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Abstract. The purpose of this study is to examine the combination 

impact of managerial ability and power on real earnings management. 

First test between CEO ability to real earnings management. Second 

between CEO power to real earnings management and third impact of 

combination independent variables. Deploying three real earnings 

management indicators, the ability of managers tends to significantly 

influence the operating cash flow and corporate discretionary 

expenditure and so the combination of both. Analysis on 468 

observations of Indonesian manufacturing firm utilized fixed-effect 

approach. The finding of this study are first CEO ability less likely to 

engage with real earnings management as expected while lesser CEO 

power has no significant relation with real earnings management and 

combination of managerial ability and power has more impact on real 

earnings management. This research has extended the analysis of CEO 

attribute on real manipulation activities in firm practice. The practical 

consequence of the research, it is more likely to considering the cash 

flow and discretionary expenditure rather than managing inventory 

through decreasing production costs. 

1 Introduction 

Commonly a manager had to face the corporate and personal goals simultaneously in the 

frame of rules, markets and contractual agreements. That is encourage to do practices which 

are sometimes outside of normal business practices. The study of individual CEOs can 

provide sufficient information for prepositions test, but for companies with less polarized 

leadership, consideration on leadership coalition is necessary to obtain a more complete 

depiction [1]. Despite improve the firm performance through the ability to execute strategic 

plans and capital allocations of firm to increase competitiveness and strengthen governance 

structures, the CEO also could approve unqualified actions that could reduce firm 

performance [2].  
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The study on top management team (TMT) has invited the interest of researchers 

for a long time [1,3,4]. Research on top management becomes more specific to the 

characteristics of the Chief Executive Officer (CEO) or managerial team at the company 

because this figure holds the key role in making the company's strategic decisions. This 

research aims to examine the relationship of CEO characteristics to real earnings 

management (REM). At least there are two general goals for earnings management [5]. First, 

to achieve the strategic objectives of financial reporting because executives are more likely 

to sacrifice the economic value of the company in order to manage perceptions of financial 

statements [6]. Choosing real activity manipulation is more possible because it is an 

operational area that can be directly handled by managers rather than making accruals that 

are more the subject of internal auditor's scrutiny [7,8] and second to achieve their personal 

contractual goals. 

Real earnings management is still an egression for managers to meet their strategic 

goals, especially corporate financial reporting because it is an accrual action that does not 

directly affect firm cash flow [9]. To carry the action on effectively depends on the manager's 

intended to do so [10].  

Research related to CEO characteristics on earnings management has become 

increasingly attractive lately [11–13]. This is because the CEO on the one hand is a strategic 

decision maker whose capabilities are significant. On the other hand, earnings management, 

both accruals and activity manipulation, are actions that almost occur in the capital markets 

throughout the country [14]. Indonesia places in a significant position in accrual and real 

earnings management activities where there are rather deploy accrual approach than real 

earnings management. This provides an explanation where in Indonesia the tendency to do 

pure earnings management (other term of real earnings management) is lower than accruals, 

perhaps related to the power and ability of the manager. However, research on juxtaposes the 

two attributes of managers as characteristics of a manager has not shown adequate 

conclusions. An executive on the one hand has his personal abilities and on the other hand 

has the potential for power that can be used together to achieve firm and personal goals 

simultaneously. It also has the equal probability to applying in managing firm earnings. 

The relationship between managers who have high ability to real earnings 

management suggests negatively which is because of opportunity costs reason and the 

manager has more knowledge on operating environment of firm and forecasting. While the 

relationship between power and earnings management is always used as a conditional factor 

so that it could not directly impact and required a negative relationship to prevents managers 

from doing real earnings management [15]. Nevertheless, the source of power tested in 

previous research comes from outside the CEO so that it reflects more likely as a contingent 

relationship [16]. In other words, CEOs with less power would support internal governance 

effectiveness in reducing CEOs involved with REM [15]. The source of power such as an 

independent board of commissioners and high institutional ownership indicate supports the 

effectiveness of governance in preventing the occurrence of REM as well as the new CEO 

(tenure) [11]. 

This study attempts to test the combination of two CEO attributes, CEO ability and 

power, in its engagement with real earnings management. However, this does not describe 

CEO power as a CEO attribute which is also equivalent to its capabilities. So the curiosity 

here is how the combination of the attributes of the ability and power of managers in 

relationship with real earnings management. 

This research expects to contribute in the manager attribute literature in the tendency 

to engage with real earnings management and whether power can encourage managerial 

ability not to be involved in real earnings management. Practically, it should be considered 

the combination of managerial ability and power, it would making internal control and 

monitoring has a significant position [17]. 
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This article is divided into several sections, first stretching the literature review 

related to real earnings management, managerial ability and managerial power, the second 

part will discuss the methods used so that inference is finally made and the last part is the 

discussion and conclusion that is the purpose of this study. 

2 Literature Review and Hypothesis Development 

Upper echelon theory argue related to the characteristics that can be observed in a manager 

through financial position [18]. The theory indicate an executive could influence the firms’ 

strategic outcome, in other words, the performance in company is influenced cognitively by 

the ability of a manager [19]. Collectively all of the company's strategic and operational 

decisions depend heavily on key executive roles [20]. However, a high-ability CEO aware 

that the market could measure its superior ability through firm characteristics such as firm 

performance in investment, R & D policy [21]. 

CEO characteristics influence many aspects of the firm, both strategic and 

operational such as between reputation and ability would associate with firm earnings quality 

[22,23] even though still ambiguous. The Effective investment decision-making is positively 

correlated with managerial ability[24,25]. Managerial ability is also considered in terms of 

financial reporting quality while reducing the opportunistic tendency to manage earnings 

[26]. It also indicate that even the ability to manage cash in a company depends on high 

managerial ability [27] and also managerial ability is a key factor in achieving good corporate 

value [25]. 

The term real earnings management or pure accrual manipulation shows a very 

strong motivation driven by the desire to achieve targets and at the same time does not reflect 

normal business practices [9]. However in previous research the ability of both some of the 

top managers or CEOs [15,20] to real earnings management suggested the negative relations. 

A CEO who has a high ability knows the impact on the firm’s performance on future context 

if it is involved with REM so that it prefers to run the company normally rather than engage 

with REM. The second reason regarding the limited time and resources that will be 

significantly engage in REM will be more draining than just running the company regularly. 

Based on these arguments, the study intends to test the main hypothesis as follows: 

 

H1: the higher managerial ability the lower CEO to do real earnings management 

 

Another characteristic for a manager is power. With power, the CEO will continue 

to strive to maintain information asymmetry at the company [2]. It is related to the benefits 

that will be obtained as well as concessions in decision making related to stakeholder 

demands for high yields [28]. However, regarding to real earnings management it is deemed 

necessary to less CEO power to reduce its opportunistic tendencies [15]. In corporate 

governance there are several mechanisms that can be used to reduce the power of the CEO 

in order not engage to real earnings management, such as institutional ownership and 

independent commissioners. Then the hypothesis to be tested in research is as follows: 

H2: the better the concentration of institutional ownership the less the CEO do real earnings 

management 

H3: the greater the composition of independent commissioners, the less the CEO do real 

earnings management 

According to previous study CEO power prises into four dimension, structural 

power, ownership power, expert power and prestige power [1].  Previous studies indicate 
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inadequate conclusions regarding the relationship between CEO ability-REM and CEO 

power-REM. Even positioning CEO ability and CEO power as moderating factors [11,29–

31]. Whereas these CEO attributes could improve direct impact on the outcome of the firm 

[18]. Thus, the aims of this study to test the combination impact of both managers’ attribute 

on real earnings management. Regarding the REM, CEO ability not as likely to encourage 

them because of several rational reason. Meanwhile the less CEO power would drive the 

activities not as likely to engage with real earnings management. The hypothesis to be tested 

as it would be: 

H4: real earnings management negatively associated to combination of higher CEO ability 

and less CEO power  

3 Variable Measurement 

3.1 Real Earning Management 

Real earnings management are activities mainly focal on operations, investment and funding 

activities [32]. Real earnings management consists initially of abnormal cash flow, abnormal 

discretionary expenditure and abnormal production costs as in previous studies [33–35].  

Calculating cash flow allows more reflection of management incentives as accruals 

and this is the impact of real activities. Although this is inconclusive in concluding a decrease 

in company performance or sub-optimal. The use of abnormal production costs and abnormal 

discretionary costs refers to the purpose of conducting earnings management to reduce 

production costs by raising inventory production and cutting discretionary costs such as 

research and development, advertising and sales and general administration. The abnormal 

production as following equations: 

 
Prodt/Assett−1 = k1 + 1/Assett−1 + k2(Salesit/Assett−1) + k3(∆Salest/Assett−1) +
k4(∆Salest−1/Assett−1) + εt                    (1) 

Where production cost obtained from: 

Prodt = COGSt + ∆Invt                                                         (2)                                                                    

Production residual values could be derived from equation (1). 

The amount of residual value, which results in high reported earnings through a drop in the 

cost of goods sold, is used to calculate abnormal production value.  

Estimation of the typical amount of discretionary spending as determined by:  

Disexi.t

Asseti,t−1
= γ0 + γ1 (

1

Asseti,t−1
) + γ2 (

Salesi,t−1

Asseti,t−1
) + εi,t                     (3) 

The residual value of discretionary spending could be found using equation (3). With the 

normal level of cash flow is estimated and quantified by:  

CashFlowt

Assett−1
=

k1

Assett−1
+ k2 (

Salest

Assett−1
) + k3 (

Salest−1

Assett−1
) + εt  (4)                                   

      

As done by Cohen & Zarowin (2010) to obtain the score of real earnings 

management aggregately there are two real earnings management equations (RM) which 

were used in previous research [15] as follows: 
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RM_1 = Prod + Disex 

RM_2 = Disex + Cashflow 

Where residual production (PROD) plus residual discretional expenditure (DISEX) 

could be scored as RM1 and residual discretional expenditure (DISEX) plus residual free 

cash flow could be scored as RM2.  

3.2 Managerial Ability 

According to Veltri et al. (2016), the most advanced technique for measuring manager ability 

is the DEA, an organizational performance measure that enables the calculation of relative 

productive efficiency on each comparable organizational unit based. As the MA-score, which 

gauges a manager's effectiveness in allocating company resources. The businesses make use 

of labour, capital, and innovative assets.  

𝑚𝑎𝑥𝑣𝜃 =
𝑆𝑎𝑙𝑒𝑠

𝑣1𝐶𝑜𝐺𝑆+𝑣2𝑆𝐺&𝐴+𝑣3𝑃𝑃𝐸+𝑣4𝑂𝑝𝑠𝐿𝑒𝑎𝑠𝑒+𝑣5𝑅&𝐷+𝑣6𝐺𝑜𝑜𝑑𝑤𝑖𝑙𝑙+𝑣7𝑂𝑡ℎ𝑒𝑟𝐼𝑛𝑡
                      (5) 

To reduce incorrectly characterized in setting the value of efficiency, it is necessary 

to separate the efficiency of the company into the characteristics of the company in general 

with the ability of the CEO through the regression equation approach of firm efficiency. The 

characteristics include the factors such as company size, market share, cash flow, firms’ age, 

concentration of business segments, foreign currency indicators and year indicators so it can 

be written in the following equation [36]: 

𝐹𝑖𝑟𝑚 𝑒𝑓𝑓𝑖𝑐𝑖𝑒𝑛𝑐𝑦 =  𝛽0 + 𝛽1𝐿𝑛(𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠) + 𝛽2𝑀𝑎𝑟𝑘𝑒𝑡𝑠ℎ𝑎𝑟𝑒 +
𝛽3𝑃𝑜𝑠𝑖𝑡𝑖𝑣𝑒𝐹𝑟𝑒𝑒𝐶𝑎𝑠ℎ𝐹𝑙𝑜𝑤 + 𝛽4𝐿𝑛(𝐴𝑔𝑒) + 𝛽5𝐵𝑢𝑠𝑖𝑛𝑒𝑠𝑠𝑆𝑒𝑔𝑚𝑒𝑛𝑡𝐶𝑜𝑛𝑐𝑒𝑛𝑡𝑟𝑎𝑡𝑖𝑜𝑛 +
𝛽6𝐹𝑜𝑟𝑒𝑖𝑔𝑛𝐶𝑢𝑟𝑟𝑒𝑛𝑐𝑦𝐼𝑛𝑑𝑖𝑐𝑎𝑡𝑜𝑟 + 𝑌𝑒𝑎𝑟𝐼𝑛𝑑𝑖𝑐𝑎𝑡𝑜𝑟𝑠 + 𝜀………   (6) 

We utilize the manager ability from the residual value of this equation's MA-score 

in our analysis. The ability of managers to have greater comparability between firms in order 

to reduce outliers will be used to calculate decile ranking, per earlier research.  

3.3 CEO power 

The power of the CEO in the study refers to actions that reduce the power through monitoring 

and overseeing in nature. There are several aspects that can reduce manager's power in the 

form of governance mechanism such as institutional ownership and independent board of 

director. Institutional ownership depicts the ownership power and independent board of 

director as structural power [1]. 

Institutional ownership related to shares owned by non-individual either from inside 

the company (managerial) or other. This ownership also includes institutions within and 

outside the country. The score used is the amount of institutional share ownership divided by 

the total outstanding shares. 

An independent board of director is a member of the board who is not affiliated with 

any other party, either the directors or other board. In theory, independent board will be more 

subjective in assessing management performance so that the greater the composition, the 

stronger the supervision carried out. The value used is the number of independent board 

members compared to the total members of the board. 
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3.4 Control Variable  
On previous study has found that several variables had effect on the relationship interested 

variable to scrutinize. Such variable need to consider to take account such as firm size, ROA, 

firm cash flow, z-score and sales growth.  

4 Empirical Model 

We utilize the following cross-sectional model, which adopts firm fixed-effects regression, 

to investigate the relationship between the variables. 

𝑅𝐸𝑀 = 𝛼0 + 𝛽1𝑀𝑎𝑏𝑖𝑙𝑖𝑡𝑦 + 𝛽2𝐶𝐸𝑂𝑝𝑜𝑤𝑒𝑟 + 𝛽3𝐹𝐸𝑦𝑒𝑎𝑟 + 𝛽4𝐹𝐸𝑖𝑛𝑑𝑢𝑠𝑡𝑟𝑦 + 𝛽5𝑉𝑎𝑟𝑐𝑜𝑛𝑡𝑟𝑜𝑙 + 𝜀                                                                    
(7) 

5 Sample Selection and Descriptive Statistics 

The unbalanced panel data pattern is used to arrange the data because certain data, like R&D 

and goodwill data, are not disclosed. Panel data structures allow for data processing and 

heteroscedasticity reduction. The databases of the Indonesian Stock Exchange (IDX) and 

Bloomberg were the sources from 2012 to 2017. Samples selected in accordance with the 

study's goals, which exclude incomplete corporate financial statements and samples that 

aren't expressed in currencies other than Indonesian Rupiah (IDR). Variations in currency 

exchange rates or operational differences permit variations in the way corporate performance 

is measured. The firms used as objects of observation are manufacturing firms that meet the 

conditions above. Of the 595 firms listed there were 154 manufacturing firms. Only 78 firms 

were able to meet the sample criteria the firm-year observations were 468. 

In Table 1, the mean abnormal free cash flow and discretionary expenditure and 

RM1 are in line and close to zero from the total assets of the firm which indicates that the 

company is not involved in any earnings management activities. However, earnings 

management has no relation with production mechanism and inventory manipulation or 

abnormal production and RM1 0.517 each. The sample shows the mean ROA 5.2, the average 

sales growth is 0.066 and the average z-score is 0.324. 

In Table 2 documenting the CEO ability has relation to real earnings management 

that has a positive value indicates that the positive relationship of CEO ability to real earnings 

management. Likewise, independent institutional and commissioner ownership has a positive 

correlation with real earnings management. In contrast, only z-scores were all negatively 

correlated with all REM indicators. 

Table 1. Descriptive Statistic 
 N Mean St. Dev. Median 

E_CFO 468 -0.000559 0.130856  0.000696  

E_DISEX 468 -3.31E-17 0.164252  -0.046569  

E_PROD 468 0.517647 0.231802  0.459311  

RM1 468 0.517647 0.365375  0.412869  

RM2 468 -0.000559 0.226710  -0.053154  

CEO_ABILITY 468 -5.52E-16 0.210315  0.047345  

OWNERSHIP 468 70.51874 22.77446 75.55000 

COMMISSIONER 468 0.399082  0.139388  0.375000  

ROA 468 5.244248  9.936581  3.819171  

CFO 468 398.8120  2185.690  6.859936  

SIZE 468 7.568230  1.626999  7.336079  

Z_SCORE 468 0.324786  0.468796  0.000000  

SALES_GR 468 0.066438 0.197418 0.080886 
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Table 3 shows negative association between CEO ability with three real earnings 

management indicators. They are activities to reduce the free cash flow and cutting 

discretionary expenditures and aggregate RM2. They indicate that higher ability CEO tend 

to avoid real earnings management thus as expected in H1 hypothesis. Meanwhile there is no 

significant relationship between CEO ability with RM production or inventory activities. The 

adjusted R-squared range shows between 0.5813 of RM_CFO to 0.966 of RM_DIEX  

Table 4 shows there is no significant relationship between CEO power factors both 

institutional ownership and Independent Board with real earnings management so this is not 

in accordance with H2 and H3 hypothesis. Although few coefficients show the negative 

scores (e.g. RM_PROD and RMaggregate1).   

Table 5 shows the impact of combination impact CEO ability and power to real 

earnings management. The result indicates that CEO ability has negatively significant impact 

on real earnings management (RM_CFO and RMaggregate2). We could point on the adjusted R-

square score has showed more likely CEO ability-RM relation higher with combination of 

both attributes. This could be argued the higher CEO ability combined with CEO power has 

higher impact on reducing real earnings management and thus consistent with H4 hypothesis.    

6 Discussion 

According to the test result shows that higher CEO ability tend to avoid real earnings 

management consistent with previous research [20,37]. It indicates the higher CEO ability 

the more rational consideration to decision has been made by CEO. Higher ability CEO 

would not engage to real earnings management for several reason first, because they have 

good knowledge about their business environment so have best perspective to do the normal 

way. Second, in the complex and ambiguous situation the higher ability CEO would operate 

in a bound of rationality and tend to avoid the risk of earning management [26], third, real 

earnings management has serious consequences such as lower firm future performance [20].  

However, this study has mixed finding at rest whereas CEO ability has no significant 

relation with real earnings management at production context such as inventory and cost of 

goods sold. This is indicated in context manufacturing practice CEO could manage the 

earning through production activities.   

Surprisingly, the relation between CEO power and real earnings management has 

result of non-significant. The consequences of real earnings management could be less in the 

situation that the CEO has less power [38]. The CEO whose lesser power cause of 

concentration of share ownership and independent board not constraint to engage with real 

earnings management so inconsistent with previous research [15]. In this context, mostly of 

independence board and ownership structure could not operate as governance mechanism 

effectively.  

The combination impact of CEO attribute to real earnings management gives 

addition influence. The context could be pointed as CEO attribute more likely effectives 

when their counted together than stand alone. The higher CEO ability indeed could reduce 

the real manipulation activities, however when other aspect linked to CEO taken place 

effectively could more likely reduce such activities.  
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Table 2. Correlation Matrix 
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RE 
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E_CFO              

E_DISE

X 

0.16

97 

            

E_PROD 0.29

75 
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32 

           

RM1 0.26

50 

0.88

93 

0.94

60 

          

RM2 0.70

02 

0.82

25 

0.67

40 

0.79

73 

         

CEO_AB

Y 

0.14

57 

0.28

31 

0.28

19 

0.30

61 

0.28

92 

        

OWNER

SHIP 

0.01

68 

0.17

33 

0.11

07 

0.14

82 

0.13

53 

0.08

66 

       

COMMI

SSIONE

R _ 

0.13

76 

0.18

55 

0.14

04 

0.17

25 

0.21

38 

0.14

14 

-

0.09

46 

      

ROA 0.50

64 

0.32

86 

0.49

79 

0.46

36 

0.53

03 

0.52

03 

0.04

86 

0.13

86 

     

CFO 0.39

61  

0.07

62 

0.18

31  

0.15

04  

0.28

38  

0.01

58 

-

0.02

02 

0.00

17 

0.35

77 

    

SIZE 0.07

61  

0.02

17 

0.08

32 

0.06

25 

0.05

96 

-

0.09

26 

0.03

24 

0.06

36  

0.24

83  

0.40

62 

   

Z_SCOR

E 

-

0.20

63 

-

0.22

95 

-

0.26

85 

-

0.27

35 

-

0.28

53 

-

0.44

55 

0.08

12 

-

0.06

30 

-

0.52

31 

-

0.17

27 

-

0.11

5 

  

SALES_

GR 

0.03

40 

0.06

43 

0.01

32 

0.03

73 

0.06

62 

0.34

89  

-

0.03

66 

0.02

61 

0.27

34 

-

0.01

04 

0.08

40 

-

0.22

40 

 

 
Table 3. Relation between CEO ability and RM 

 RM_CFO RM_DIEX RM_PROD RMAggregate1 RMAggregate2 

CEO Ability -0.215*** -0.0930*** 0.0561 -0.036916 -0.1718*** 

CFO 2.69E-05 -7.40E-07 3.64E-07 -3.76E-07 2.61E-05 

SIZE 0.0258 -0.0065 0.0520 0.045558 0.0193 

ROA 0.0035 0.00025 0.00179 0.001539 0.0032 

Z-Score -0.0385 0.0101 -0.00457 0.005547 -0.0284 

Sales Growth 0.0473 0.0551 -0.1169 -0.061767 0.1025 

      

Firm Fixed Effect Yes Yes Yes Yes Yes 

Year Fixed Effect Yes  Yes Yes Yes Yes 

R-Squared 0.5813 0.966 0.684 0.868 0.838 

Adjusted R-Squared 

0.4841 

0.958 0.610 

0.838 

0.801 
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Table 4. Relation between CEO Factors with RM 
 RM_CFO RM_DIEX RM_PROD RMAggregate1 RMAggregate2 

Institutional 

Ownership 0.000673 -0.000270 -0.000354 -0.000623 0.000403 

Independent Board 0.010623 0.016478 -0.052109 -0.035631 0.027101 

CFO 2.65E-05 -7.33E-07 5.56E-07 -1.77E-07 2.57E-05 

SIZE 0.028106 -0.005346 0.050641 0.045296 0.022760 

ROA 0.002550 -0.000698 0.002257 0.001559 0.001852 

Z-Score -0.039495 0.013168 -0.004874 0.008294 -0.026327 

Sales Growth 0.022161 0.034501 -0.108229 -0.073727 0.056662 

      

Firm Fixed Effect Yes Yes Yes Yes Yes 

Year Fixed Effect Yes  Yes Yes Yes Yes 

R-Squared 0.5777 0.9646 0.6840 0.8684 0.8341 

Adjusted R-Squared 

0.4783 0.9562 0.6097 0.8374 0.7950 

 

 

Table 5. Relation of Combination CEO ability and CEO Power to RM 

 

 

 

 

  

 RM_CFO RM_DIEX RM_PROD RMAggregate1 RMAggregate2 

CEO ability -

0.1698*** 

-

0.0908*** 0.0613 -0.0295 -0.2606*** 

Institutional 

Ownership 0.0008 -0.0002 -0.0004 -0.0006 0.0006 

Independent 

Commissioner 0.0119 0.0171 -0.0526 -0.0354 0.0290 

CFO 2.66E-05 -6.68E-07 5.12E-07 -1.56E-07 2.59E-05 

SIZE 0.0262 -0.0064 0.0513 0.0450 0.0198 

ROA 0.0034 -0.0003 0.0020 0.0017 0.0031 

Z-Score -0.0422 0.0117 -0.0039 0.0078 -0.0305 

Sales Growth 0.0557 0.0524 -0.1203 -0.0679 0.1081 

      

Firm Fixed 

Effect Yes 

Yes Yes Yes Yes 

Year Fixed 

Effect Yes  

Yes Yes Yes Yes 

R-Squared 0.5840 0.9657 0.6843 0.8684 0.8390 

Adjusted R-

Squared 0.4847 0.9575 0.6089 0.8370 0.8006 
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7 Conclusion 

This study's primary goal is to evaluate the effect of the CEO's combined ability and power 

on actual earnings management. As the test meet the objective, could be argue that if CEO 

ability combined with less power CEO more likely to reduce the real manipulation activities 

and so that reduce opportunist behaviour in firm. CEO ability would strengthen when the 

governance mechanism through independent board and ownership concentration. This study 

has extended the CEOs studies related to earning management. Nevertheless, this study not 

reach all type of business as sample and involve other CEO personal attribute such reputation 

and style to do combination analysis. This could be some focal to CEOs studies.   
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