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Abstract. This research aims to examine whether the condition of Rupiah 
currency, the magnitude of monetary liabilities in foreign currencies, and 
the condition of operating profit affects the management’s aggressiveness 
to perform earnings management through foreign exchange gain or loss 
(FEGL) post. This research was conducted on 258 companies listed on the 
BEI in 2009 to 2015. This research was successfully proved on earnings 
management through foreign currency transactions phenomenon for 
several conditions. First, in the condition of Rupiah appreciation, the 
managers that have monetary liabilities in foreign currency are less than 
the monetary assets in foreign currency are more daring to make earnings 
management through FEGL post than companies that have monetary 
liabilities in foreign currency greater than monetary assets in foreign 
currency. Second, managers of companies that decreasing in operating 
profit, more daring to make earnings management through FEGL post than 
companies that experience an increase in operating profit. Under the 
depreciation of the Rupiah, the managers of companies with monetary 
liabilities in foreign currency are less than monetary assets in foreign 
currency, are more aggressive to perform earnings than the managers of 
companies who have monetary liabilities denominated in foreign currency 
greater than the monetary assets in foreign currency. 
 
Keywords: Depreciation of the Rupiah, foreign exchange gain or losses, 
monetary liabilities, operating profit, IDR currency. 

1  Introduction  

The earnings management phenomenon has attracted researchers since Healy [1] proved 

that managers do earnings management to maximize their bonuses. There are three 

hypotheses in earning management which explained the opportunistic behavior from the 

positive accounting theory. The three hypotheses are (i) the bonus plan hypothesis, (ii) the 

debt to equity hypothesis, and (iii) the political cost hypothesis. Some researchers have 

managed to prove earnings management behavior in the context of the bonus plan 

hypothesis [2]. Other researchers have succeeded in proving earnings management behavior 

concerning debt covenant violations [3–5] . In a political context, the company is proven to 
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carry out earnings management to follow changes in tax rates [6]. Generally, researchers 

see earnings management as an act of making accounting policy choices. This action is 

detected by abnormal proxy accrual or discretionary accrual.  

Besides making accounting policy options, earnings management can be done through 

real activities. Every post in the income statement which determines the value of net 

income can be an object for earnings management. Earnings management in the form of 

income maximization can be done by recognizing income early [7], increasing sales by 

giving discounts [8], giving cash incentives to the salesman [9] or selling fixed assets [10]. 

Increasing profits has also been made by reducing non-operating expenses [11], reducing 

the cost of good sold and discretionary expenses [8], reducing the allowance of 

uncollectible accounts [12], reduce advertising expenses [13] and R&D expenses [14]. 

Managers also use almost all posts in the income statement to influence earnings 

achievement. These posts include income and sales, general and administrative expenses, as 

well as non-operational profit and loss [15]. 

The theoretical explanation of earnings management generally uses Agency Theory. 

However, several other researchers use Prospect Theory to explain the phenomenon of 

earnings management. Prospect Theory is used to explain why earnings management is 

performed to avoid profit decline instead of avoiding loss reporting [16]. Companies are 

proven to seek risk by doing income-decreasing when debt is restructured or renegotiated 

because the waiver is rejected [17]. Other empirical evidence shows that, when operational 

performance is poor, the company carries out an income-increasing strategy, and when 

operational performance is extremely poor, the company seeks risk by carrying out a "big 

bath" strategy [18]. 

In contrast to previous studies, this study aims to look at the phenomenon of earnings 

management that is allegedly carried out through foreign exchange gains or losses (FEGL). 

The value of FEGL can be influenced by management in real terms to achieve specific 

profit goals. This study also aims to obtain empirical evidence of Prospect Theory in the 

phenomenon of earnings management. To achieve these objectives, this study hypothesizes 

three conditions that are considered to influence earnings management actions through the 

FEGL post. The three conditions are the condition of the rupiah, conditions of pressure on 

monetary liabilities and conditions of operating profit. 

The FEGL phenomenon is interesting to study because FEGL puts particular pressure 

on companies in Indonesia. For example, in 2013 the Rupiah (IDR) depreciated 26.0 % 

against USD (www.bi.go.id), the depreciation of the Rupiah forces the companies that have 

monetary liabilities in foreign currencies, especially USD, to recognize exchange losses on 

the income statement as stipulated in PSAK No. 10 [19]. 

Under conditions of depreciation of Rupiah, management can increase foreign exchange 

gains by real activities through enlarging the monetary assets in foreign currencies, for 

example, increasing cash and cash equivalents in foreign currency or increasing export 

sales. Management can also reduce foreign exchange losses by paying off foreign currency 

monetary liabilities or reducing operating expenses in foreign currencies. Earnings 

management in the FEGL post will further affect net income because net income in the 

presentation format of the income statement is calculated from operating income less 

"Other Income and Expenses," and the FEGL post is part of the "Other Income and 

Expenses" component. 

Based on the background above, this study aims to obtain empirical evidence whether 

the condition of the Rupiah (Rp - IDR), the magnitude of monetary liabilities in foreign 

currencies (MML), and the condition of operating profit (OP) affect the management’s 

aggressiveness to manage earnings through the FEGL post. This research is a proof for the 

Prospect Theory in explaining the problem of earnings management behavior in other 

conditions, namely: the presence of net monetary liabilities in foreign currencies pressures 
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both in conditions of depreciation and appreciation of the Rupiah and conditions of decline 

in operating profit. Methodologically, this study proposes a new measurement model to 

detect earnings management through the FEGL post. 

2 Literature review and hypotheses development 

2.1  Prospect theory 

Prospect Theory underlies the conceptual development of this research. Kahneman and 

Tversky [20] look at behavior in decision making. Prospect Theory explains that people 

give lower weight outcomes that are still possible compared to outcomes that are certain to 

be obtained (certainty effect). This tendency contributes to the risk aversion behavior in 

decision choices that are beneficial (gain) and risk-seeking for adverse decision choices 

(loss). Decision-makers irrationally or emotionally see situations of gain and loss in 

different ways. An adverse situation (loss) brings a more significant emotional impact than 

a favorable situation (gain). If someone frames an outcome as a loss, then it assumes to 

accept a higher risk than the same outcome but using gain framing. 

2.2  Earnings management through the FEGL post 

Management can manage earnings by utilizing PSAK 10. For example, when the 

depreciation of Rupiah, management can increase foreign exchange gains by enlarging the 

post of monetary assets in foreign currencies or reducing foreign exchange losses by paying 

off the monetary liabilities in the foreign currency more quickly. FEGL can also be affected 

by influencing foreign exchange revenue and expense transactions and derivative 

instrument transactions to hedge cash flows due to fluctuations in foreign currencies. This 

real activity is used to make the model normal FEGL. The FEGL model was developed 

with the thought that management can influence the FEGL by enlarging or reducing the 

assets and liabilities in foreign currency, revenue and expense transactions in foreign 

currencies, and instrument transactions for derivative hedging activities on fluctuations in 

currency exchange rates. 

Earnings management through the FEGL post (EMFEGL) in this study was proxied by 

using abnormal FEGL. The absolute value of abnormal FEGL is used as a variable measure 

of management's courage to manage earnings through the FEGL post (ABSEMFEGL). The 

higher ABSEMFEGL score indicates, the more courage management takes management 

actions to influence FEGL. Abnormal FEGL is calculated by the following Equation: 

 Abnormal FEGLit = Total FEGLit − Normal FEGLit  (1) 

 

2.3  Previous empirical research review 

Some researchers investigate whether currency conditions or exchange rates are associated 

with accounting variables. The stock market uses the information on foreign exchange 

gains and losses when valuing stock securities as well as other earnings information. The 

stock market also uses unrealized translation gain and losses information in the equity 

section when assessing stock securities as the other components of earnings [21]. Hsiao and 

Han [22] prove the existence of a positive association between currency exchange rate 

volatility and firm value. These studies show that the foreign exchange gain or loss is one 

of the information considered in investment decisions by investors so that it can motivate 

management to conduct earnings management through the FEGL post. This research 

extends the previous research in two ways. First, in contrast to previous research that looks 

at the response of users of financial statements to currency conditions, this study looks at 
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the side of management's behavior as a provider of financial information. Second, this 

study links the depreciation and appreciation conditions of currencies with earnings 

management. 

The relationship between financial pressures and earnings management can be 

explained through the debt to equity hypothesis. The greater the ratio of debt to equity, 

managers will choose accounting methods that have the effect of increasing profits [4]. 

Managers are proven to manipulate accruals three months consecutively to increase profits 

[3] and increase profits three months before a debt covenant violation [5]. Companies are 

also proven to perform earnings management in the form of income-increasing accruals 

when experiencing financial pressure so that the company gets forgiveness (waiver) from 

creditors and performs income-decreasing when companies restructure their debt or debt is 

renegotiated because their waiver is rejected by creditors [17]. This study extends previous 

research by looking at how the loss situation due to pressure on monetary liabilities of 

foreign currencies will affect the courage of management to manage earnings through the 

FEGL post. 

Research conducted after Healy [1] provides consistent evidence that earnings 

management aims to keep profits positive and avoid earnings decline. Companies do 

earnings management to avoid decreasing profits and losses [23]. Research in Australia 

[24], in South Africa [25] and Malaysia [26] show that companies carry out earnings 

management to avoid decreased earnings. Fujiyama et al. [27] found that companies in 

Finland, Germany, Italy, and Japan carried out earnings management to avoid losses while 

companies in Israel and America carried out earnings management to avoid profit decline. 

When operational performance is poor, companies tend to do income-increasing strategies, 

and when operational performance is very bad, some companies carry out a "big bath" 

strategy [18]. In contrast to previous research, this study wants to prove the prospect theory 

to see whether a risky situation due to a decrease in operating profit will affect the courage 

of management to manage earnings through the FEGL post. 

 

2.4  Hypothesis development 

Earnings management through FEGL post is a decision that management can choose. Three 

variables are suspected to influence the courage of management to do earnings management 

through FEGL post. The three variables are pressure on net monetary liabilities in foreign 

currencies, Rupiah exchange rate conditions, and operating profit conditions. 

When the rupiah exchange rate depreciates against USD, companies that have monetary 

liabilities in foreign currencies greater than monetary assets in foreign currencies are in a 

loss position. They have to recognize the presence of foreign exchange losses causing the 

probability of not achieving the profit target. Besides, monetary liabilities of foreign 

currencies originating from bank loan posts also require companies to comply with 

financial ratios that must be maintained throughout the loan period. If the financial ratios 

are related to net income, then that ratio may not be achieved. Conversely, companies that 

have monetary liabilities in foreign currencies that are smaller than monetary assets in 

foreign currencies are in a position of gain. Prospect Theory explains that the pain when in 

a loss situation will be responded to more than when in a position of gain, so decision-

makers tend to look for risk when in a position of loss. When someone frames an outcome 

as a loss, then he assumes accepting a higher risk than the same outcome but uses gain 

framing. In this research, risk-seeking behavior is manifested in the form of more daring to 

do earnings management through the FEGL post. When the Rupiah depreciates, monetary 

liabilities in foreign currencies greater than monetary assets in foreign currencies are 

considered to be riskier than monetary liabilities in foreign currencies which are smaller 

than monetary assets in foreign currencies, so the first hypotheses are proposed as follow: 
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H1:  When the Rupiah depreciates against USD, the management of companies that 

have monetary liabilities higher than monetary assets in foreign currencies, is more 

courageous to manage earnings through FEGL post than the management that have 

monetary liabilities smaller than a monetary asset in foreign currencies. 

When the Rupiah appreciates, monetary liabilities of foreign currency smaller than 

monetary assets of foreign currencies are considered to be riskier than monetary liabilities 

in foreign currencies greater than monetary assets in foreign currencies, and the second 

hypotheses are as follow:  

H2:  When Rupiah appreciates against USD, the management of companies that have 

monetary liabilities smaller than monetary assets in foreign currencies are more courageous 

to manage earnings through FEGL post than the management of companies that have 

monetary liabilities larger than monetary assets in foreign currencies. 

A loss position also occurs when a decline in operating profit. Conversely, an increase 

in operating profit is considered a gain for company managers. The pain due to the decrease 

in operating profit is greater than the pleasure from the increase in operating profit, 

although in the same amount. A decrease in operating profit compared to the previous year 

could cause a lower probability of meeting the current year's net profit target. Based on this 

explanation, this study hypothesizes: 

H3:  Management of companies that experience a decline in operating profit is more 

daring to do earnings management through the FEGL post than the management that has 

increased operating profit. 

 

3  Research methodology 

This research is a correlational or relational study as it is designed to find out whether one 

or more variables have an association with other output variables [28]. The formulation 

below expresses the multiple regression model to examine the relationships between the 

variables. 

 

ABSEMFEGLit = β0 + β1MMLit + β2OPit + β3RPit + β4TAit + β5LEVit + β6ROAit + β7D1it + 

β8D2it + β9D3it + β10D1it × MMLit + β11D3it × MMLit + β12D1it × D3it × 

MMLit + β13D2it × OPit + εit        (2) 

    

 

ABSEMFEGL is an earnings management action through the FEGL post. MML is a 

condition of foreign currency monetary liabilities as measured by the ratio between net 

foreign currency monetary liabilities and the average total assets. OP is the change in the 

company's operating profit. D1, D2, and D3 are dummy variables that indicate the 

conditions of monetary liability pressures, operating profit conditions, and the condition of 

the Rupiah that is thought to influence earnings management behavior through the 

exchange rate difference. Dummy variable "D1" is a variable to categorize the gain or loss 

situation caused by the pressure of monetary liabilities. The point of reference in this 

situation is a situation of no gain or no loss or a situation where monetary liabilities (ML) in 

foreign currencies are equal to the number of monetary assets (MA). Variable D1 is given a 

score of 1 for companies with an ML higher than MA and a score of 0 for companies with 

an ML smaller than MA. Dummy variable "D2" is a variable to categorize the gain or loss 

situation caused by operational profit conditions. The reference point for this situation is a 

situation of no gain or no loss or a situation where the current year's operating profit (OPit) 

is the same as the previous year's operating profit (OPit-1). The D2 variable is given a score 

of 1 for companies with OPit-1 greater than OPit or companies with OPit smaller than zero 

and a score of 0 for companies with OPit-1 smaller than OPit, or companies with OPit greater 
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than zero. The dummy variable "D3" is a variable to categorize the appreciation and 

depreciation of the Rupiah. The D3 variable is given a score of 1 for the appreciation 

situation and a score of 0 for depreciation. 

This study uses four other variables, namely: Rupiah Condition (RP), total assets (TA), 

Leverage (LEV), and Profitability (ROA). The condition of the rupiah is the strengthening 

or weakening of the rupiah exchange rate against USD, which is calculated by the ratio of 

the increase or decrease in the middle exchange rate of the Rupiah against USD to the 

middle exchange rate at the beginning of the year. Variable Total Assets (TA) is the 

average total amount of assets owned by a company. Leverage variable (LEV) is the ratio 

between total long-term and short-term liabilities and the average total assets. The 

profitability variable is the ratio of net income to the average total assets of the current year. 

This research was conducted on all public companies listed on the Stock Exchange 

except those from the financial industry. The year of observation was 2009-2015. 

Hypothesis testing is done by t-test. Based on the hypothesis formulation set and the 

equation model to test the hypothesis in Equation 2, then: 

 

Hypothesis 1 is proven when: 

β1 < 0, (β1 + β10) > 0 and |β1 + β10| > |β1| 

 

Hypothesis 2 is proven when: 

(β1 + β11) < 0, (β1 + β10 + β11 + β12) > 0 and |β1 + β11| > |β1 + β10 + β11 + β12| 

 

Hypothesis 3 is proven when: 

(β2 + β13) < 0, β2 > 0 and |β2 + β13| > |β2 | 

 

All multiple regression analyses were performed using statistic software. 

4 Result and discussion  

This study uses specific criteria to select research samples. Based on the established 

criteria, there are 203 companies with 1 420 observed data from 2009 to 2015. Based on 

Table 1, there are several phenomena of financial reporting conducted by companies. First, 

there are 93 financial statements from 29 companies that do not present or disclose the 

FEGL, but disclose foreign currency monetary assets and liabilities in their financial 

statements, and 114 financial statements from 41 companies that do not disclose foreign 

currency monetary assets and liabilities, but presents or discloses the FEGL. This 

phenomenon shows that these companies have transactions in foreign currencies, but they 

are inadequate in the presentation and disclosure in their financial statements. These 

companies should disclose in full both the foreign exchange gains and losses and the 

monetary assets and liabilities in foreign currencies. Secondly, there were 47 companies 

that were not found in the 2008 financial statements either on the IDX website or the 

company website. It is not known for certain why the 47 companies' 2008 financial 

statements are not on the IDX website and the company's website. 
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Table 1. Sample frame 

Sampel Criteria 
Number of 

companies 

Companies listed on the IDX based on annual report 2016 (IDX, 2016) 537 Companies 

Minus: Banks, Financial Institutions and Securities Companies 

Companies registered between 2009 to 2016 97 companies 

97 Companies 

132 Companies 

Number of companies sample size 308 companies 

Number of years of observation (2009 to 2015)  7 yr 

The total sample of financial statement data observed 2 156  

Minus: Financial Statements in USD (56 companies.) 

Fiscal year other than December 31 (5 companies.) 

Financial Statements are incomplete or not found on the Web (27 companies.) 

Financial Statements do not disclose MA, ML, and FEGL (30 companies) 

Financial Statements do not disclose FEGL only (29 companies.) 

The Financial Statements do not disclose MA and ML only (41 companies.) 

MA and ML are presented in foreign currencies (3 companies.) 

Financial Statement 2008 was not found on the IDX Web (47 companies) 

 

269 

26 

43 

136 

93 

114 

8 

47 

The sample size complies with the criteria (203 companies.) 1 420 

Source: researcher 

4.1  Variable descriptive analysis for testing the hypotheses 

Table 2. demonstrated the descriptive analysis result of each variable used to examine the 

hypotheses. 

 
Table 2. Variable descriptive analysis result 

 N Min Max Average Deviation Std. 

ABSEMFEGL 
EMFEGL 
MML 
OP 
RP 
TA 
LEV 
ROA 
ABSEMFEGL  
Appreciation of 14.20 % ,2009 
Appreciation of 4.40 % ,2010 
Depreciation of 0.9 % ,2011 
Depreciation of 2.1 % ,2014 
Depreciation of 6.6 % ,2012 
Depreciation of 10.90 %,2015 
Depreciation of 26.00 %, 2013 

1 420 
1 420 
1 420 
1 420 
1 420 
1 420 
1 420 
1 420 

 
175 
235 
222 
199 
202 
187 
200 

0.00 
−0.14 
−1.14 
−0.58 
−0.26 

9.50 
0.00 

−1.23 
 

0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 

0.20 
0.20 
3.25 
0.69 
0.14 

240 731.00 
4.03 
0.97 

 
0.07 
0.05 
0.03 
0.05 
0.10 
0.06 
0.20 

0.0079 
−0.0001 

0.1105 
0.0091 

−0.0401 
6 094.7895 

0.2736 
0.0485 

 
0.0117 
0.0052 
0.0037 
0.0043 
0.0063 
0.0087 
0.0168 

0.01364 
0.01575 
0.29055 
0.07285 
0.11404 

16 879.84614 
0.31723 
0.12741 

 
0.01385 
0.00700 
0.00484 
0.00680 
0.00973 
0.01000 
0.02654 

Sumber: Statistic software result 
Note: EMFEGL = earnings management through the FEGL post, RP = percentage increase (decrease) 
in the Rupiah exchange rate against USD at the end of the year compared to the beginning of the year, 
MML = pressure on monetary liabilities, OP = Operating Profit conditions, TA = average total assets, 
LEV = ratio of total debt to average total assets, ROA = ratio of net income to average total assets. 

 
Table 2. shows that the average difference between the actual FEGL and the normal 

FEGL reported by the company is 0.79 % of the average of their total assets. The higher 
ABSEMFEGL number shows, the bolder companies do earnings management through the 
FEGL post. The highest ABSEMFEGL score occurs when Rupiah's appreciation and 
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depreciation is the highest. When the rupiah appreciated 14.4 %, the ABSEMFEGL score 
was 1.17 %, and when the Rupiah depreciated 26 %, the ABSEMFEGL score was 1.68 %. 
This shows that companies in situations of high rupiah appreciation or depreciation are 
more willing to manage earnings through the FEGL post compared to situations of low 
rupiah depreciation or appreciation. The EMFEGL average for all observations was 
negative 0.000 1, which means that the average sample data had an actual FEGL of 0.01 % 
less than the average of their total assets. 

The average sample company has net foreign currency monetary liabilities of 11.05 % 
of its average total assets. The largest value of the variable foreign currency net monetary 
liabilities is 325 % or 3.25 times the average total assets. Companies with net liabilities that 
are greater than the total assets can be accounted for with certainty that they have negative 
equity or experience capital deficiency. The minimum value is negative at 1.14. Negative 
numbers indicate that the amount of monetary liabilities is smaller than the monetary assets 
of foreign currencies. A minimum negative value of 1.14 means that the total net monetary 
assets of the company are 114 % or 1.14 times the average total asset. The average sample 
company experienced an increase in operating profit by 0.91 % from the average of their 
total assets. 

The entire sample company has an average total asset of IDR 6 094.79 × 109. For 
hypothesis testing, this variable unit is transformed to billion per one million. The average 
sample company had a total loan of 27.36 % of its average total assets. The average sample 
company has a net profit of 4.85 % of the average of their total assets. 

The variable condition of the Rupiah currency is the condition of strengthening or 
weakening of the Rupiah exchange rate against USD in the form of a percentage increase or 
decrease in the average exchange rate of the Rupiah against USD. Table 3. shows the 
conversion rate of USD to IDR, and it can be seen that IDR appreciated against USD in 
2009 to 2010, and depreciated from 2011 to 2015. 

 

Table 3. Exchange rate of IDR against USD 

Year The middle rate at 

the beginning of the 

year  

(IDR / 1 USD) 

Year-end middle rate 

(IDR / 1 USD) 

Decrease (Increase)  

(IDR / 1 USD) % 

2009 
2010 
2011 
2012 
2013 
2014 

2015 

10 950 
9 400 
8 991 
9 068 
9 670 

12 189 

12 440 

9 400 
8 991 
9 068 
9 670 

12 189 
12 440 

13 795 

1 550 
409 
−77 

−602 
−2 519 

−251 

−1 355 

14.2 
4.4 

−0.9 
−6.6 

−26.0 
−2.1 

−10.9 

Source: www.bi.go.id/id/moneter/informasi-kurs/transaksi-bi/default.aspx  

4.2 Hypothesis testing results 

Based on the significance of the F value in Table 4 shows that the regression model meets 
the goodness of fit with a significance level of 1 %. Model 1 and model 2 each have an 
adjusted R Square of 0.152 and 0.234, which means that all independent variables can 
explain for 15.2 % and 23.4 % changes in the dependent variable of earnings management 
through the FEGL (ABSEMFEGL) post. Model 2 has an adjusted R Square that is larger 
than model 1 because model 2 considers the gain and loss situations caused by the 
conditions of MML, RP, and OP. 

Model 2 in Table 4 presents hypothesis testing. Hypothesis 1 explains the association 
between MML and ABSEMFEGL by considering the gain and loss conditions due to the 
condition of MML in the depreciation situation of Rupiah. Based on Table 4, it is known 
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that β1 is equal to - 0.029, and β10 is equal to 0.049, so that (β1 + β10) is equal to 0.020. 
These results indicate that the slope of the line at the loss position (β1 + β10) is more slightly 
than the slope of the line at the gain position β1, so it can be concluded that hypothesis 1 is 
not supported. In the rupiah depreciation situation, companies in the position of gain, 
because they have monetary liabilities of foreign currencies, are smaller than monetary 
assets of foreign currencies, actually they are more aggresive to manage earnings through 
FEGL post compared to companies that are in a position of loss because they have 
monetary liabilities of foreign currency greater than monetary assets of foreign currencies. 
Hypothesis 2 explains the association between MML and ABSEMFEGL by considering the 
gain and loss conditions due to the condition of MML in the Rupiah appreciation situation. 
Based on table 4, it is known that β1 is equal to - 0.029, β10 is equal to 0.049, β11 is equal to 
0.011 and β12 is equal to - 0.020, so that (β1 + β11) is equal to - 0.018 and (β1 + β10 + β11 + 
β12) is equal to 0.011. Based on this score it can be seen that the slope of the line at the loss 
position (β1 + β11) is steeper than the slope of the line at the gain position (β1 + β10 + β11 + 
β12), so hypothesis 2 is supported. In a situation of Rupiah appreciation, a company in a loss 
position because it has monetary liabilities in foreign currency is smaller than monetary 
assets of foreign currencies more aggresive to manage earnings through the FEGL post 
compared to companies that are in a position of gain because they have monetary liabilities 
in foreign currency greater than monetary assets in foreign currency. 

Hypothesis 3 describes the association between OP and ABSEMFEGL by considering 
the gain or loss situation caused by operating profit conditions. Based on model 2 in                        
Table 4, it can be seen that β2 is equal to 0.014, and β13 is equal to - 0.035, so that (β2 + β13) 
is equal to - 0.021. Based on this score, it appears that the slope of the line at the loss 
position (β2 + β13) is steeper than the slope of the line at the gain position (β2), so it can be 
concluded that hypothesis 3 is supported. Companies at a loss due to a decrease in the OP 
are more aggresive to do earnings management through the FEGL post than companies at a 
position of gain due to OP increases. 

Table 4. Model Fitness and Hypotheses Testing (N = 1 420) 

 Model 1  Model 2 

 B SE t - stat  B SE t - stat 

Constant 

MML 
OP 

RP 

TA per 1 mill. 
LEV 

ROA 

D1 
D2 

D3 

D1xMML 
D3xMML 

D1xD3xMML 

D2xOP 

0.005 

0.013 
0.007 

−0.022 

−0.045 

0.003 

−0.006 

0.001 

0.001 
0.005 

0.003 

0.020 
0.001 

0.003 

9.952 

9.147 
1.423 

−7.559 

−2.268 

2.367 

−2.180 

*** 

*** 
 

*** 

** 
** 

** 

 −0.001 

−0.029 

0.014 

−0.042 

−0.028 

0.002 

−0.006 

0.002 

−0.001 

0.008 

0.049 

0.011 

−0.020 

−0.035 

0.001 

0.005 
0.007 

0.004 

0.019 
0.001 

0.003 

0.001 
0.001 

0.001 

0.006 
0.011 

0.011 

0.011 

−0.892 

−5.551 

2.088 

−10.738 

−1.496 

1.600 

−2.141 

2.122 

−0.765 

7.609 

8.892 

1.054 

−1.775 

−3.043 

 

*** 
** 

*** 

 
 

** 

** 
 

*** 

*** 
 

* 

** 

R Square 

Adj. R Square 

F - statistc 

Sig 

0.156 

0.152 
43.484 

  0.000 

 0.241 

0.234 
34.427 

0.000 

Source: Statistic software result. 

Remarks: The dependent variable is earnings management through the FEGL post (ABSEMFEGL). 

MML = pressure on monetary liabilities, OP = condition of Operating Profit, RP = percentage increase (decrease) 
of Rupiah exchange rate against USD at the end of the year compared to the beginning of the year, it. TA per  

1 × 106 = average total assets, LEV = ratio of total debt to average total assets, ROA = ratio of net income to 

average total assets, D1 = dummy variable, 1 = MML > 0, D2 = dummy variable, 1 = OP < 0, D3 = dummy 

variable, 1 = appreciation condition or IDR > 0, *** = significant level at 1 % level; ** = significant level at 5 %; 

* = significant level at 10 % 
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4.3 Discussion 

Empirical data was not supported to confirm the research hypothesis in rupiah depreciation. 

Companies in the gain position are more aggresive to do earnings management through the 

FEGL post compared to companies that are in a position of loss. In a depreciation 

condition, companies that have monetary liabilities in foreign currencies are smaller than 

the monetary assets of foreign currencies in a position of gain. Conversely, they are in a 

loss position when having monetary liabilities in foreign currencies that are greater than 

monetary assets in foreign currencies. In the financial statements, the monetary assets in 

foreign currencis were cash and cash equivalents and trade receivables, while the monetary 

liabilities in foreign currency were short-term loans, long-term loans, and others. When the 

company gets a loan, the company gets supervision from the lending institution. 

Supervision of lenders causes managers of companies with monetary liabilities in foreign 

currencies to be higher than monetary assets in foreign currencies performs earnings 

management less than companies that have smaller monetary liabilities in foreign currency 

than monetary assets in foreign currencies. 

This research has supported the hypothesis that companies that are at a loss position are 

more aggresive to do earnings management by utilizing the FEGL post than companies that 

are at a position of gain. In a condition of appreciation, a company that is at a loss position 

is a company that has monetary liabilities in foreign currencies that are smaller than 

monetary assets. Companies that have monetary liabilities in foreign currencies that are 

smaller than monetary assets have lower covenant compliance and supervision of lending 

institutions, so they are more willing to manage earnings through the FEGL post. These 

empirical results confirm the Prospect Theory that the fundamental phenomenon of risky 

and uncertain choices is that losses appear to be higher than gains [20]. The more 

courageous act of making earnings management through the FEGL post was the act of 

looking for risk because the manager's opportunistic actions can be known by users of 

financial statements. 

This research confirms the hypothesis that a company that is in a loss position due to a 

decrease in operating profit is more willing to do earnings management by utilizing the 

FEGL post compared to a company that is in a position of gain that has increased operating 

profit. This empirical evidence confirms Prospect Theory in the context of the operating 

profit situation. Companies that experience a decline in operating profit behave more 

bravely doing earnings management through the FEGL post. These results are in line with 

previous research; namely, when operational performance is inferior, some companies carry 

out a "big bath" strategy [18]. In contrast to Yoon & Miller's research that measures 

operational performance using cash from operating activities, this study proves that the 

company carries out earnings management through the FEGL post. 

5  Conclusions 

This study aims to prove the existence of Prospect Theory in the context of earnings 

management, specifically earnings management in foreign currency transactions. The 

results of this study prove that on the condition of rupiah depreciation, company managers 

who are in a position of gain are more daring to do earnings management compared to 

managers who are in a position of loss. These empirical results contradict the research 

hypothesis based on the Prospect Theory that managers who are in a loss position will be 

more willing to manage earnings through FEGL than managers who are in a position of 

gain. This research succeeded in proving the existence of Prospect Theory under conditions 

of appreciation of the Rupiah and the decline in operating profit. In a condition of Rupiah 

appreciation, companies that are at a loss position because they have monetary liabilities of 
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foreign currency are smaller than monetary assets of foreign currencies more daring to 

manage earnings through the FEGL post compared to companies that are in a position of 

gain that has more significant foreign currency monetary liabilities compared to monetary 

assets of foreign currencies. Companies that are in a position of loss due to a decline in 

operating profit compared to the previous year are more willing to do earnings management 

through the FEGL post compared to companies that are in a position of gain that has 

increased operating profit compared to the previous year. 

Theoretically, this study provides the benefit of developing Prospect Theory in 

explaining the problems of earnings management behavior in conditions of monetary 

liability pressures both in terms of appreciation and depreciation of the Rupiah as well as 

operating profit pressures. Methodologically, this study proposes and successfully proves a 

new measurement model to detect earnings management through the FEGL post. Finally, 

the results of this study contribute to the accounting literature and accounting reporting 

policymakers, that earnings management can be done by utilizing the FEGL post.  

This study has limitations, first, in terms of measuring earnings management variables 

through the FEGL post. To estimate a normal FEGL, the FEGL model requires consistency 

in the reporting currency. When a company changes its reporting currency in the period, the 

company is not included in the sample. Second, the revenue transaction variable in foreign 

currencies used to estimate the normal FEGL only comes from the export sales. Revenues 

in foreign currencies other than from export sales cannot be obtained in the notes to 

financial statements. 
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