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Abstract

This paper examines the moderating impact of capital structure on the relationship be-
tween government subsidy, strategic profitability and financial strength of state-owned 
enterprises in Indonesia. A purposive sampling is used and data were collected from 
seven state-owned enterprises over the period of 2005 to 2016. The empirical evidence 
provided by this paper indicates that government subsidy has a significant negative 
impact on the financial strength, which means that the state-owned enterprises are 
difficult to manage the company independently if the government continues to pro-
vide subsidies or additional capital. This study also found that strategic profitability 
has a significant positive impact on the financial strength, which means there are op-
portunities for management to perform profitability practice of earnings management 
as strategic to enhance the level of financial strength of the company. However, capi-
tal structure is strengthening the relations of ‘government subsidy’ and ‘real earnings 
management’ with the financial strength. So far, it is still little known how ‘capital 
structure’ affects the relationship between government subsidy and financial strength, 
specifically in the case of state-owned enterprises. 
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INTRODUCTION

Government subsidy policies are commonly used around the world. 
However, these subsidy programs are used to target particular demo-
graphics or industrial sectors (e.g., subsidies for low-income housing, 
state owned enterprises, farmers, academic students or small-scale 
business). Indonesia had subsidy policy for state-owned enterprises 
in response to the global economic crisis. This policy stands out as 
unique, because it was applied on very large scale across a broad cross-
section of economic sectors. Indonesian government subsidy scheme 
has unique attributes and has attracted controversy from both local 
analysts and policy-makers. Government subsidy in 2016 amounted 
to IDR Rp 201 billion to help state-owned enterprises. Thus, further 
assuring that the state company depends entirely on government 
funding, and even threatened with bankruptcy if they do not get help 
from government funding because negative profitability gap is quite 
wide. On the other hand, the researchers argued that the subsidies 
were necessary to stop the sharp decline in drivers of aggregate de-
mand, i.e., gross exports and domestic investment (Tran, H. N., 2008; 
Tran, X. G., 2008; Cao, 2009). In addition, some researchers argued 
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that economic contraction was due to economic policies that created excess investment through cheap 
credit terms and conditions. In these circumstances, a large-scale subsidy policy would generate high 
inflation and increase the trade deficits (Vu, 2008; Vu, Nguyen et al., 2009; Dinh, 2009). Until now, only 
a few studies have investigated the government subsidy and its impact on the financial strength of state-
owned enterprises. Previously, the authors primarily harnessed descriptive methods to investigate the 
impact of the government subsidy program. To date, there is no robust quantitative evidence on the true 
impact of government subsidy on business activity and overall economic performance of state-owned 
enterprises.

The principal issues are raised in this study such as: (a) How does the government subsidy affect the fi-
nancial strength of the state-owned enterprises? (b) How does the strategic profitability affect the finan-
cial strength of state-owned enterprises? (c) How does the capital structure affect the financial strength 
state-owned enterprises of Indonesia (d) Does capital structure strengthen the relationship between the 
government subsidy and financial strength of the state-owned enterprises? Moreover, (e) Does capital 
structure strengthen the relationship between the strategic profitability and the financial strength of 
state-owned enterprises? The outcome of this study provides an overview what the factors affecting the 
financial strength of state-owned enterprises are, so it is helpful for management and shareholders in 
decisions regarding government subsidy, strategic profitability, and capital structure.

The paper is organized as follows. Next section presents the brief literature review of the study and the 
design of hypotheses used in this study. Section 2 describes the research methods and research models 
used to investigate these phenomena. Section 3 presents the results and discussion of findings. Section 
4 presents the limitation and future research. Final section offers some concluding remarks and policy 
implications.

1. LITERATURE REVIEW AND 

RESEARCH HYPOTHESES 

DEVELOPMENT

This research aims to investigate and analyze the 
phenomena that occur in state-owned enterprises 
still expecting assistance from government fund-
ing in the form of subsidies or in the form of eq-
uity participation. At a large scale, state-owned 
enterprises should operate efficiently and have a 
significant market share to meet their needs by 
managing to fund for operation and investment. 
The company has a cost structure which is only 
efficient if firms are managed optimally and re-
sources are used on a rational basis such as hu-
man resources in sufficient quantity and quality, if 
firms have the technology to produce the product 
or service as expected by consumers, are able to 
set prices on the economic level and get their re-
turn on investment and to develop business on a 
larger scale and at the global level. However, the 
state-owned enterprises are facing a threat due to 
the low level of financial strength, even threatened 
with bankruptcy if not assisted by government 

funding. This study examined the important fac-
tors affecting the financial strength of state-owned 
companies, as well as analyzing and informing 
about the role of these factors. Hence, it can serve 
as the basis for making decisions to improve the 
financial strength ratings of the company. One of 
the factors that hinder the financial performance 
of state-owned enterprises was negative profitabil-
ity gap. Moreover, two proxy variables, “real earn-
ings management activities” and “accruals earn-
ings management”, are used. Another important 
factor, ‘capital structure’, is analyzed using the 
debt to equity ratio, but it functions as a moderat-
ing variable (Hassan & Marimuthu, 2016c). It was 
measured whether the capital structure strength-
ens or weakens the relationship between the de-
pendent and independent variables. Haron et al. 
(2009) and Hadlock and Sonti (2010) used Altman 
(1983, 1984) with the consideration of five finan-
cial ratios and three criteria for the assessment 
underlying that can describe the level of financial 
strength of the company. Based on this consider-
ation, we employed Altman approach in 1984 to 
determine the financial strength of state-owned 
enterprises, while the sensitivity analysis was used 
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to reflect consistency and compare the calculation 
results for conformity with empirical facts.

1.1. Agency theory

According to Jensen and Meckling (1976), agency 
theory stated that there is agency relationship be-
tween the principal owner of the firm and manag-
er as an agent to perform operations. The principal 
of the company allows the agent of the company 
to take the best decision to enhance the firm per-
formance. This study investigated management ef-
forts to improve the financial strength of the com-
pany and to analyze the factors that influence the 
strategic steps to obtain optimal results, to meet 
the targets set by the principal, state-owned enter-
prises state-owned enterprises or the government 
as stockholder. On the other hand, management 
actions that decrease the level of financial strength 
of the company lead to agency problem.

1.2. Financial strength

Financial strength as the dependent variable was 
measured with Altman approach, as Haron et al. 
(2009) argued that the five financial ratios can 
declare the financial strength such as strong cat-
egory or not bankrupt, medium or gray area, and 
weak or insolvent. The financial statement pre-
sented by the company periodically describes a 
written information that quantifies the financial 
strength of the company. Hence, we can know the 
condition and level of the company in the catego-
ry of strong, medium and weak. In order to ana-
lyze the factors that influence financial strength, 
this study used several independent variables as-
sociated with financial statement items that affect 
financial strength. Empirical evidence showed 
that the number of state-owned debt increases 
significantly from time to time, which exceeds 
the ability of the company’s liquidity to pay off 
the mortgage debt and the interest on the loan to 
be paid so that short-term solutions do include 
a search for a new loan to pay off maturing debt 
(Hassan et al., 2015b). Inability to pay off the debt 
repayment and interest shows that the use of loan 
funds does not help to generate returns for return 
on investment, and this means that the invest-
ment made by the company is less feasible. This 
is what motivates to conduct this research, and 
choose capital structure as a moderating variable 

whether it is strengthening the influence of the 
independent variable and strategic profitability 
and government subsidy on the financial strength 
of state-owned enterprises.

1.3. Government subsidy

According to Dinar and Yaron (1992) and 
Schreiner (1997), subsidies are meant to support 
an impact on the development of the company 
through research and development that help to 
create innovation and enhance company sales. 
The subsidies by the government will encourage 
economic growth through state-owned enterpris-
es as drivers of growth in the industry, business 
and other sectors. They provide the social and 
economic benefit within a society such as edu-
cation, health, and welfare of the community as 
a whole. The subsidy has an impact on economic 
growth, as electricity prices are lower, fuel prices 
are much cheaper, rail freight rates are affordable. 
Prices treated by state-owned enterprises are lower 
than the cost of goods sold and cause losses, so 
the government should set up some funds in the 
form of subsidies or additional capital. In addition, 
González (2005) suggested that the negative prof-
itability gap is fundamental to give subsidies, and 
if the subsidy is given to the company, it will en-
courage the development of innovation and prog-
ress. However, if it is not given, then the company 
will bear the loss because of costs greater than the 
reception. Based on the discussion, the following 
hypothesis was developed:

H1: Government subsidy has a significant posi-
tive impact on the financial strength of state-
owned enterprises.

1.4. Strategic profitability

According to Glueck and Jauch (1999) and Aulia 
and Ikhwana (2012), current strategic manage-
ment decisions and actions that lead to the effec-
tive development help in achieving company’s 
goals. Companies need to determine alternative 
targets that enhance and attain maximum prof-
itability. As a result, managers should focus on 
enterprise resource utilization to optimize the 
achievement of these goals. Earnings management 
is often used for income smoothing, an initial 
public offering, the interests of management and 
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employee bonuses. It complies with the covenants 
bank lending, the face of the election of new man-
agement, etc. The strategies to achieve the profit-
ability targets use the real approach of earnings 
management activities’ and ‘accruals earnings 
management’. In accordance wiht Scott (2012) 
and Taco and Ilat (2016) studies, earnings man-
agement practice is to select the appropriate poli-
cies and existing accounting standards to maxi-
mize the market value of the company. However, 
Roychowdhury (2006) points out that real ac-
tivities earnings management practice is done 
through increased sales, reduced discretionary 
cost and increased production, but the practice 
of earnings management is only true in the short 
term and can be detected through the financial 
statements, i.e., increased amount of inventory, 
increased receivables ratio, and minimum operat-
ing cash flow. Moreover, Dechow, Sloan, Sweeney 
(1995) stated that accruals earnings management 
is done through non-discretionary accruals and 
discretionary accruals or NDA and DA. Based 
on the discussion, the following hypotheses were 
developed:

H2: Strategic profitability with real proxy earn-
ings management activities has a significant 
positive impact on the financial strength of 
state-owned enterprises.

H3: Strategic profitability with accruals earnings 
management proxy has a significant posi-
tive impact on the financial strength of state-
owned enterprises.

1.5. Capital structure

Research by Abor (2005) suggested that the capital 
structure can be measured by total debt to capi-
tal ratio and that there is a significant negative ef-
fect on the profitability of the companies listed in 
Ghana. This shows that use of debt decreases the 
level of profitability (Hassan et al., 2015c; Hassan 
et al., 2016d; Hassan et al., 2017e). Hence, the 
choice of funding is through equity capital or sell-
ing shares in the stock market. The capital struc-
ture had an influence on the profitability of state-
owned enterprises and predicted a positive impact 
on financial strength. It was found that the cost of 
capital is lower than the debt using the cost of eq-
uity (Hassan & Marimuthu, 2016c). This is mainly 

due to a more favorable investment return rate that 
exceeds the interest rate on the debt. Subsequently, 
the use of debt will increase the dividend that ex-
ceeds acquisition cost of debt capital which fur-
ther increases the level of financial strength of the 
company (Hassan et al., 2017e). Based on the dis-
cussion, the following hypothesis was developed:

H4: Capital structure has a significant positive im-
pact on the financial strength of state-owned 
enterprises.

1.6. Moderating variable  
(interaction variable)

According to Baron and Kenny (1986), there are 
some moderating variables that affect the rela-
tionship between the dependent and independent 
variables. The moderator variables are selected on 
the basis of theoretical considerations. In modera-
tion analysis, interaction variable strengthens or 
weakens the relationship between the dependent 
and independent variables (Hassan & Marimuthu, 
2016c). Based on the discussion, the following hy-
potheses were developed:

H5a: Capital structure moderates the relationship 
between government subsidy and financial 
strength of state-owned enterprises.

H5b: Capital structure moderates the relation-
ship between strategic profitability with real 
proxy earnings management activities and 
financial strength of state-owned enterprises.

H5c: Capital structure moderates the relationship 
between strategic profitability with accruals 
earnings management proxy and financial 
strength of state-owned enterprises.

2. METHODS

2.1. Sample and data 

This study used purposive sampling to select a 
sample. The data are collected from seven state-
owned enterprises that have a large-scale business 
and reach out broadly to the economic aspects of 
community social life, even affect national eco-
nomic growth, and are capable of representing the 
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Table 1. Operationalization of variables

Variable Acronym Measurement Reference

Dependent variable

1. Financial 
strength FiStg

0.717 1 0.847 2 3.107 3

0.420 4 0.998 5,

Zi X X X

X X

= ⋅ + ⋅ + ⋅ +

+ ⋅ + ⋅

where 1X  (asset-current – current liabilities) / total assets, 2X  – retained 

earnings / total assets, 3X  – earnings before interest and taxes / total 

assets, 4X  – market value of common stock and preferred shares / book 

value of total debt, 5X  – sales / total assets, and Zi  – Z-score

Altman Z-score 
model (1984)

Independent variables

2. Government 
subsidy GvSub

Budget Revenue - Expenditure Value
GvSub

Budget Revenue
=

*Subsidy dependence index 
Subsidy

SDI
Revenue

=

*Subsidy equation: ( ). – – ,S r E D m c K AP= + ⋅ +  

where S  – subsidy received, r  – opportunity cost, E  – average equity, 
D  – average soft debt, m  – the opportunity cost of soft debt for the 
market, c  – rate paid for soft EBT, K  – the sum of revenue and discounts, 
AP  – accounting profit.

* NPG = Revenue – Cost  

Doug Koplow 
(2009) in Assagaf 
(2016),
Dinar and Yaron 
(1992), Schreiner 
(1997),
González (2005)

3. Strategic 
profitability 
[real earnings 
management]

PsREM

AREAL = ACFO + APROD + ADEXP,  
where AREA  – abnormal sum of operating cash flow, production costs 

and expenses discretionary expense; ACFO  – residuals of the regression 

equation or function of the operating cash flow or CFO ; APROD  – 
residuals of the regression equation or function or PROD  production 
costs; ADEXP  – residuals of the regression equation or function of load 

discretionary expense ( )DEXP .

0 1 1 2

1 1 1 1

1
;t t t

t

t t t t

CFO S S
e

A A A A
α α β β

− − − −

∆
= + ⋅ + ⋅ + ⋅ +

     
     
     

0 1 1 2

1 1 11

1
;tt

t

t

t

t t t

CFO

A

S S
e

A A A
α α β β

−− − −

∆
= + ⋅ + ⋅ + ⋅ +

     
     
       

1

0 1 1 2 3

1 1 1 1 1

1
,t t t

t

t t t t

t

t

S S S
e

A A A A A

PROD
α α β β β −

− − − − −

∆ ∆
= + ⋅ + ⋅ + ⋅ + ⋅ +

       
       
       

1

0 1

1 1 1

1
,

t

t

t t

t

t

D S
e

A A A

EXP
α α β −

− − −

= + ⋅ + ⋅ +
   
   
     

where A  – total assets; S  – total sales; e  – error

Roychowdhury, S. 
(2006) in Assagaf 
(2015, 2016)

other state-owned enterprises in the assessment 
of financial strength. To investigate this empiri-
cal study, the data were collected from the annual 
company reports over the period of 2005 to 2016 
(12 years), but the data processed in the regres-
sion analysis were only 11 years old because of the 
variables measured based on those changes in be-
tween time.

2.2. Variables and measurement
The operationalization of dependent, independent, 
moderating and control variables is stated as fol-
lows. The various constructs were operationalized 
in the context of government subsidy and financial 
strength. This was a parametric study and used a 
ratio scale. All of the variables and their measure-
ments are shown in Table 1.
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4. Strategic 
profitability 
[accruals 
earnings 
management]

PsAEM

0 1 2 3

1 1 1 1

,
it it

t

it t it

it

tt t

ACC REV REC PPE CFO

TA
e

TTA A AT
α α α α

− −− −

∆ − ∆
= + ⋅ + ⋅ + ⋅ +

where ACC  – total accruals or accruals, TA  – total assets, REV  – 

total revenue, REC  – total receivable, PPE  – property, plant, and 
equipment, e  – error

Dechow model 
(1995) adopted as 
in Assagaf (2015, 
2016)

Moderator

5. Capital 
structure or 
leverage

LEV 
 

  
 

Total Debt
Leverage

Total Equity
=

 

Pratheepkanth 
(2011), Hassan et 
al. (2015a), Hassan 
et al. (2015b), 
Hassan et al. 
(2015c), Hassan 
et al. (2016d), 
Hassan et al. 
(2017e)

Control variables

6. Firm Size SIZE
The logarithm of the total assets recorded in the financial statement of the 

company. ( ) SIZE Log Total Assets=

Capon, Farley, 
Hoenig (1990) in 
Assagaf (2014, 
2015, 2016), 
Khan et al. (2017)

7. Capital 
Expenditure CAPEX

To measure the capital expenditure by fixed assets made the difference 
between the observation period with fixed assets of the previous period, 
divided by fixed asset prior period. 

( ) ( )
( )

    1
   

  1

Fixed Asset t Fixed Assets t
Capital Expenditure

Fixed Assets t

− −
=

−

Asquith, Gertner, 
Scharfstein 
(2002) in Assagaf 
(2014, 2015, 
2016)

8. Profitability 
Growth PrGwt

Profitability growth is calculated based on the difference between the net 
income of the observation period minus prior period net income, divided 
by net income of the previous period.

( ) ( )
( )

    1
 

 
 

 1

Net Income t Net Income t
Profitabil

Net
ity Growth

Income t

−−
=

−

Bercovitz, 
Mitchell (2007) 
in Assagaf 
(2014, 2015, 
2016), Hassan 
and Marimuthu 
(2014a), Hassan 
and Marimuthu 
(2015b), Hassan 
and Marimuthu 
(2016c)

2.3. Research models

Below are the modeling equations to testify these 
phenomena.

2.3.1. Model for H1, H2, H3 and H4

Model 1: 

0 1 2

3 4 5

6 7

 

 

 

=

.

it it it

it it cvit

cvit cvit it

FiStg GvSub PsREM

PsAEM LEV SIZE

CAPEX PrGwt e

β β β

β β β

β β

⋅

⋅

+ + +

+ + + +

+ ⋅ +

⋅ ⋅

⋅ +

⋅

 
 (1)

2.3.2. Model for H5a, H5b and H5c

Model 2:

0 1 2

3 4 5

6 7

8 9

10
.

it it it

it it cvit

cvit cvit

it it it it

it it it

FiStg GvSub PsREM

PsAEM LEV SIZE

CAPEX PrGwt

GvSub LEV PsREM LEV

PsAEM LEV e

β β β

β β β

β β

β β

β

= ⋅ + ⋅ +

+ ⋅ + ⋅ + ⋅ +

+ ⋅ + ⋅ +

+ ⋅ ⋅ + ⋅ ⋅ +

+ ⋅ ⋅ +

+

 

 (2)
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2.3.3. Sensitivity analysis model  

for H1, H2, H3 and H4

Model 3:

0 1

2 3 4

5 6 7

_

.

it it

it it it

cvit cvit cvit

it

FiStg Sens GvSub

PsREM PsAEM LEV

SIZE CAPEX PrGwt

e

β β

β β β

β β β

= + ⋅ +

+ ⋅ + ⋅ + ⋅ +

+ ⋅ + ⋅ + ⋅ +
+

   (3)

2.3.4. Sensitivity analysis model  

for H5a, H5b and H5c

Model 4:

0 1

2 3

4 5

6 7

8 9

10

( ) ( )

(

_

) ,

it it

it it

it cvit

cvit cvit

it it it it

it it it

FiStg Sens GvSub

PsREM PsAEM

LEV SIZE

CAPEX PrGwt

GvSub LEV PsREM LEV

PsAEM LEV e

β β

β β

β β

β β

β β

β

= + ⋅ +

+ ⋅ ⋅ +

+ ⋅ + ⋅

⋅ + ⋅

+ ⋅ ⋅ + ⋅ ⋅ +

+ ⋅ ⋅ +

+

+
+

+

  

 (4)

where 
it

FiStg  – financial strength (Altman, 1984), 
_

it
FiStg Sens  – financial strength (Altman, 1983) 
for sensitivity analysis, 

it
GvSub  – government sub-

sidy, 
it

PsREM  – strategic profitability with proxy 
as real activities earning management, 

it
PsAEM  – 

strategic profitability with proxy as accruals earn-
ing management, 

it
LEV  – leverage or debt to equity 

capital structure, 
it

SIZE  – company size, 
it

Capex  

– capital expenditure, 
it

PrGwt  – growth of prof-

itability, 
it it

GvSub LEV⋅  – interaction between 

it
GvSub  and ,

it
LEV  

it it
PsREM LEV⋅  – interaction 

between 
it

PsREM  and ,
it

LEV  
it it

PsAEM LEV⋅  – 

interaction between 
it

PsAEM  and ,
it

LEV  
0β  – 

constant, 1 10...β β  – coefficients, ite  – error.

3. EMPIRICAL  

RESULTS

3.1. Descriptive statistics

Table 2 reports the descriptive statistics which 
includes statistics such as minimum and maxi-
mum percentage, the mean and standard devia-
tion. The results offer some important insights 
that parametric data of dependent and indepen-
dent variables indicate the following: the depen-
dent variable of financial strength (FiStg) has a 
range between a minimum of 0.399 with a maxi-
mum value of 2.764 and the mean is 1.527, and 
the standard deviation is 0.722. The independent 
variable government subsidy (GvSub) shows 
0.158 standard deviation from the mean value of 
0.108, which means this variable data variation 
is quite high against the range between 0.000 to 
0.509.

3.2. Correlation  
matrix

Pearson’s correlation analyses were performed and 
reported in Table 3. The correlation matrix shows 
that there was a statistically significant correlation 
between the variables. The dependent variable ‘fi-
nancial strength’ (FiStg) was negatively correlated 
(–0.829) with ‘government subsidy’ (GvSub) at a 
significance level 0.01, which means both vari-
ables have a degree of strong and significant rela-
tionship. However, strategic profitability ‘accru-
als earnings management’ proxy (PsAEM) was 
also positively correlated (0.469) with financial 
strength at a significance level 0.05. The variables 
with values closer to 1 are strongly correlated.

Table 2. Descriptive statistics

Variable name Abbreviation Min Max Mean S.D
Financial strength FiStg 0.399 2.764 1.527 0.722

Government subsidy GvSub 0.000 0.509 0.108 0.158

Strategic profitability [real earning management] PsREM –0.186 0.519 0.000 0.172

Strategic profitability [accruals earning 
management] PsAEM –0.689 0.108 –0.117 0.175

Leverage LEV 0.403 41.258 2.648 7.599

Company size SIZE 3.532 6.089 4.445 0.656

Capital expenditure CAPEX –0.878 1.528 0.293 0.414

Profitability growth PrGwt –5.011 32.214 0.909 6.263

Note: N = 328, n = 28, T = 12.
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3.3.   Regression analysis

The research attempted to explain the moderating 
impact of capital structure on the relationship be-
tween government subsidy and financial strength of 
state-owned enterprises in Indonesia. In this context, 
we developed four (4) different models to analyze this 
issue. Table 4 presents the results of the linear regres-
sion analyses for state-owned enterprises. Model 1 
tested the impact of the independent variables on the 
dependent variable (FiStg). Firstly, we looked at (H1) 
the impact of government subsidy (GvSub) on finan-
cial strength (FiStgi) ( )2.444,  0.05pβ = − <  was 
negatively significant. It means of increasing one-
unit Beta ( )β  government subsidy will decrease 
the level of financial strength 2.444 units. Thus, 
(H1) was not supported. Secondly, (H2) the im-
pact of strategic profitability with the proxy as real 
earning management activities (PsREMit) on finan-
cial strength (FiStgi) ( )1.062,  0.10pβ = <  was 
positively significant. It means increasing one-unit 
Beta ( )β  ‘profitability strategic with the proxy as 
real earning management activities’ will increase the 
level of financial strength of 1.062 units. Thus, (H2) 

was supported. Thirdly, (H3) the impact of stra-
tegic profitability with accruals earnings manage-
ment proxy (PsAEM) on financial strength (FiStgi) 

( )1.054,  0.10pβ = <  was positively significant. 
It means increasing one-unit Beta ( )β  ‘strategic 
profitability with accruals earnings management 
proxy’ will increase the level of financial strength of 
1.054 units. Thus, (H3) was supported. Fourthly, (H4) 

the impact of capital structure or leverage (LEV) on 
financial strength (FiStgi) ( )0.009,  0.10pβ = >  
was insignificant. It means increasing one-unit Beta 

( )β  ‘capital structure or leverage’ will not affect the 
level of financial strength. Thus, (H4) was not sup-
ported. Next, we looked at Model 2 (moderation ef-

fect analysis); when capital structure or leverage 
(LEV) moderated among all constructs, (H5

a
) gov-

ernment subsidy (GvSub) is moderated by capital 
structure or leverage (LEV) to financial strength 

( )2.108,  0.10pβ = <  and was positively sig-
nificant. It means a capital structure as a moderat-
ing variable strengthens the relationship between 
government subsidy and the financial strength of 
state-owned enterprises. Thus, (H5

a
) was supported. 

Strategic profitability with real earnings manage-
ment activities (PsREM) (H5

b
) is moderated by cap-

ital structure or leverage (LEV) to financial strength 

( )2.781,  0.05pβ = − <  and was negatively signif-
icant. It means a capital structure as a moderating 
variable strengthens the relationship between strate-
gic profitability with real earnings management ac-
tivities to the financial strength of state-owned en-
terprises. Thus, (H5

b
) was supported. Lastly, (H5

c
) 

strategic profitability as accruals earnings manage-
ment proxy (PsAEM) (H5

c
) is moderated by capi-

tal structure or leverage (LEV) to financial strength 

( )4.478,  0.10pβ = − >  was insignificant. It 
means a capital structure as a moderating variable 
does not strengthen the relationship between stra-
tegic profitability as accruals earnings management 
proxy and the financial strength of state-owned en-
terprises. Thus, (H5

c
) was not supported.

However, the control variable (Firm Size) has a 
negative significant impact on financial strength 

( )0.431,  0.05 .pβ = − <  Thus, it could be con-
cluded that the firm size had a negative relation-
ship with financial strength. In the model, the re-
sults showed that the coefficient of determination 
(R-square) value of the model was 75.7 per cent. 
This indicated that 75.7 percent change in the level 
of financial strength is explained by government 
subsidy and strategic profitability variables.

Table 3. Correlations matrix (Pearson)

Variable FiStg GvSub PsREM PsAEM LEV SIZE CAPEX PrGwt

FiStg 1

GvSub –0.829** 1

PsREM 0.294 0.417* 1

PsAEM 0.469* –0.440* –0.653** 1

LEV 0.157* –0.073 –0.075 0.123 1

SIZE –0.792** 0.0798** 0.360 –0.306 –0.027 1

CAPEX 0.073 –0.201 –0.284 –0.220 –0.036 0.114 1

PrGwt –0.031 –0.215 –0.022 –0.047 –0.001 –0.076 –0.40 1

Note: Correlation is significant at (* p < 0.05. ** p < 0.01).
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3.4. Sensitivity analysis

To test the consistency of the regression results, 
this study employed two dependent variables: fi-
nancial strength (FiStg) with Altman approach 
(1984) for mathematical model 1 and model 2 and 
the sensitivity of financial strength with Altman 
approach (1983) (FiStg_Sens) for model 3 and 
model 4. Table 4 shows that there is consistency 
of results among all target constructs in model 1 
and model 3. In addition, it can be observed that 
there is perfect consistency in results of model 2 
and model 4. Hence, we can conclude from a sen-
sitivity analysis that there are relevance and con-
sistency between the approaches used by Altman 
in 1983 and 1984.
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Table 4. Results of regression analysis (hypotheses testing)

Variable Predict

Model 1: 
  

it
FiStg  

Model 2: 
  

it
FiStg

Model 3: 
_

it it
FiStg Sens  

Model 4: 
_

it it
FiStg Sens

Coeff. Sig. Coeff. Sig. Coeff. Sig. Coeff. Sig.

Constant 3.809 0.000*** 3.017 0.003*** 4.828 0.000*** 3.702 0.002***

GvSub – –2.444 0.015** –6.948 0.020** –2.340 0.045** –8.563 0.012**

PsREM + 1.062 0.072* 5.096 0.017** 1.123 0.108 6.746 0.006***

PsAEM + 1.054 0.068* 1.613 0.046** 1.434 0.040** 2.417 0.011**

LEV + 0.009 0.333 –0.285 0.049** 0.017 0.144 –0.380 0.023**

SIZE + –0.431 0.051** –0.148 0.535 –0.575 0.031** –0.178 0.510

CAPEX + 0.039 0.851 0.219 0.381 0.043 0.860 0.326 0.253

PrGwt + –0.019 0.114 –0.003 0.796 –0.029 0.052** –0.007 0.628

GvSub_LEV 2.108 0.055* 2.703 0.032**

PsREM_LEV –2.781 0.043** –3.755 0.018**

PsAEM_LEV –4.478 0.420 –7.948 0.212

Adj-R2 0.757 0.783 0.751 0.801

F-Statistic 13.010 10.672 12.638 11.879

Prob F-Statistic 0.000 0.000 0.000 0.000

Durbin-Watson 0.849 1.050 0.916 1.314

Total Observ 28 28 28 28

Notes: *significant at the 0.10 level (p < 0.10); **significant at the 0.05 level (p < 0.05); ***significant at the 0.01 level (p < 0.01).
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Here  
it

FiStg  – financial strength (Althman, 1984), 
_

it it
FiStg Sens  – financial strength (Althman, 

1983) for sensitivity analysis, 
it

GvSub  – govern-
ment subsidy, 

it
PsREM  – strategic profitability 

with proxy real earning management, 
it

PsAEM  – 
strategic profitability with proxy accruals earning 
management, 

it
LEV  – leverage or debt to equity 

capital structure, 
it

SIZE  – company size, CAPEX  – 
capital expenditure, 

it
PrGwt  – profitability growth, 

( )
it it

GvSub LEV⋅  – interaction between 
it

GvSub  and 
,

it
LEV  ( )

it it
sREM LEVP ⋅  – interaction between 

it
PsREM  and ,

it
LEV  ( )

it it
PsAEM LEV⋅  – interac-

tion between 
it

PsAEM  and .
it

LEV

3.5. Summary of results 

Table 5 summarizes the results of the hypotheses 
testing. Overall, the results support the proposed 
research model. The results based on regression 
indicated that two variables, namely (PsREM) 
and (PsAEM), were associated with the financial 
strength. Both variables were the most signifi-
cant variables that impact the financial strength of 
state-owned enterprises. In addition, government 
subsidy (GvSub) and (PsREM) are moderated by 
capital structure.

3.6. Discussion of findings

Drawing on the agency theory and its implication 
for company financial strength, the results sug-

gest that government subsidy is strongly correlat-
ed with financial strength. However, government 
subsidy has a strong negative influence on the fi-
nancial strength. More precisely, more changes in 
government subsidy level will have a significant 
impact on the level of financial strength with a 
negative direction. Hence, an increase of govern-
ment subsidy will significantly reduce the level of 
financial strength. In terms of strategic profitabil-
ity practices, both accruals and earnings manage-
ment activities have a significant positive impact 
on the financial strength of state-owned enter-
prises. Here we can argue that if top management 
practice real earnings management activities, it 
can increase the level of financial strength of state-
owned enterprises. In addition, this study illus-
trates that practice accruals earnings management 
has also increased the level of financial strength.

As shown in Table 4, capital structure has no sig-
nificant influence on financial strength. The find-
ings of this study provide information that the use 
of debt to meet funding needs has no significant 
effect on the financial strength, which means le-
verage cannot afford to increase the level of fi-
nancial strength. It means that variations in the 
composition of various combinations of funding 
with loans or equity capital turn out to be the 
same. The decision of state-owned enterprises to 
meet the financing needs of investment financed 
by borrowing or by additional government capital 

Table 5. Summary results of the hypotheses testing

Hypotheses Pred. Sign Status

H1 Government subsidy has a significant positive impact on the financial 
strength of state-owned enterprises –

Not supported
(negative 

significant)

H2
Strategic profitability with real earnings management activities has a 
significant positive impact on the financial strength of state-owned 
enterprises

+ Supported
(positive significant)

H3
Strategic profitability with accruals earnings management proxy has 
a significant positive impact on the financial strength of state-owned 
enterprises

+ Supported
(positive significant)

H4 Capital structure has a significant positive impact on the financial 
strength of state-owned enterprises + Not supported

H5a Capital structure moderates the relationship between government subsidy 
and financial strength of state-owned enterprises – Supported

(positive significant)

H5b
Capital structure moderates the relationship between strategic 
profitability with real proxy earnings management activities and financial 
strength of state-owned enterprises

–
Supported
(negative 

significant)

H5c
Capital structure moderates the relationship between strategic 
profitability with accruals earnings management proxy and financial 
strength of state-owned enterprises

– Not supported
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had no impact on the financial strength, because 
the funds are used for investments that only see 
the economic feasibility or not financial feasibil-
ity. Consideration of economic feasibility exter-
nality-oriented aspects of social benefit that is 
greater than the social cost, and tend to ignore the 
financial feasibility, so it does not affect the finan-
cial strength. When using the capital structure as 
moderated with other independent variables as 
presented in model 2. When the capital structure 
interaction with government subsidy has a sig-
nificant positive impact on financial strength. It 
means the higher the composition of debt carried 
for the company’s financing and investment op-
erations, the more the use of government subsidy 
funding reinforces the level of financial strength 
of state-owned enterprises. When the interaction 
between capital structure and strategic profitabil-
ity with earnings management proxy activities 
(PsREM x LEV) has a significant negative impact 
on the financial strength, it means capital struc-
ture strengthens the relationship between strategic 
profitability as real earnings management activi-
ties and financial strength. However, the interac-
tion between the capital structure and the strate-
gic profitability as accruals earnings management 
(PsAEM x LEV) has no significant impact, but has 
a negative relationship with financial strength. 
Hence, capital structure has not moderated the re-
lationship between strategic profitability as accru-
als earnings management and financial strength. 
In addition, a sensitivity analysis was performed, 

and findings showed that results of model 1 and 
model 3 are consistent when we employed the de-
pendent variable with two different measurements. 

4. LIMITATIONS AND FUTURE 

RESEARCH DIRECTIONS

Some limitations of this study are addressed here. 
Firstly, data availability, especially for the use of 
secondary data published and reports for state-
owned enterprises. This study only used the da-
ta from seven state enterprises of Indonesia. The 
variables used in this study were verbalized by 
different measures as given in the literature and 
thus might result in inconsistent interpretations. 
For example, firm size can be measured by total 
asset, total sales, total market capitalization, etc. 
The future research could include more variables 
and use primary data to strengthen the analysis 
of secondary data. Research using secondary data 
though has its limitations, but it has been indi-
cated that management or decision-makers have 
to pay attention to these identified variables, es-
pecially the significant effect on the financial 
strength of state-owned enterprises. In addition, 
another possible extension could be the investiga-
tion of Government subsidy between small-scale 
and large-scale or high and low-profit firms. In 
terms of methodology, econometric techniques 
like GMM, 2SLS, OLS, and GLS, etc. may be ad-
opted to explore this remarkable phenomenon.

CONCLUSION

This study presents the following conclusions: (a) Government subsidy has a significant negative effect 
on financial strength of the state-owned enterprises of Indonesia. Hence, subsidy policy is a burden for 
government spending by reducing the cost of other sectors in the local economy. Meanwhile, the gov-
ernment subsidy is not a sound option for the development of state-owned enterprises. Because it builds 
the management behavior which tends to be less concerned about the level of financial strength, and 
more relies on the government subsidy to meet the needs of the operational expenditure and investment 
companies. (b) Strategic profitability with real proxy earnings management activities showed a signifi-
cant positive effect on the financial strength. Strategic profitability based on real earnings management 
activities addressed by the company’s management increases the level of financial strength. (c) Strategic 
profitability with accruals earnings management proxy has a significant positive impact on the financial 
strength. Hence, ensuring the practice of strategic profitability with accruals earnings from the com-
pany’s management can increase the level of financial strength of the company. (d) Capital structure has 
no significant positive effect on the financial strength. This happens because the state-owned enterpris-
es use debt to investment based on economic viability or social benefit (social cost) or pay less attention 
to the financial feasibility or net present value (NPV) ≥ 0. Hence, capital structure has no significant 
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effect on the financial strength of state-owned enterprises. (e) Interaction between capital structure and 
the independent variables showed that capital structure strengthens the relationship between the gov-
ernment subsidy and the financial strength, because debt financing further strengthens the company’s 
cash flow position at the level of operations and for investment. (f) A sensitivity analysis by using two 
measurements of dependent variable with Altman approach in 1994 and 1993. We found that there was 
consistency in the positive direction or a negative relationship and the level of significance among the 
independent variable, moderating variables, control variables, variable interactions toward financial 
strength. This study contributes to helping to alleviate the financial burden of the state government for 
setting up funding to state-owned enterprises and provide the snapshot financial variables that could 
help to strengthen the financial performance. The implication of this research is that government policy 
should restrict subsidies to state-owned enterprises, and companies should enhance the firm strength 
by introducing innovations and practices. 
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