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This study examines the factors that influence income smoothing practice, such as firm size, profitability,
financial leverage, and net profit margin. Grouping among the companies that perform income smoothing,
and that does not do income smoothing using Eckel index to net income for the manufacturing companies
listed on the Indonesian Stock Exchange. The research sample totaling 68 companies with a sub-sample
of 204 financial reports. Observations were made during the three years, from 2008 to 2010. Statistical
analysis using binary logistic regression to determine the factors that influence income smoothing. The
results showed that the variables of profitability and net profit margins have significant differences
between smoothing company profits by not smoothing profits, while the variable firm size and financial
leverage has no significant difference. Test results using a multivariate binary logistic regression either
simultaneously or separately on the four independent variables thought to affect the practice of income
smoothing apparently no one has proved influential. Thus it can be concluded that firm size, profitability,
financial leverage, and net profit margin has no effect on the practice of income smoothing.
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Hl1.0 INTRODUCTION

The basic objective of financial statements is to provide useful
information for making economic decisions. The accounts also
serve as means of accountability of management for the
management of company resources. Although all the
information contained in the financial statements is very
important for the users, based on the fact that there is often only
the user's attention focused on the financial statements of
earnings information, regardless of how the profit was generated
(Beattie et al., 1994).

Most of investors are concerned to earnings information.
This condition makes management to take some action
dysfunctional behavior, the manipulation of income or earnings
management like an income smoothing.

Income smoothing represents managers’ attempts to use
their reporting discretion to intentionally dampen the
fluctuations of their firms’earnings realizations (Beidleman,
1973). It improves earnings informativeness if managers use
their discretion to communicate their assessment of future
earnings (Tucker and Zarowin, 2005).

The management reduce the fluctuations in reported
earnings to match the desired target either artificially through
accounting methods, as well as in real terms through
transactions (Koch, 1981, Nasir et al., 2002).

Previous studies have been conducted to examine the factors
which are allegedly to motivated management to do income
smoothing on public companies in Indonesia (Jin and
Machfoedz, 1998; Salno and Baridwan, 2000; Murtanto, 2004;
Suwito and Herawati, 2005; Juniarti and Corolina, 2005; Zulfa
and Maya, 2007; Budiasih, 2009; Kustono, 2009; Aji and
Mita,2010).

Jin and Machfoedz (1998) examined factors that may
encourage the practice of income smoothing by the company are
firm size, type of industry, profitability and operating leverage.
The results of this study state that the only factor operating
leverage are encouraging the practice of income smoothing.
Salno and Baridwan (2000) argues that firm size, net profit
margin, business groups and winner/losser stocks have no effect
on income smoothing, while Murtanto (2004) explains that the
winner / losser stocks affect practice income smoothing .

Suwito and Herawaty (2005), Juniarti and Corolina (2005)
and Zulfa and Maya (2007) find that the type of business, firm
size, profitability ratio, leverage ratio, market value and net
profit margin are none significantly influence income
smoothing. Further research carried out by Budiasih (2009) on
the factors that influence the practice of income smoothing. The
study shows that company size, profitability, dividend payout
ratio positively affect income smoothing practices. Meanwhile,
financial leverage does not significantly influence the practice
of income smoothing.
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Aji and Mita (2010) showed that the numbers of ownership,
risk, and firm value are positively influence on the income
smoothing.

H2.0 THEORETICAL FRAMEWORK

The income smoothing hypothesis proposed by Gordon (1964)
that emerges as managers’ rational behaviour. The assumption
of income smoothing are the managers act to maximize their
utility, income fluctuation, unpredictable earnings, managers’
utility depends on the firm’s share value (Beidleman, 1973;
Watts and Zimmerman, 1986; and Tucker and Zarowin, 2005).

Eckel (1981) distinguishes two different type of smoothing
income stream. Those that are  naturally smooth and
intentionally smoothed by management. Natural smoothing is
the  alignments resulting from transactions that inherently
produce a smoothed earning. It means, the company's
operations to generate income by collecting revenues and
expenses are inherently to eliminate fluctuations flow of
income. An intentionally smoothed income stream can be the
result of real smoothing or artificial smoothing techniques. Real
income smoothing indicates management action that seeks to
control economic conditions that affect corporate future
earnings.  Artificial income smoothing occurs when
management manipulate the timing of accounting entries to
produce smooth income streams.

2.1 Firm Size and Income Smoothing

Some previous studies, such as the study conducted by Jin and
Machfoedz (1998), Salno and Baridwan (2000), Murtanto
(2004), Suwito and Herawaty (2005), Juniarti and Corolina
(2005), and Budiasih (2009) measure firm size as one of the
factors that may be associated with the practice of income
smoothing. Moses (1987) indicated that the big companies are
considered to minimize income fluctuation. He found smoothing
behavior as subject to management motivation. The big
companies are usually required to bear the higher cost because
they estimate to have the ability to produce greater profits.
Therefore, the company will avoid a drastic increase in profits in
order to avoid a charge by the increase of government and
society. Albrecht and Richardson (1990) describe the companies
that smooth income are small companies. This is because big
companies usually receive more attention from investors than
analysis and small-sized companies.

2.2 Profitability and Income Smoothing

Profitability is measured by the ratio between income after taxes
by total assets of the company. Profitability is an important
indicator to assess whether or not the company's health that
affects investors in decisions making. There are few studies that
examine the relationship between corporate profitability with
the practice of income smoothing. Ashari et al. (1994) in find
evidence that firms with low profitability levels have a greater
tendency to practice income smoothing. This is consistent with
the research conducted by Aji and Mita (2010), which shows
that the higher the level of profitability of the company is. The
lower probability of the company will perform income
smoothing because companies will increasingly become the
public spotlight, so the company is likely trying to take no
action that may jeopardize the credibility of the company.
However, based on research conducted by Assih et al. (2000),
shows that companies with a higher ROA tend to do income
smoothing compared with a firm lower because the management

knows what would be the ability to earn income in the future to
facilitate the delay or accelerate earnings.

2.3 Financial Leverage and Income Smoothing

Financial leverage is proxies by debt to total assets obtained
through total debt divided by total assets. The company that has
low debt ratio is better than high debt ratio. Because, meaning
that only a small portion of corporate assets are financed with
debt. However, if the debt is used to finance the assets is high;
the risk associated with by the owner capital will also be greater.
With the assumption that investors and creditors will avoid to
invest or lend to companies, so that substantial leverage ratio
will cause investors to invest in the company will decrease.
Because of such conditions, would lead to management's desire
to practice income smoothing in order to attract investors and
creditors.

Budiasih (2009) conducted a study to examine the effect of
financial leverage on the income smoothing. The results show
that financial leverage has no significant effect on the practice
of income smoothing. Based on these results, it appears that
there are not consistent between the theory and the results of the
research.

2.4 Net Profit Margin and Income Smoothing

Net profit margin (NPM) is the factors driving the practice of
income smoothing. According to Salno and Baridwan (2000),
the net profit margin is thought to affect income smoothing,
because logical margin is directly related to income smoothing
object. Several studies have been conducted to examine the
effect on the net profit margin income smoothing.

Suwito and Herawaty (2005), and Zulfa and Maya (2007)
study show that the net profit margin has no effect on income
smoothing. Based on these results, it appears that there is still
disagreement about the effect of net profit margin on the
practice of income smoothing. Logically, this can be said
margins affect income smoothing as directly related to income
smoothing object, but instead results indicate that there is no
effect. The variable net profit margin is still worth to be re-
examined related effects on income smoothing practices.

H3.0 METHODOLOGY

This research is employed the coefficient of variation method
developed by Eckel (1981) to determine the presence of
income smoothing. In this method, the coefficient of variations

is used to measure the variability of sales and income.

Income smoothing index is calculated as follows:
Income Smoothing Index= CV Al
CV AS
Al: Income change
AS: Sales change
CV:Coefficient variations

CV Al < CV AS, income smoother group
CV Al > CV AS, non income smoothers group

CVAIL coefficient of variation for the change in income
CVAS: coefficient of variation for the change in sales
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3.1 Sample Selection

This research using purposive judgment sampling method. The
observation period in this study was for 3 years from 2008 to
2010. The criteria of sample selection are; manufacturing
companies were listed in the Indonesian Stock Exchange from
2006-2010, companies did not make acquisitions or mergers
during the period of observation, and did not get losses from
2006 to 2010.

3.2 Univariate Testing

Three diagnostic procedures were used to test the normality
underlying the logistic regression model. First, we tested One-
Sample Kolmogorov-Smirnov Test for normality existence. This
procedure identified the normality distribution result, it can be
seen what type of test to be used for further testing. Second,if
the variable is normally distributed, it will be used independent
sample t-test. Third, if the variable is not normal distributed, use
Mann-Whitney Test will be used. Independent sample t-test is
done to test the normal distribution of data. In this case, a
normally distributed variable is financial leverage. T test aims to
see whether there are differences between the company's
financial leverage and corporate profits instead income
smoothing. Mann-Whitney test aims to see differences in the
variables tested between the companies. This test was used to
test the data were not normally distributed, in this case the
company size, profitability, and the company's net profit margin
between smoothing and non-smoothing.

3.3 Multivariate Testing

This study uses logistic regression, the dependent variable is
used as a dummy variable in which the variables are categorized
under code 0 and 1. In this study, the dependent variable was
coded O if the company does not perform income smoothing,
whereas the dependent variable was coded 1 if the company
made a practice of income smoothing.

Overall fit model were used to test whether a logistic
regression model equation obtained suitable or appropriate for
use in predicting income smoothing (1) and not smoothing
return (0). The test is performed by comparing the values
between -2 log likelihood at baseline (block number = 0) with a
value of -2 log likelihood at the end (block number = 1). A
reduction in the value between -2 log likelihood initial -2 log
likelihood value in the next step (-2log likelihood end) shows
that the hypothesized model fit the data and -2 Log likelihood
values at baseline (block number = 0). At the end of the Test,
the feasibility test of a logistic regression model done using
goodness of fit test as measured by the value of chi square.

Based on the review of the literature, the model we test is
of the following general form:

TP =a+b (UP) +c (PP) +d (FLP) + e (NPM)

Where:

TP : Income smoothing practice

UpP : Firm size (Ln Total Asset)

PP : Profitability (Earnings After Tax/Total Asset)
FLP : Financial leverage (Debt to Total Asset)

NPM . Net profit margin

: constant coefficients

: firm size coefficients

: profitability coefficient

: financial leverage coefficient
: net profit margin coefficient

© OO0 T

4.0 FINDING AND DISCUSSION

Based on the criteria of sample selection, we obtained 68
(45,63%) companies from 149 companies. The amounts of the
observation year were 204 financial statements.

During the observation period of the years 2008-2010, in
calculating the index from the years 2008-2010 Eckel required
data from the years 2006-2010 to calculate the Eckels’ Index
each year. Furthermore the entire sample further classified into
income smoothers(0) and non income smoothers (1). Based on
the analysis of the 204 financial statements, there were 123
fiancial statements (60.3%), which indicate income smoothers
and 81 financial statements (39.7%) were non income
smoothers companies.

Test for normality using Kolmogorov Smirnov One
Sample Test done first to test the normality of the data from
each independent variables.

Table 1 One sample Kolmogorov-Smirnov test

Variable Asymp. Sig (2-tailed)
Size 0,000
Profitability 0,000
Financial Leverage 0,404
Net Profit Margin 0,000

The table above shows that only financial leverage
variable has a probability value or Asymp. Sig (2 - tailed) more
than 0.05 (0.404> 0.05), that means the variable is normally
distributed. The other variables such as firm size, profitability,
and net profit margin has a probability value or Asymp. Sig (2-
tailed) less than 0.05 and not normally distributed, so the
univariate tests for these variables using Mann-Whitney test.
Thus, the univariate tests for financial leverage using
independent sample t-test because the variable is normally
distributed.

Table 2 Independent sample t-test

Levene's Test for Equality
of Variances

F Sig.

FLP Equal 3.256 .073
variances
assumed

t-test for Equality of Means

t df Sig Mean  [Std. Error 95% Confidence
(2- |Differenc [Difference Interval of the
tailed) e Difference

Lower Upper

1.44 | 202 | .150 | .038262 | .026502 |-.01399 .09052
2 2

1.41 | 160 | .158 | .038262 | .027000 - .09158
2 2 .015059

The table above shows that the Levene test F count of
3.256 with a probability of 0.073. Because the probability of
greater than 0.05 (0.073> 0.05), it can be concluded that
hypothesis did not reject or have the same variance. Thus, the
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analysis of different test t-test assuming equal variance must use
assumed.

From the table above, it can be seen that the company's
financial leverage statistical significance value greater than 0.05
(0.150), which means the company financial leverage is not
significant at the 0.05 level. The results of these tests resulted
that Ho is rejected, which means that there is no difference in
the average financial leverage company doing income
smoothing and companies that do not perform income
smoothing. It is also evident from the difference in the average
financial leverage variables are very small, amounting to
0.0382622 (mean smoothing company profits mean 0.476463
and 0.438201 profit company instead grader).

Mann-Whitney test was used to test the data were not
normally distributed, in this case the company size, profitability,
and the company's net profit margin between smoothing and
non-smoothing . The test results obtained are as follows:

Table 3 Mann-Whitney Test

Firm Size | Profitability | Net Profit
Margin
Mann- 4.669.000 4.009.000 4.,011.000
Whitney U
Wilcoxon 12.295.000 | 11.635.000 | 11.637.000
W
- 776 -2.357 -2.352
z
Asymp. Sig. 438 .018 .019
(2-tailed)

From the table above it can be seen that the probability of
firm size variable is greater than 0.05 (0.438> 0.05). The results
of these tests resulted that Ho is rejected, which means that there
is no significant difference for the variable firm size between
smoothing and non-smoothing. We also see that the mean rank
smoothing company profits are smaller than firms not
smoothing earnings (99.96 <106.36). So it can be concluded that
the company had a profit of firm size smoothers that are smaller
than firm size non income smoothers.

Profitability variable has a probability value of less than
0.05 (0.018 <0.05). The results of these tests resulted Ho is
rejected, which means that there are significant differences for
the variables profitability between company’s grader profit and
not profit. We also see that the mean rank smoothing company
are smaller than non-smoothing earnings (94.59 <114.51). So it
can be concluded that the company had a profit graders lower
profitability of the company is non income smoothers.

Net profit margin variable has a value less than the
probability 0.05 (0.019 <0.05). The results of these tests resulted
Ho is rejected, which means that there are significant
differences for the variable net profit margin between smoothing
and non-smoothing. We also see that the mean rank grading
company profits are smaller than firms not grading earnings
(94.61 <114.48).

Table 4 Logistic regression model

B S.E. Wal df  Sig. Exp(B)
d
a .
Stepl” Size o037 101 a3 1 71 963
-2.860 2.378 1.44 1 .229 .057
Profitability 7
.656 901 531 1 466 1.928
Financial
Leverage
Net  Profit -135 2718  .002 1 .960 874
Margin
Constant 1451 2717 285 1 593 4.266
a. Variable(s) entered on step 1: X1, X2, X3, X4
From the table above between the independent

variablesand the dependent variable as follows:
IS =1,451-0,037 UP - 2,860 PP + 0,656 FLP — 0,135 NPM

Constants of 1.451 states that if the value does not account
for firm size, profitability, financial leverage, and net profit
margin, then it is likely that the company practice of income
smoothing is 1.451.The test showed that the firm size has a
value of probability is 0,711 and on the parsial stage, a value of
probability is0.705. Both of value is even greater than level of
significance 0.1, so that firm size does not have affect income
smoothing practices.

After obtained equation logistic regression models, we
test model fit, the feasibility of regression models and testing
individually independent variables to test whether the variables
included in the model significantly influence income smoothing.

4.1 Overall Fit Model

Testing is done by comparing the values between -2 Log
Likelihood (-2LL) early (Block Number = 0) with end-2LL
(Block Number = 1). A reduction in-2LL between the initial
value (initial-2LL function) with a value of-2LL in the next step
(-2LL end) shows that the hypothesized model fit the data. It
can be demonstrated by the following table:

Table 5 -2 Log Likehood (-2LogL begin)
Block 0: Beginning Block

Iteration Historya'b'C

Iteration -2 Log Coefficients
likelihood Constant
Step0 1 274.097 412
2 418
274.095
3 418
274.095

Table 6 -2 Log Likehood (-2LogL end)
Block 1: Method = Enter

Iteration Historya'b'C
Iteration -2 Log Coefficient
likelihood Constant X1 X2 X3 X4

Stepl 267.725 1.630 -048 -2.017 745 -131
1
2 1.484 -039 -2.746 676 -.135
3 1.451 -037 -2585 657 -.135
4 1.451 -037 -2.860 .656 -.135
5 1.451 -037 -2860 656 -.135
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The first step shows that the value of -2 log likelihood with
block number = 1, and the value of -2 log likelihood in the
second step is changing after the entry of several independent
variables in the research model, as a result the value of -2 log
likelihood (-2LogL end) in step 5 showed a value of 267.479. In
addition, there is a reduction in the value of the log likelihood -2
-2 log likelihood beginning with the end, in the amount of 6.616
which can be seen in Table 4. This suggests that the
hypothesized model fit the data.

Decline in the value of -2 log likelihood in the table 6
shows that this research model otherwise fit, meaning the
additions of independent variables; firm size, profitability,
financial leverage, and net profit margin in the research model
to improve the model fit.

Table 7 Omnibus tests of model coefficient

Chi-square Df Sig.

Stepl Step 6.616 4 .158
Block 6.616 4 .158

Model 6.616 4 .158

4.2 Goodness of Fit Tests

The feasibility testing of a logistic regression model is done
using Hosmer and Lemeshow's Goodness of Fit Test as
measured by the Chi-Square.

Table 8 Hosmer and Lemeshow test

Step Chi-square df Sig.
1 5.500 8 .703

Table above shows that the value of Hosmer and
Lemeshow test was 5.500. A significance probability is 0.703.
Significance probability value of 0.703 is much greater than the
significance level of 0.05. It can be concluded that the
regression model is acceptable.

Furthermore, for more convincing results of simultaneous
multivariate testing measured by backward stepwise to estimate
the parameters for the full model which includes the final model
from previous method and all eligible variables.

Table 9 Model summary

Step -2 Log Cox & Snell Nagelkerke

likelihood RSquare RSquare
1 267.481% .032 .043
2 267.6252 .031 .042
3 268.1262 .029 .039

Table 10 show the variables firm size, profitability, and
financial leverage from are eligible for entry and removal. The
current model show that profitability affect income smoothing
practice and Nagelkerke R Square means showed that the effect
of profitability on income smoothing is 4.3% and 95.7% of
income smoothing practices are influenced by other variables.

Based on the current model, fim size variable is the largest
significance and removal for next step. After modifying current
model by removing firm size, we estimate the parameters for the
modified model and go back to step 2. Second step show that
the effect of profitability on income smoothing is 4,2% and the

final step show that effect of profitability on income smoothing
is 3,9%

Table 10 Logistic regression model variables in equation

B S.E. Wald df Sig. Exp(B)

a

S e -038 100 143 1 705 963
rafiabiliy 293 1816 2615 1 106 03
Financial 670 858 609 1 435 1.954
coverage 1457 2714 288 1 591 4292
a

Stepzproﬁmbimy 3132 1777 3106 1 078 044
Financial 592 835 503 1 478 1808
coverage 446 486 845 1 358 1563
a

N ofibiliy 3987 1714 4379 1 065 028
Constant 758 215 12433 1 000 2.135

4.3 Firm Size

The result of this study is consistent with the Jin and Machfoedz
(1998), Salno and Baridwan (2000), Murtanto (2004), Suwito
and Herawaty (2005), Juniarti and Corolina (2005) but contrary
with Budiasih (2009). Budiasih (2009) find that the firm size
has a positive influence on income smoothing practices.

Firm size , is believed can be used as a parameter in
analyzing its influence against income smoothing (Salno and
Baridwan, 2000). It turns out does not proven with the results
obtained from this research . It means that total assets is less
precise for used as a benchmark magnitude of a enterprise. With
Thus made possible the existence of other components which
can be used stock price as parameter in measuring the
magnitude of company of its prosperity that reflected in the
stock market value (Grant, 2005).

4.4 Profitability

Multivariate test show that the profitability has no effect on the
income smoothing on 0.1 significance level, but in parsial
multivariate testing showed that the profitability affect income
smoothing. Profitability variable has a probability value of
0.229 in simultaneously multivariate testing, 0.106 backward
stepwise step 1l, 0.078 in step 111, and the 0.065 in step IV. The
test of the profitability variable obtained empirical evidence that
profitability has a statistically significant impact on income
smoothing practices.

From the results of the testing of hypotheses, univariate test
show that there are significant differences between the
company's profitability of income smoothers and non income
smoothers. We also see that the mean rank grading company
profits are smaller than company earnings instead of grading
(94.59 <114.51). It can be concluded that the income smoothers
companies have lower profitability than non income smoothers
companies. This finding is consistent with Budiasih (2009) who
found that profitability has an influence on the practice of
income smoothingbut contrary with Jin and Machfoedz (1998),
Suwito and Herawaty (2005), Juniarti and Corolina (2005), Aji
and Mita (2010).
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4.5 Financial Leverage

Results of multivariate testing both simultaneously and
separately show that the independent variables in financial
leverage has no effect on the income smoothing on significance
0.1, because financial leverage has a probability value of 0.466
in simultaneously multivariate testing, probability value of
0.435 in step I, and 0.478 in step IIl. This finding is consistent
with Budiasih (2009). Financial leverage on income smoothing
presumably because there is the convenience provided capital
markets in facilitating the company's debt payments so that the
risk posed by the debt can be reduced.

4.6 Net Profit Margin

Results of multivariate testing both simultaneously and
separately show that probability value of net profit margin
indicates greater than the significance level of 0.1 (0.960). It
means the net profit margin does not have an impact on income
smoothing practices.

Net profit margin is expected to affect the practice of
income smoothing because logically this margin is directly
related to income smoothing object. However, the results of this
study failed to prove the existence of the effect on the net profit
margin income smoothing. The finding is consistent with Salno
and Baridwan (2000), Murtanto (2004), Suwito and Herawaty
(2005), and Zulfa and Maya (2007). Low profit margin indicates
that company has high rate of return.

5.0 CONCLUSION

Using the Eckels’ Index, we find that profitability and net profit
margins significant differences between smoothing firm and
non-smoothing firm, while the variable firm size and financial
leverage has no significant difference between smoothing firm
and non-smoothing firm. Our paper present the empirical
evidence that profitability affect the firm to smooth their
reported income.

Our statistical model and measured variables are subject to
a number of limitations that could affect the results. First, we
use Eckels’ Index due to the limited sample. Second, some of
the proxies for the theoretically guided factors such as firm size
and financial leverage could be incomplete. Third, time period
of the observation is too short when compared to other studies
which may include a period of time until more than ten year,
and there are many other factors that may have a significant
influence but cannot detected.

Finally, it may be necessary, following Michelson Index
(1995), Albrecht and Richardson (1990) measure, or Tucker and
Zarowin (2006) income smoothing measure for more effectively
match the objectives of income smoothing studies (Faello,
2012). Further study will address gathering better and more
extensive data, extend time period, determinant, and factors to
incorporate the variables that affect income smoothing practice
where possible.
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