing non-performing loans provided by
banks, so that the higher the NPF, the worse the quality of bank credit, which
will increase the number of problem loans.

The existence of earnings management actions can also be influenced by
the NPF ratio because this can reduce the profitability of the bank. The
profitability of a banking company shows the income that the company can
produce in one or every period. The high profitability of a bank can show that
most of the bank's performance can be said to be good, because it is assumed
that the bank has operated effectively and efficiently and allows the bank to
expand its business. NPF is a proxy for non-performing loans where the higher
the NPF ratio, the bank profits will decrease, on the contrary if the lower the
NPF ratio, the bank profits will increase.

NPL shows that the ability of bank management in managing non-
performing loans provided by banks. Based on Financial Accounting Standards
No. 31 (Revised 2000), Non-performing loans are generally loaning whose
payment of principal installments and or interest has passed ninety days or more
after maturity or credit for which payment is timely is very doubtful. The current
NPL allowed by Bank Indonesia is a maximum of 5%, if it exceeds 5%, the bank
is not in good health. NPL is considered as a practice of earnings management,
as stated by Zahara and Sylvia (2009), which proves empirically that banks tend
to practice earnings management by increasing profits if profits are lower than
desired. Sapariyah (2009) states that NPL has an effect on banking profit growth
in Indonesia (Fricilia & Lukman, 2015).

How Islam views the practice of earnings management? Is it something
bad, reasonable, whether permissible or not, legal or illegal? And how the
influence of the ratio of NPF (Non-Performing Financing) in earnings
management practices?

Many factors trigger earnings management, one of which is NPF. In
addition, the practice of earnings management reaps various kinds of
controversy. Research on the practice of earnings management in an Islamic
perspective is still sparse, this is an interesting topic for writers to conduct
research.
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LITERATURE REVIEW

EARNINGS MANAGEMENT

Definition of Earnings Management

According to Fischer and Rosenzweig (1995) earnings management is
defined as the actions of managers by presenting reports that increase or decrease
profit for the current period from business units that are the responsibility
without causing an increase or decrease in the unit's economic profitability
(Padmantyo, 2010)

According to Scott (2006), there is a motivation for companies to conduct
earnings management, namely Other Contractual Motivations, Communicating
Information to Investors, Political Motivations, Taxation Motivations, Changes
of Chief Executive Officers (CEQs), Initial Public Offerings.

The practice of earnings management is not only influenced by the above
factors, it is also motivated by several reasons. The reason for earnings
management is that managers can determine when time will do earnings
management through their policies. Another reason is the manager's decision to
implement an accounting policy that must be applied by a company. In addition,
the efforts of managers to replace or change a particular accounting method from
the many methods that can be chosen that are available and recognized by
existing accounting bodies are also the reason (Marzugi & Latif, 2010).

In its implementation the pattern of earnings management has several
patterns, according to Scott (2000) the forms of earnings management carried
out by managers include income minimization, income maximation and income
smoothing (Rama, 2010).

Earning Management as Cheating

The freedom to choose and use accounting methods and procedures as
needed becomes a trigger for earnings management. Some parties state that
earnings management activities are considered fraudulent if the company
records sales before it can be realized and records fictitious sales. This means
that the company faked actual sales transactions that have not or have never been
done. Another activity is to postpone the date of proof of purchase made to
regulate the level of profit as desired by the company manager. Another activity
that is considered cheating is recording fictitious inventories to increase asset
value so as to improve the company's solvability performance (Sulistyanto,
2008)
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Earnings Management is Not Part of Cheating
Accounting does not require a company to always recognize and record

a transaction in accordance with the actual event. This means that the company

does not always inform the actual profit earned during a certain period in its

financial statements (Sulistyanto, 2008).

1) Conservative accounting, is an accounting process to recognize and record a
transaction carefully so that the company does not experience difficulties in
the future.

2) Aggressive accounting, is an accounting process to recognize and record a
transaction exploratively.

Earnings Management Measurement Models

Healy model

Healy Model (1985) tests earnings management by comparing the
average total accruals across all variables in the division of earnings
management. The Healy study is different from most other earnings management
studies because it predicts that systematic earnings management occurs in each
period. The dividing variable divides the sample into three groups, with income
predicted to be managed upwards in one group and downwards in the other two
groups. The conclusions are then made through the average paired accrual
comparison in the group where income is predicted to be managed upward with
the total accrual average for each group where income is predicted to be managed
downward. This approach is equivalent to treating a set of observations where
income is expected to be managed upwards as an estimation period and a set of
observations where income is expected to be managed downward as a period of
events.

Jones model

Jones (1991) proposes a model that simplifies the notion that
nondiscretionary accruals are constant. The model tries to control the effects of
changes in the company's economic environment on nondiskritioner accruals.
Dechow et al. (1995) explained that the results of the Jones Model calculation
showed that the model succeeded in explaining about a quarter of the total
accrual variation. The assumption implicit in the Jones model is that income is
not discretionary. If income is managed through discretionary income, then the
Jones Model will delete a portion of income managed from a discretionary
accrual proxy.

Industrial Model

Dechow and Sloan (1991) compiled a earnings management
measurement model known as the Industry Model. Similar to the Jones Model,
the Industrial Model simplifies the notion that nondiscretionary accruals are
constant over time. However, instead of trying to directly model nondiskritioner
accrual determinants. The Industrial Model assumes that variations in non-
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discretionary accrual determinants are common across firms in the same
industry.

Earnings Management in Islam

Djakman (2003) states that earnings management carried out through
accrual management is not the same as earnings manipulation. Earnings
management is carried out by utilizing the internal weaknesses of accrual
accounting policies and is still within the corridor of generally accepted
accounting principles. While earnings manipulation is an act of violation of
generally accepted accounting principles to produce the company's financial
performance according to the interests of managers or companies (Marzugi &
Latif, 2010).

In a study conducted by Marzudi and Latif (2010), it was revealed that
the practice of earnings management was not in accordance with what was
guided by the teachings of Islam. In line with the research of Muliasari and
Dianati (2014) which suggests that earnings management is not in accordance
with Islamic business ethics. Beekun and Badawi (2005) explain that for a
Muslim, Islam is a way of life, so that in carrying out its business activities must
adhere to Islamic values that are guided by the Koran and hadith (Muliasari &
Dianati, 2014).

According to Muhammad (2005), there are several principles which at
least must be attached or integrated in Islamic accounting. The principles are the
principle of accountability, the principle of justice and the principle of truth.

NON-PERFORMING FINANCING (NPF)

According to KBBI, Non-Performing Financing (NPF) is non-performing
loans consisting of loans classified as substandard (substandard), doubtful doubt)
and loss (loss). If it is associated with the NPF ratio, the Non-Performing
Financing (NPF) category is financing in collectibility 3, 4, and 5 (Ifham, 2016).

Non-Performing Financing (NPF) is known by calculating the amount of
problematic financing to total financing or in other words in conventional banks
Non-Performing Loans (NPLs) are calculated by comparing the number of non-
performing loans with total credit (credit amount). NPL can be formulated as
follows (Rivai, 2007):

Non — Performin Financing
NPF = - - X 100
Total Financing

The lower the NPF or NPL, the higher the profit increases. If the higher
the NPF level, the bank will suffer losses due to the rate of return on bad credit.
Relationship between Non-Performing Financing (NPF) and Earnings
Management Practices

Robb (1998) in Zahara and Sylvia (2009) proved empirically that banks
tend to practice earnings management by increasing profits if profits are lower
than desired. The assessment of the risk profile can also motivate managers to
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do earnings management. Sapariyah (2009) states that NPL affects the growth
of banking profits in Indonesia. Based on this, the following hypothesis is
formulated:

“Non-Performing Financing (NPF) has a significant positive effect on earnings
management practices.”

METHODOLOGY

This research uses quantitative methods. The population used is all
commercial banks in Indonesia, both conventional and sharia. In addition, the
research technique in this study used purposive sampling with the criteria of
sharia commercial banks with the most assets and the largest and most extensive
office network and conventional banks included in the list of ten banks with the
largest assets. The data sources used are quarterly financial statements of Bank
Syariah Mandiri and Bank Mandiri in 2013-2017. The static analysis method
used in this study is panel data regression analysis

RESULTS & DISCUSSION

DESCRIPTIVE STATISTICS

Based on the results of descriptive statistics, it can be seen that from the
2013-2017 Bank Syariah Mandiri and Bank Mandiri quarterly reports, earnings
management has a minimum value of -0.039335, a maximum value of 0.169267,
and also a median value of 0.044854, and a standard deviation value of 0.064183.
With an average value of 0.059037 while for the independent variable it can be
seen that the average value for NPF is 3.860250. The median value for NPF is
3.850000. The maximum NPF value is 6,900,000. The minimum value of NPF
is 1.610000 with a standard deviation of 1.612754.

Of the two variables, it shows that earnings management has the smallest

standard deviation value. This shows the more homogeneous data that exists, so
the data with standard deviation values are getting smaller and more accurate
and show the distribution of data that is getting closer to normality.
Skewness shows the value of data variable tendencies. The value of skewness
for earnings management variable is 0.295055, while the value of skewness for
NPF is 0.118473. If the value of skewness less than 0, data distribution deviates
from left.

Kurtosis, the value of kurtosis is used to show the normality of the data
provided that the data is normally distributed if the value is 3. In table 4.1 it is
seen that the value of kurtosis in the earnings management variable is 1.781172
while the NPF has a kurtosis value of 1.841316. When compared to the results,
the NPF variable has a more normal distribution than the earnings management
variable.



Jurnal Ekonomi dan Perbankan Syariah

Vol. 7. No.1, April 2019: 22-36, ISSN (cet): 2355-1755 | ISSN (online): 2579-

0437
| 29
Table 1: Descriptive Statistics Results
EARNINGS MANAGEMENT NPF
Mean 0.059037 3.860250
Median 0.044854 3.850000
Maximum 0.169267 6.900000
Minimum -0.039335 1.610000
Std. Dev. 0.064183 1.612754
Skewness 0.295055 0.118473
Kurtosis 1.781172 1.841316
Observations 40 40

CLASSICAL ASSUMPTION TEST RESULTS

Normality test

Normality test is done by looking at the probability value of Jarque-Bera.
If the JB probability (p-value) gets closer to zero, then the data is not normally
distributed. Conversely, if the probability (p-value) of Jarque-Bera exceeds the
probability (0.05), the conclusion is that the data is normally distributed.

The results of Jarque-Bera testing using the Eviews 9 application can be

seen in the graph below:

Table 2: The Results of Jarque-Bera Testing

-0.04 -0.02 0.00 0.02 o 004 0.06

Series: Standardized Residuals
Sample 2013Q1 2017Q4
Obsenations 40

IMean 6.94e-19
Median 0.002103
Iaximum 0.050446
Minimum 0.043494
Std. Dev. 0.026568
Skewness 0.097512
Kurtosis 2082352

Jarque-Bera 1466854
Probability ~ 0.480260

The output of the graph above shows that Jarque Bera's p-value is
0.480260> 0.05. Thus, accepting HO and rejecting H1, which means the error
follows the normal distribution function and classic assumptions about normality

in the Fixed Effects Model.
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HYPOTHESIS TEST RESULTS

After a series of tests to find out which model is the best to use between
Common Effect Model (CEM), Fixed Effect Model (FEM), and Random Effect
Models REM), it is known that the FEM model is the best model and is more
suitable to be used in this study.

The following is the estimation result of the regression equation Fixed
Effect Model (FEM):

Tabel: 3 The Result of Fixed Effect Model (FEM)

Variable Coefficient Std. Error t-Statistic Prob.
C 0.021373 0.015804 1.352392 0.1845
NPF 0.009757 0.003939 2477227 0.0179

Effects Specification

Cross-section fixed (dummy variables)

R-squared 0.828650 Mean dependent var 0.059037
Adjusted R-squared 0.819388 S.D. dependent var 0.064183
S.E. of regression 0.027277  Akaike info criterion -4.293538
Sum squared resid 0.027528 Schwarz criterion -4.166872
Log likelihood 88.87076 Hannan-Quinn criter. -4.247740
F-statistic 89.46629 Durbin-Watson stat 0.883005
Prob(F-statistic) 0.000000

Source: Output FEM with Eviews 9

The following is the estimation result of the regression equation Fixed
Effect Model (FEM):
From the results of regression testing using the Fixed Effect Model
(FEM) above, the regression equation is obtained as follows:
Y =a+ . X - Earnings Management = 0.021373 + 0.009757. NPF

The results above show that the independent variable, Non-Performing
Financing (NPF) has a positive effect on earnings management practices.

The coefficient of determination test is used to measure how far the
model's ability to explain the variation of the independent variable on the
dependent variable. This number can measure how close the regression line is to
estimation with the actual data. If the value of the coefficient of determination
equals zero (R? = 0), it means that the variation of Y cannot be explained at all
by X. Whereas if R? = 1, it means that the overall variation of Y can be explained
by X. The result of the test coefficient of determination (R?) is as follows:

Tabel 4: The Result of Determination Coefficient

R-squared 0.828650 Mean dependent var 0.059037
Adjusted R-squared 0.819388 S.D. dependent var 0.064183
S.E. of regression 0.027277  Akaike info criterion -4.293538
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Sum squared resid 0.027528 Schwarz criterion -4.166872
Log likelihood 88.87076 Hannan-Quinn criter. -4.247740
F-statistic 89.46629 Durbin-Watson stat 0.883005
Prob(F-statistic) 0.000000

Source: Output of Eviews 9

The test results of the coefficient of determination in the study (Table 4)
is 0.828650. This figure reflects the proportion of the variation of the
independent variable on the dependent variable which can be explained using
independent variables. The conclusion is that 0.828650 dependent variable
variations (earnings management) can be explained using independent variables
(NPF). The coefficient of determination in this study was 82.86%. These results
indicate that the variation of the dependent variable (earnings management) of
82.86% can be explained by its independent variable (NPF) while the remaining
17.14% is explained by other variables not explained in this study.

The results showed that Non-Performing Financing had a significant
positive effect on earnings management practices with a significance value of
0.0179 <0.05 which means that the higher the NPF value, the higher the practice
of earnings management. This is done to maintain the image of the company that
makes investors invest in the company. These results are consistent with the
research of Misman and Ahmad (2011), Abdullah et. al (2014), and Taktak et.
al (2010) which proves that NPL (NPF) has a significant influence on earnings
management. In contrast to the research conducted by Kartikasari (2011) and
Zahara (2009) which proves that NPL does not affect the practice of earnings
management. NPLs that have no effect on earnings management are suspected
because the role of corporate governance in banking companies has been carried
out well.

CONCLUSION

Earnings management practices are still considered legal when not in
conflict with General Accepted Accounting Principles (GAAP), but if viewed
from an Islamic perspective, especially in Islamic business ethics and sharia
management, the practice of earnings management is a practice that is deemed
inconsistent with the values contained in Islamic business ethics and sharia
management. The practice of earnings management is also prohibited whatever
its motivation because it tends to lead to practices that benefit themselves.

Based on the testing, analysis and discussion described earlier, partially
the Non-Performing Financing (NPF) variable has a significant positive effect
on earnings management practices at Bank Syariah Mandiri and Bank Mandiri
based on Bank Syariah Mandiri quarterly financial statements and Bank Mandiri
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during 2013 to 2017. Non-Performing Financing (NPF) has a significant positive
effect on management at Bank Syariah Mandiri and Bank Mandiri means H1 is
accepted. This means that the greater the NPF value, the greater the earnings
management.

For managerial implication, it is expected that investors and other users
of financial statements will be more careful in assessing financial statements.
For business people should always instill the principles of Islamic business ethics
in carrying out their activities in order to get the blessing of the world and the
hereafter.

Suggestions for further research are expected to improve the limitations
of this study. Further research should use annual financial reports with notes to
financial statements, so that all information needed for research is available in
full. Also, further research is expected to increase the number of samples and
also explore other factors that are expected to influence earnings management
practices such as the existence of bonus plans for managers, Adequacy Ratio
(CAR), Return On Equity (ROE) and other variables in Good Corporate
Governance (GCG). ) so that the models obtained are better.
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