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ABSTRACT

The return on investment is defined by the gains derived from increasing stock prices and dividends. A higher return correlates
with an elevated share price, indicating robust company performance. The COVID-19 pandemic has been a significant factor
contributing to performance declines across various sectors; however, the pharmaceutical industry has notably experienced a
surge in stock prices. Following the pandemic, there has been a general trend of decreasing share prices within this sector. To
maintain stable returns, companies often resort to earnings manipulation through accruals and real activities. The application of
accruals, which involves the implementation of accounting policies and estimates alongside the manipulation of actual activities,
is anticipated to enhance corporate profits, thereby leading to an increase in the returns received by investors. Based on the
mentioned background this study aims to provide empirical evidence regarding the impact of such earnings manipulation on the
stock returns of pharmaceutical companies. The research spans an eight-year period from 2016 to 2023, encompassing both pre-
and post-COVID-19 phases. Hypotheses were evaluated using panel data regression, supplemented by t-tests for additional
validation. Findings indicate that prior to the pandemic, companies predominantly employed real activities to enhance stock
returns. Conversely, during the COVID-19 period, there was a lack of reliance on earnings manipulation via accruals and real
activities to boost stock returns. The t-test results reveal no significant differences in the use of earnings manipulation techniques
before and after the pandemic. This study contributes theoretically to the understanding of earnings manipulation practices,
highlighting the need for investors to exercise caution in their investment decisions, regardless of the prevailing economic
conditions.
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INTRODUCTION

In the context of escalating industrial competition, companies are increasingly vying for the attention of potential investors to
stimulate interest in their investment opportunities. A pivotal strategy for attracting investors involves the dissemination of
financial information that accurately reflects the company's performance. Such financial data is typically derived from the financial
statements released by the company on a quarterly or annual basis. The information contained within these reports serves as a
critical factor in capturing investors' interest, particularly details regarding the company's profitability or losses. A profitable
outcome is generally perceived as favorable news for investors, indicating the company's capacity to generate earnings and enhance
its overall value. Conversely, a reported loss is viewed negatively, as it suggests a decline in the company's value, which may deter
potential investors from committing their resources. In recent years, the pharmaceutical sector has garnered significant attention
from investors, particularly following the surge in share prices during the COVID-19 pandemic. This sector continues to be
regarded by investors as a viable option for sustained growth in the coming years. The subsequent analysis will provide an overview
of the returns generated by the pharmaceutical sector from 2016 to 2023.

Average Stock Return of Pharmaceutical Sector

45 Companies 2016-2023

4
3.5

3
2.5

2
1.5

1
0.5

0
0 52015 2016 2017 2018 2019 2020 2021 2022 2023 2024

Source: processed by researchers




South East Asia Journal of Contemporary Business, Economics and Law, Vol. 33, Issue 1 (Dec)

ISSN 2289-1560

The stock performance of pharmaceutical companies in Indonesia during the onset of the pandemic yielded significant advantages,
as the heightened demand for medications and vitamins to bolster immunity became a primary consumer focus. However, as the
pandemic transitioned into an endemic phase, investor interest has notably waned, leading to a decline in share prices, particularly
in 2021. Despite this downturn, several companies within the pharmaceutical sector began to witness a resurgence in share prices
from 2022 to 2023, indicating that the sector continues to attract investor interest. Earnings management refers to the strategic
actions taken by management to manipulate reported profits in financial statements. Management possesses the discretion to select
accounting methods and policies, which can result in information distortions for investors, potentially leading to erroneous
investment decisions. A notable instance of earnings management within Indonesia's pharmaceutical sector involves PT Kimia
Farma, which has recently come to light. In 2023, PT Kimia Farma reported a relatively strong performance with increased sales
compared to 2022; however, it failed to deliver the anticipated profits (CNN, 2024). The company reported a loss despite the
growth in sales. Investigations conducted by both internal and external auditors revealed fraudulent activities by a subsidiary that
had submitted its financial reports in a non-transparent manner from 2021 to 2022. This subsidiary reported unusually high
expenses during that period, a deviation from previous trends, which adversely affected PT Kimia Farma's financial statements
from 2021 to 2023 and remains under investigation.

This study was undertaken due to the discrepancies identified in prior research. According to (Alexander & Christina,
2022; Moardi et al., 2020), accrual earnings management is posited to influence stock returns. Conversely,(Omush et al., 2019)
argue that accrual earnings management does not impact stock returns. Additionally, (Alexander & Christina, 2022; Ali & Bansal,
2023; Putri & Fitri, 2021), assert that real activity manipulation affects stock returns, while (Rachman et al., 2021) contend that
real activity manipulation has no effect on stock returns. Consequently, this research aims to re-evaluate these claims, focusing
specifically on the effects of earnings management before and during the COVID-19 pandemic, thereby introducing a novel
perspective to the existing literature. This study emphasizes Indonesia due to its relatively superior capital market performance
compared to several ASEAN nations, as evidenced by a significant market capitalization value (Ipotnews, 2020). Consequently,
the Indonesian stock market presents a compelling subject for investigation, particularly as it has maintained a considerable market
capitalization even throughout the pandemic.

This research primarily employs signal theory as its foundational framework. Signal theory posits that corporate
managers disseminate information that serves as signals to guide investors in their decision-making processes. When managers
convey positive information, it acts as an affirmative signal to sharcholders; conversely, negative information serves as a
detrimental signal (Ghozali, 2021; 166). For instance, alterations in a company's accounting policies by management can serve as
a signal for shareholders, influencing their investment decisions regarding the firm. Additionally, agency theory is pertinent to this
investigation. Agency theory elucidates the dynamics of the agency relationship, characterized as a contractual arrangement
wherein management (the agent) operates on behalf of one or more stakeholders (the principal). The agent is entrusted by the
principal to make optimal decisions that align with the principal's interests (Ghozali, 2021; 86).

Earnings Management and Stock Return

Gitman and Zutter (2019; 311) characterize return as the overall profit or loss derived from an investment over a specified
timeframe. This is determined by taking the sum of cash distributions received during the period, along with any changes in the
investment's value, and dividing this total by the initial value of the investment at the start of the period. The returns can be
categorized into two types: unrealized gains, which arise from increases in stock market prices, and dividends. An increase in either
the stock price or the dividends distributed will enhance the stock return realized by investors.

Earnings management refers to the practices employed by managers to manipulate financial statement figures,
particularly profits, for their own advantage, which ultimately compromises the integrity of reported earnings (Subramanyam and
John, 2019). This manipulation can create information asymmetry, adversely affecting stakeholders who rely on these financial
statements for investment decisions. There are two primary methods of earnings management: the accrual approach and the real
activities approach. The accrual approach involves leveraging accounting policies and estimates that favor management, while the
real activities approach entails altering operational activities, such as modifying expenses or revenues, to artificially inflate reported
profits.

Research conducted by (Alami, 2021; Ali & Bansal, 2023; Bansal et al., 2021; Firmansyah et al., 2021; Moardi et al.,
2020; Putri & Fitri, 2021), indicates that accrual and real earnings management and has a significant impact on stock returns. This
suggests that such management practices serve as a favorable signal to investors, as the actions taken by management to enhance
profits are perceived positively in the market, thereby increasing investor interest. Despite the potential lack of transparency and
the possibility of manipulation within the financial statements, this practice is still interpreted as a positive indicator for investors.
The implementation of policies and estimates that inflate reported earnings is likely to elevate the company's share price,
consequently enhancing the returns for investors.

Conversely, (Alexander & Christina, 2022; Kumar et al., 2021) assert that real activity manipulation and accrual earnings
management negatively influences stock returns. This indicates that alterations in operational activities are viewed as detrimental
signals for investors. Profits derived from such manipulations are often seen as non-compliant with established regulations, leading
to potential losses for investors. Awareness of these manipulative practices may deter investors from committing capital to the
company, resulting in a decline in stock prices and adversely affecting the returns provided by the firm. Drawing from signal and
agency theory, fraudulent activities within a company's financial statements can convey mixed signals to investors. The pursuit of
high returns by investors may inadvertently motivate company management to engage in financial statement manipulation. While
investors may benefit from elevated returns, management also reaps rewards from perceived strong performance.

Earnings management serves as a strategy to enhance stock returns. Prior to the onset of COVID-19 in Indonesia,
companies exhibited stable performance, which resulted in minimal engagement in extensive earnings management practices.
However, the pandemic adversely affected corporate performance, increasing the likelihood of companies resorting to earnings
management. Notably, pharmaceutical companies maintained relatively strong conditions both before and during the pandemic.
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Nevertheless, an analysis of their performance following the initial outbreak reveals that several pharmaceutical firms experienced
a downturn. Consequently, the hypothesis formulated is as follows:

H1 Accrual earnings management has positive effect on stock return before and post Covid.
H2 Real earnings management has positive effect on stock return before and post Covid.

The following is the framework of this research:

Accrual Earnings
Management

Stock Return

Real Earnings
Management

Figure 1. Research Framework
METHOD

This research examines five pharmaceutical firms that are publicly traded on the Indonesia Stock Exchange. The selection of these
companies is attributed to their prominence during the COVID-19 pandemic. The study spans an eight-year period, divided into
two segments: the pre-COVID era from 2016 to 2019 and the post-COVID era from 2020 to 2023. A purposive sampling method
was employed to choose the research sample. To evaluate the hypotheses, panel data regression analysis was conducted. Panel
data integrates both cross-sectional and time series data, allowing for analysis through the EViews software (Alghifari, 2021). The
research utilizing a common effect model determined through the Chow test and the LM test.

The assessment of each variable is presented in the table below.

Tabel 1. Variable Measurement

Variable Measurement

Stock Return [ Pt — Pt-1 + Divt (Omush et al.,
- Pt-1 2019)
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RESULT

The subsequent section provides an overview of the findings from the descriptive statistics as well as the outcomes of hypothesis
testing for each research model.

Tabel 2. Descriptive Statistic Results

Variabel Minimum Maximum Mean Standard Deviation
Return -0,3372 0,5796 0,0851 0,2217
DACC 0,0072 0,4280 0,0924 0,0808

REM 0,0209 0,6191 0,2465 0,1705

Sources: Data Processing Result

The data presented in the table indicates that investors in the pharmaceutical sector experienced an average return rate of 8.51
percent over an eight-year period. When this figure is annualized, it translates to an average return of 1 percent per year, a rate that
is relatively modest in comparison to other industry sectors. Furthermore, the maximum values for accrual earnings management
and real earnings management are recorded at 0.42 and 0.61, respectively. This suggests that companies within the pharmaceutical
sector tend to rely more heavily on real activity manipulation as a strategy to enhance their profit margins.

Prior to performing hypothesis testing, a t-test is executed to assess potential differences in earnings manipulation
practices before and after the onset of COVID-19. The findings from this analysis indicate that there are no significant differences
in earnings manipulation, whether assessed through accruals or real activities, in the periods preceding and following the pandemic.
Consequently, the conclusion drawn from these results suggests that companies will continue to engage in earnings management
strategies to align with investor objectives and expectations. The outcomes of this t-test are presented in the table below.

Tabel 3. T-test result

Sig.
ACC (Before — After) 0,190
REM (Before — After) 0,210
Sources: Data Processing Result

Tabel 3. Hypothesis Result

Variable Before Covid Post Covid Overall

Coef. Prob. Coef. Prob. Coef. Prob.
Constanta -0,0913 0,5035 0,0797 0,5127 0,0559 0,4667
ACC -0,2291 0,7100 -0,8554 0,2392 -0,7483 0,0790%*
REM 1,0159 0,0411* 0,2871 0,2273 0,3991 0,0493*
F. Stat 4,0247 0,0371* 1,9414 0,1740 4,9743 0,0122*

Sources: Data Processing Result

The findings indicate that prior to the COVID-19 pandemic, companies within the pharmaceutical sector engaged in earnings
management through real activities, which subsequently led to an enhancement in their stock returns. This manipulation of
earnings, achieved through adjustments in sales figures and expenses, served to attract investor interest in purchasing shares of
these companies. An increase in investor demand for shares consequently resulted in higher stock returns. Management
performance that aligns with investor expectations fosters greater confidence among investors, encouraging them to invest in
company shares, even when profits are artificially inflated. However, the results reveal that during and after the pandemic, earnings
management no longer influenced stock returns. During the pandemic, profit increases were primarily driven by heightened
demand for medicines and medical devices, negating the necessity for earnings management to boost stock returns. Post-pandemic,
companies refrained from manipulating earnings due to the unavoidable economic downturn. The three-year global COVID-19
crisis precipitated a significant economic decline, the repercussions of which continued to affect companies even after the
pandemic's conclusion.

Test results encompassing the entire year indicate that earnings management, whether through accruals or real activities,
has a significant impact on stock returns. The effects of these two methods differ markedly. Engaging in manipulation by exploiting
gaps in accounting policies can lead to a decline in a company's stock return (Alexander & Christina, 2022; Kumar et al., 2021).
This occurs because the chosen accounting policies are reflected in the financial statements; thus, when investors identify a policy
that may be detrimental to their interests, it sends a negative signal, ultimately diminishing the company's return value. In contrast,
companies that engage in real activity manipulation often experience an increase in returns. This form of manipulation is less
apparent in financial statements, as it involves alterations in numerical data. When a company reports profit growth through such
manipulation, it serves as a positive signal to investors, thereby enhancing the company's stock return, despite the reported profits
lacking transparency and not aligning with actual performance (Bansal et al., 2021; Putri & Fitri, 2021).
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CONCLUSION

Return refers to the financial gains realized by investors through dividends and share appreciation. Investors typically seek a
substantial return, which has led to the practice of profit manipulation to meet these expectations. The global impact of the COVID-
19 pandemic resulted in a significant decline in returns, with lingering effects still observable today. This study aims to provide
empirical evidence regarding the relationship between earnings management—specifically through accruals and real activities—
and stock returns. Focusing on companies within the pharmaceutical sector, the findings indicate that prior to the pandemic,
earnings management via real activities positively influenced stock returns. However, during and after the pandemic, this
relationship diminished, suggesting that earnings management no longer significantly impacted stock returns. The manipulation of
profits served as a favorable indicator for investors, contributing to increased stock returns before the onset of COVID-19. The
desire for enhanced financial well-being prompted companies to engage in profit manipulation prior to the pandemic; however,
the economic challenges posed by COVID-19 hindered such practices, resulting in a lack of impact on stock returns in the post-
pandemic period. Furthermore, additional comparative analyses reveal no significant differences in earnings management practices
before and after the pandemic, indicating a persistent tendency for companies to engage in such manipulation. The study offers
theoretical insights for investors, highlighting the ongoing instances of manipulation that persist both prior to and following the
Covid pandemic. It is imperative for investors to exercise greater caution when selecting companies in which to invest. The
manipulative practices identified may pose significant risks to investors. Furthermore, this research serves as a valuable resource
for future studies that explore similar themes. Foreign investors from outside Indonesia may utilize the findings of this study as a
literature review regarding the state of the Indonesian capital market, characterized by significant volatility in stock prices. This
fluctuation in stock prices could be attributed to the presence of information that lacks the transparency reflected in the results of
this research.
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