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ABSTRACT

This study aims to analyze investor reaction to management behavior in preparing
financial reports, especially earnings quality and audit quality. We also analyze the
effect of financial performance as moderation. Generally, investors react positively to a
company's financial performance, but the amount of fraud surrounding financial
information, including auditor cooperation, raises big questions for investors about a
company's financial information. We analyzed companies within the manufacturing
sector that were listed on the Indonesia Stock Exchange from 2015 to 2019, and it was
found that investors reacted positively to earnings quality and audit quality moderated

by financial performance. These results provide evidence that management should focus
on earnings quality in financial reports and on the audit process to ensure quality and
exceptional financial performance to obtain positive reactions from investors, which has
a positive impact on increasing the value of companies’ shares. This study used the
stock prices on the publication date of the financial statements, which reflect the direct
reactions of investors to the information contained in the financial statements, such as
earnings quality, audit quality, and financial performance. The different investor
reactions were apparent on the day of the deadline for submitting financial statements
according to existing regulations. These results reflect that the use of stock prices on
the publication dates more accurately describes the reaction of investors than on the
deadline for submitting financial statements.

Contribution/Originality: This study contributes to existing literature by investigating investor reaction to

management behavior in preparing financial reports, especially earnings quality and audit quality.

1. INTRODUCTION

The change in the status of a private company to a public company is based on several reasons, one of which is
receiving funding from investors through buying and selling shares on the stock exchange. As an internal entity
aware of the ins and outs of a company's internal transactions, management will make various efforts to portray
their companies positively to attract investors.

As people who do business, on the other hand, investors do not want to be reckless when making choices in
stock transactions. Some investors consider the maximum return in the form of returns in the short term, while
other groups consider stable returns in the long term, including a company's relationship with the community
(Waluyo, 2017). Of the two types, investors' analysis of the issuer will differ as well as their reactions to the
information published by the issuer through annual reports and financial reports (Melgarejo, Montiel, & Sanz, 2016;

Sunder, 2017).
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Written laws in the statutory provisions of the country or the business world, as well as unwritten laws that
apply to the general public, are a reference or guide for every community for carrying out activities and must be
followed. Law number 40 of 2007 concerning Limited Liability Companies and Law Number 8 of 1995 concerning
the capital market are laws that must be obeyed by companies listed on Indonesia Stock Exchange. Several
provisions state that the issuer is prohibited from taking any action that could drop the price of its shares in the
market. Concerning financial reports, several cases can be used as examples of how the actions of companies that do
not comply with the rules receive negative reactions from investors in the form of falling share prices and even the
company's bankruptcy. For example, the Enron case involving external auditors where financial statements were
manipulated destroyed the company. In Indonesia itself, there was a case in Garuda Indonesia, where recorded
revenue did not comply with accounting standards, which the auditors discovered, causing chaos.

With the many cases of misappropriation of financial statements, the earnings quality of financial information is
very important for investors to avoid being trapped due to wrong predictions of future returns (Shahzad, Rehman,
Colombage, & Nawaz, 2019), although some studies found a positive impact on predicted returns from good
earnings management in the form of accruals or real earnings management (Rachmawati, 2019). Including the
quality of audits that accompany the financial report preparation process, a quality audit can produce financial
reports that comply with applicable standards (Williem & Aryati, 2017) to help investors predict earnings and
achieve positive reactions.

However, as investors aim to invest in those who promise high returns in the future, the value of profit or
financial performance is still a primary concern for investors (Anwaar, 2016; Macharia & Gatuhi, 2013). Also,
technical analysis is still widely used by investors in Indonesia (Utami, Nugroho, & Farida, 2017). With a high-
profit value, investors will react more positively to the quality of earnings and audit quality of the issuer's financial
reporting process.

This study attempts to analyze the effect of earnings quality and audit quality on investors' reactions and
financial performance as a moderator to provide information for management on how investors react to published
financial information, either quantitatively in the form of earnings values, which are commonly used as proxies of
financial performance, or qualitatively. The process of preparing financial statements is proxied by earnings quality

and audit quality.

2. THEORY AND HYPOTHESIS
2.1. Signaling Theory

The signaling theory is used as the main theory of this study. Signaling theory in the business world is an
action taken by a company's internal management to guide investors regarding the company's condition or
prospects (Brigham & Ehrhardt, 2005).

Companies with good prospects tend to avoid selling current shares and prefer to take other actions to advance
the company, such as through debt, even though it exceeds the limited capital structure. On the other hand,
companies with unfavorable prospects for the future tend to sell their shares and implement certain policies to
attract investors' attention. The announcement of the sale of shares by a company is generally a signal that the
condition of the company is not good. Because of these signals, when a company offers to sell new shares more
often, the stock price usually drops because the public has become aware of the negative signal the company has
given.

Brigham & Houston (2014) defined a signal as an action taken by a company to inform investors about how
management views the company's future prospects. The signals given by the company are circulated in the form of
information about what internal management has done to realize the targets of investors. That way, investors will

see that management is efficient and performs well.
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Because the signal is given by the management of the company through information, any information provided
has an important meaning for investors regarding their funding or investment decisions through buying and selling
shares on the stock exchange. Essentially, valuable information includes notes, or descriptions of events that have
occurred in the past, actions currently being taken, or prospects that will occur in the future in connection with

company policies on conducting company business.

2.2. Earnings Quality and Investor Reaction

Earnings quality is the quality of the information in published financial reports, especially earnings
information. Financial reports are of higher quality if the reported earnings are free from earnings management so
that investors can predict future earnings more accurately based on the current year's earnings information
(Dayanandan & Sra, 2018). High profits get a more positive reaction from investors (Abdallah, 2018) concerning
investment efficiency (Houncine, 2017).

The real profit of a company that is free from accrual earnings management indicates higher quality financial
reports, and investors will be helped by this information because the analysis in predicting future earnings is more
accurate. With high earnings quality, investors will respond positively (Salehi, Tagribi, & Farhangdoust, 2018;
Shahzad et al., 2019; Sugiarto & Deviesa, 2017).

H1. Investors react to the quality of earnings on a company's financial statements.

2.8. Audit Quality and Investor Reaction

Audit quality is about processing information accurately, thoroughly, and without bias to produce reliable
financial reports. Generally, audit quality is proxied by the size of the auditing company. Although this is not
always the case, the “big four” auditors (Deloitte, KPMG, PwC, and Ernst & Young) are considered to be of higher
quality because of the size of the organization in the auditing world and their processes are always updated and they
use better methods. High audit quality is proven to reduce the risk of stock decline (Khajavi & Zare, 2016), thereby
affecting investment policy (Rahayu & Darmawati, 2011). Farouk & Hassan (2014) and Matoke & Omwega (2016)
found that the audit quality proxied by the big four auditors received a positive reaction from investors because it is
believed that their processes are better and more orderly according to applicable standards.

H2. Investors react to the audit qualily of the company's financial statements.

2.4. Moderation of Financial Performance on Earnings Quality, Audit Quality and Investor Reaction

Investors expect a good return in the form of dividends, which are distributed when the company has accrued
sufficient profits. Good management performance is looked on high-profit companies as well as the company’s
financial performance indicators, thus the indicator becomes a matter being considered by investors. Anwaar (2016)
and Macharia & Gatuhi (2013) found that financial performance with indicators has a positive impact on investor
reactions. High financial performance, as proxied in ROA, ROE, and NIM, has an impact on investors' positive
reactions in the form of stock prices (Wulansari & Prihantoro, 2018).

Even though the quality of financial information in the form of earnings quality and audit quality influences
investors' reactions, financial performance can still be considered information in investment policy.
H3a. Investors react to earnings quality moderated by financial performance.

H3b. Investors react to audit quality moderated by financial performance.

3. METHOD
3.1. Sample
The population of this research comprises manufacturing companies listed on the Indonesia Stock Exchange in

the 2015—2019 period. Manufacturing companies are a type of issuer whose growth is quite high both in terms of
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the number of issuers and the number of transactions on the stock exchange. A total of 545 manufacturing company
financial statements and stock prices were used and analyzed in this study after going through a purposive sampling

procedure.

3.2. Measurement Variables
3.2.1. Dependent Variables

Investor reaction is the dependent variable in this study, and it is defined as the behavior of investors in
reacting to financial information published by the issuer. In this study, investor reactions are proxied on the closing
stock price at the time the issuer's financial statements are published (Fahlevi, Asmapane, & Oktavianti, 2018). In
the sensitivity test, investor reactions are measured by adopting the research of Li & Wang (2016), who used the
closing stock price at the deadline for submitting financial statements according to regulations on the stock
exchange. In Indonesia, the deadline for submitting financial statements is the end of the third month after the end

of the financial year, as stated in KEP-346/BL/2011.

3.2.2. Independent Variables.

Earnings quality is the value of earnings that is reported to be close to the true value without manipulation. The
number of earnings quality measurements used in previous research indicates that there is no single measure for
calculating them (Dechow, Hutton, Kim, & Sloan, 2012; Yasser, Mamun, & Ahmed, 2016). Earnings quality in this
study adopts the research of Yasser et al, 2016, which regresses total accrual with an increase in income,
compilation, and ROA. Total accruals are measured by adopting the research of Chen, Cheng, & Wang (2015) and
Yasser et al. (2016) by reducing non-cash current assets with non-interest-bearing liabilities, minus depreciation
expenses. The residual results in the regression process illustrate the abnormal accrual value or earnings
management score (Peterson, Schmardebeck, & Wilks, 2015). A greater abnormal accrual value or value of earnings
management indicates a low earnings quality. To obtain the earnings quality value, this abnormal accrual value is
multiplied by -1 after being absolute (Perotti & Wagenhofer, 2014). Adopting research by Williem & Aryati (2017)
and Murwaningsari (2014), the audit quality of this study uses a nominal scale — “1” for companies audited by one of

the “big four”, and “0” for companies audited by a non-big four company.

3.2.8. Moderating Variable.
This study uses financial performance as a moderating variable to analyze the comparative effects of earnings
quality and audit quality on investor reactions. Return on equity (ROE) is used to show a company's ability to

generate profit using total resources, namely the equity assets owned by the company (Kasmir, 2016).

4. DATA ANALYSIS AND RESULTS
Based on purposive sampling, there are 545 manufacturing company financial statements and stock prices were

processed and analyzed using STATA software.

Table 1. Descriptive Statistics.

Variable EQ FP*EQ FP*AQ IR
Min. -4.18242 -0.81938 -1.41960 50
Max. -0.00049 2.05708 1.55124 111.400
Mean -0.23771 -0.01246 0.05197 2.916

Std. Dev. 0.41539 0.17089 0.20459 9.027

Note: EQ = Earnings Quality, AQ = Audit Quality, FP = Financial Performance, IR = Investor Reaction.

Table 1 presents the descriptive statistics in this regression model. With a mean value of -0.23771, or -23.77%,

it explains that the earnings quality of the unit of analysis is quite good with low manipulation of earnings in
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published financial information. With a mean value of -0.01246, or -1.24%, it explains that the average value of
moderation between financial performance and earnings quality in the unit of analysis is quite high because the
company's financial performance information is minimal from earnings manipulation using discretionary accruals,
and a mean value of 0.05197 explains that the average value of moderation between financial performance and audit
quality in the unit of analysis is quite high because the company's financial performance information has been
audited by good quality auditors. The closing share price of the entity on the publication date of the financial
statements is very far apart, namely between IDR 50 to IDR 111,400. Figure 1 explains that 42% of units were

audited by one of the big four and the rest were audited by a non-big four company.

Non Bigd
58%

Figure 1. Audit Quality.

The advantage of panel data compared to other types of data is that there is a model selection that fits the
existing data, because panel data is a combination of time series and cross-sectional data, so that the research
regression model must be precise in describing the existing data (Gujarati, 2012). Based on the results of the Chow
test, LM test, and Hausman test, it was concluded that the fixed effect model is the most appropriate for use in this
study.

Based on the model suitability test on the research data, namely the common effect, the ordinary least squares
(OLS) is used to estimate the effect of the independent variable on the dependent variable (Zulfikar, 2018). In the
normality test, it is known that the observed data of 545 has a p-value of 0.145, which, if above 0.05, the data is
normally distributed. In the multicollinearity test, it is known that all VIF values in each variable are not greater
than ten because the range of VIF values for each variable is between 1.02 and 1.55, so can be said that the model
passes the multicollinearity test.

In the heteroscedasticity test, the Prob > chi2 value is 0.0001, which is smaller than 0.05, so the research data is
indicated to have symptoms of heteroscedasticity. This is because the moderating value is the result of independent
multiplication, namely earnings quality and audit quality with the moderating variable of financial performance. To
treat the symptoms of heteroscedasticity, robustness is then carried out according to general statistical rules using
STATA software. In the autocorrelation test, the prob > F value is 0.0000, or less than 0.05, so the observed data
indicate autocorrelation symptoms. This is because the moderating value is the result of independent multiplication,
namely earnings quality and audit quality with the moderating variable of financial performance. To treat the
symptoms of autocorrelation, a Prais—Winsten estimation was carried out according to general statistical rules
using STATA software.

The results of the main hypothesis (H1) (see Table 2) show a sig value of 0.042, which means that investors
have a significant reaction to the quality of earnings in the entity's published financial statements, so H1 is accepted.
The sig value of 0.466 in H2 indicates that investors do not react to audit quality in the process of preparing

financial statements, so H2 is rejected.
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Table 2. Main Hypothesis.

Model 1: IR = o + B1EQ + B2AQ + €

Variable Coef. t-stat. Sig. Result
Hi1. EQ -> IR 0.15106 2.04 0.042 *ox Approved
H2. AQ -> IR 0.06236 0.73 0.466 Rejected
N 545
F 0.0885%
R-squared 0.1153
Note: EQ = Earnings Quality, AQ = Audit Quality, FP = Financial Performance, IR = Investor Reaction.
* Significant at 10%, ** Significant at 5%, *** Significant at 1%
Table 3. Moderating Hypothesis.
Model 2 : IR = o + B1EQ + B2AQ + BSEQ*FP + B4AQ*FP + ¢
Variable Coef. t-stat. Sig. Result
EQ -> IR 0.12792 1.72 0.086 * Accepted
AQ > IR 0.01711 0.20 0.842 Rejected
Hsa. EQ*FP -> IR -0.04520 -0.56 0.574 Rejected
Hsb. AQ*FP -> IR 0.30271 2.79 0.006 Hokk Accepted
N 545
F 0.0058%**
R-squared 0.2689

Note: EQ = Earnings Quality, AQ = Audit Quality, FP = Financial Performance, IR = Investor Reaction.

* Significant at 10%, ** Significant at 5%, *** Significant at 1%

The results of H3a, as described in Table 3, show a sig value of 0.574, which means that investors do not have a
significant reaction to the value of a company's financial performance, so H3 is rejected. The sig value of 0.006 for
Hsb shows that investors react to a company's financial information that has been audited by a qualified auditor, so
H4 is accepted.

With an R-squared value of 26.89%, model 2 is considered better than model 1. An R-squared value of 11.53%
indicates that the influence of financial performance as a moderator is quite high and the value of profit as an
indicator of financial performance is still very much needed and is one of the factors that influences financial
performance. These are indicators that encourage investors to trade on company shares.

Many studies have analyzed investor reactions with various indicators, such as closing stock prices or stock
trading volumes. Studies that used the closing stock price indicators are unique with their respective arguments.
Adopting the research of Li & Wang (2016), in the sensitivity test of this study, a regression test was conducted to
analyze the effects of earnings quality and audit quality as well as financial performance moderation on closing

stock prices on the deadline for submitting financial statements according to Indonesian regulations.

Table 4. Sensitivity Test 1.

Model 3: IR =3 + B1EQ + B2AQ + €

Variable Coef. t-stat. Sig.
EQ -> IR 0.10980 1.36 0.174
AQ -> IR 0.04856 0.52 0.603
N 545

F 0.3824

R-Square 0.0895

Note: EQ = Earnings Quality, AQ = Audit Quality, FP = Financial Performance, IR = Investor Reaction.

* Significant at 10%, ** Significant at 5%, *** Significant at 1%
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As illustrated in Table 4, earnings quality with a sig value of 0.174 and audit quality with a value of sig 0.603
explains that investors do not react to earnings quality and audit quality at the end of the third month of the
following year, this is because many companies have not submitted financial statements, even though there are rules

that require the submission of financial statements by that time.

Table 5. Sensitivity Test 2.

Model 4 : IR = B¢ + B1EQ + B2AQ + BSEQ*FP + B4AQ*FP + ¢

Variable Coef. t-stat. Sig.

EQ -> IR 0.08732 1.07 0.283

AQ > IR 0.00317 0.03 0.973

EQ*FP -> IR -0.05049 -0.58 0.565

AQ*FP -> IR 0.22976 2.53 0.012 *k
N 545

F 0.0350%**

R-squared 0.2108

Note: EQ = Earnings Quality, AQ = Audit Quality, FP = Financial Performance, IR = Investor Reaction.

* Significant at 10%, ** Significant at 5%, *** Significant at 1%

Table 5 illustrates that investors react positively to the profitability ratio as an indicator of a company's
financial performance, which is supported by audit quality in the preparation process. High profit information
attracts investors to transact company shares and the big four auditors foster investor confidence in the information
submitted by the company.

The results of the sensitivity test were compared with the results of the main and moderating hypothesis tests
discussed previously to obtain an in-depth analysis of investors' reactions to financial information. Of the four
existing models, the R-squared value of model 2 (moderation regression) is the highest at 21.21%, meaning that in
the regression model, earnings quality, audit quality, and financial performance moderation can explain investors'

reactions by 21.21% and the remaining 78.79% is explained by other variables outside this study.

5. DISCUSSION

This study found that investors reacted positively to the quality of earnings in the financial statements
produced by a company. This explains that with the lack of earnings manipulation using discretionary accruals,
investors believe that a company's profit value is close to the real value and can be used to predict future earnings,
thus attracting investors to transact company shares and have an impact on the value of the shares themselves.

Financial statements are still one of the main sources of information used by investors in assessing a company's
current performance, and at the same time are used to predict the company's future performance, although financial
information alone is not enough because in the process of preparing these financial statements there is management
discretion, which often obscures the actual, biased information and harms investors. With high earnings quality,
investors trust the existing financial information, which encourages them to invest in a company.

High quality of earnings in the financial statements published by a company invoke positive reactions from
investors, which is in line with findings by Shahzad et al. (2019), Salehi et al. (2018) and Sugiarto & Deviesa (2017),
who also found that investors are interested in shares of companies whose financial statements have been minimally
manipulated. High earnings quality in companies’ financial information helps investors to predict future earnings
and expected returns due to the accuracy of the earnings information (Lento & Yeung, 2017; Sunder, 2017).

This study did not find that investors react to audit quality. This indicates that there are still many investors
who do not believe in the performance of financial statement auditors in Indonesia, so the big auditors are not used

when considering investment transactions. This is presumably due to the many cases, in Indonesia and around the
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world, involving the big four auditors who are considered to be credible and are qualified in the process of auditing
financial statements.

The absence of investor reactions to audit quality is not in line with research by Farouk & Hassan (2014) and
Matoke & Omwega (2016), who found positive reactions to audit quality. Even so, this difference in results is
reasonable due to a large amount of information in the media about cases of financial statement fraud involving the
big four auditors.

This study also did not find investor reactions to high financial performance and earnings quality. Financial
performance in this study was measured using ROE, which is the ratio of profit after tax compared to total equity.
With no investor reactions to high financial performance despite having good earnings quality, it is suspected that
investors lack confidence in the ROE ratio. A high ratio may be caused by the low equity of the company due to low
market interest or lack of investors; a high ROE value leads to concerns that future stock returns will not be
significant meaning that the company's shares do not attract market interest.

The opposite result was found for H4, where we discovered that financial performance strengthens the effect of
audit quality on investor reactions. This indicates that investors are interested in shares of companies that perform
well and whose information has been recognized or assessed by qualified auditors. Although there are many cases of
financial statements involving the big four auditors, high profit value is still an attraction for investors. This
illustrates the culture within the Indonesia Stock Exchange, where the profitability ratio is still the main benchmark
in considering stock transactions coupled with very high trust in high-class auditors who are well known, qualified,
and have years of experience auditing financial statements.

The high reaction of investors to the value of earnings, which is an indicator of company performance and
quality audits in the process of preparing financial statements, is in line with the research of Anwaar (2016),
Macharia & Gatuhi (2013) and Wulansari & Prihantoro (2018), who found that the profitability ratio is a measure of
success management which still attracts investors' interest in transactions on the Indonesian stock market.

With the discovery of different reactions of investors to earnings quality, audit quality, and financial
performance at the submission deadline for financial statements (end of March) and on the publication date of
financial statements, investors reacted more on the publication date of financial statements, indicating that financial
statement information is still being used, especially high quality financial reports. The high quality of earnings
helps investors in predicting a company's future expected returns.

In addition, we saw no response from investors on the quality of earnings, audit quality, and financial
performance at the deadline for submitting financial statements because many issuers are late in submitting
financial statements, so investors do not dare to speculate or assume and do not provide meaningful reactions until

the financial statements are published and can be studied.

6. PRACTICAL IMPLICATION AND CONTRIBUTION

The discovery of positive investor reactions to high earnings quality encourages investors to consider these
indicators when transacting on the stock market, so that analysis and prediction of company profits are accurate and
produce the expected returns.

Likewise, the discovery of investor reactions to audit quality moderated by financial performance should be
considered by management, especially the use of quality auditors during the process of preparing financial
statements, so that the profit value as an indicator of the company's financial performance can be trusted by the

public and generate positive interest from investors to maintain the company's stock price.

7. LIMITATIONS AND DIRECTION FOR FUTURE STUDIES
Although the number of manufacturing issuers on the Indonesian Stock Exchange is the largest, there are still

many other types of issuers that investors will be interested in, so further research by analyzing other issuers will
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provide broader and more interesting results. This study did not find investor reactions to financial information on
the deadline for submitting financial statements as per regulations in Indonesia. On the contrary, investors reacted
on the submission date for financial statements directly, so further research can use the dates of submission of

financial statements on the Indonesian Stock Exchange to analyze investor reactions.
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