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Abstract

Earnings smoothing, which refers to the action of managers managing earnings to reduce
fluctuations of reported earnings, is a special type of earnings management because while
earnings smoothing may be used to distort shareholders and creditors’ view of corporate
actual performance, it may also serve as a tool to communicate corporate private information
of future earnings to the aforementioned stakeholders. Hence, it comes to no surprise when
prior literatures reveal that the studies on the role of earnings smoothing are divided into two
streams: as information signaling and information garbling. This paper aims to review prior
literatures, specifically on the role of earnings smoothing either as information signaling or
garbling based on four themes: firm value, financing need, compensation contract and
outsiders’ intervention. This paper reviews journal articles gathered from Web of Science
database. Based on the shortcomings of prior literatures, this paper highlights avenue for
future research.

Keywords: earnings smoothing, information garbling, information signaling, firm value,
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131 ajfa.macrothink.org



ISSN 1946-052X

\ M ac roth i “k Asian Journal of Finance & Accounting
A Institute™ 2018, Vol. 10, No. 1

1. Introduction

Earnings smoothing, which refers to the action of managers managing earnings to reduce
fluctuations of reported earnings, is a special type of earnings management because while
earnings smoothing may be used to distort shareholders and creditors’ view of corporate
actual performance, it may also serve as a tool to communicate corporate private information
of future earnings to the aforementioned stakeholders (Dechow et al., 2010; Goel & Thakor,
2003). Although most studies generally use earnings smoothing as a proxy for earnings
management (Bhattacharya et al., 2003; Burgstahler et al., 2006; Leuz et al., 2003), some
studies find that earnings smoothing in fact is associated with improved earnings quality
(Ewert & Wagenhofer, 2015; Shubita, 2015; Subramanyam, 1996; Tucker & Zarowin, 2006).
Hence, it comes to no surprise when prior literatures reveal that the studies on the role of
earnings smoothing are divided into two streams: as information signaling and information
garbling.

The role of earnings smoothing as information signaling is usually associated with managers’
motivation to improve firm value (Di & Marciukaityte, 2015; Graham et al., 2005; Shuto &
Iwasaki, 2014), and to achieve lower cost of debt from creditors (Dou et al., 2013; Gassen &
Fiilbier, 2015; Li & Richie, 2016). Based on the view of earnings smoothing as information
signaling, managers who have private information about firm’s future earnings and yet are
not allowed to directly disclose the information to outsiders (shareholders, creditors and other
stakeholders), may convey the private information through bias reported earnings, to
maximize firm’s value (Sankar & Subramanyam, 2001). In addition, using managers’
discretion, as allowed by the generally accepted accounting principle (GAAP), managers
would choose to present a smoother earnings stream to signal the stability of the firm’s
underlying earnings process. In turn, the firm’s cost of borrowing is reduced as creditors
lower their assessment of the probability of firm’s bankruptcy, and hence increases firm’s
value (Trueman & Titman, 1988).

On the other hand, earnings smoothing is viewed as information garbling when earnings
smoothing distorts information and consequently leads to higher information opacity.
Bhattacharya et al. (2003) argue that earnings smoothing resulted in reported earnings not
depicting the true underlying economic performance of the firm, and hence reducing the
informativeness of reported earnings and increasing information opacity. Earnings smoothing
as information garbling is usually associated with managers’ concerned on compensation
contract (Das et al., 2013; Defond & Park, 1997; Grant et al., 2009) as well as to avoid
outsiders’ intervention in management (Acharya & Lambrecht, 2015; Khurana et al., 2017).

Managers boost earnings during bad times, to lengthen their job tenure, or to reduce earnings
during good times, to save for future bad times (Fudenberg & Tirole, 1995; Lambert, 1984).
Further, asymmetric information theory argues that investor’s estimate is unbiased and ‘best’
based on the information they have. Therefore, it is considered rational for shareholders to
require earnings outcome that is consistent with their expectation (Acharya & Lambrecht,
2015; Kirschenheiter & Melumad, 2002). Accordingly, managers have to report an earnings
figure that corresponds to outside shareholders’ expectation rather than true income, to avoid
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outsiders’ intervention. Specifically, during bad times, managers use smoothing to conceal
unfavourable earnings realizations and create reserves for future periods by understating
earnings during good times (Acharya & Lambrecht, 2015; Khurana et al., 2017). Generally,
investors give managers the benefit of the doubt and perceive low risk when earnings are
relatively smooth. However, when additional information suggests that managers have
incentives to garble information, they no longer give managers the benefit of the doubt
(Erickson et al., 2017).

Studies related to earnings smoothing have been around for more than six decades. However,
the recent decades show the most development with more than 80 percent of studies in this
field was published after year 2000. Following Hepworth's (1953) note that firms with
smooth earnings signal stable corporate management to the shareholders and creditors, the
study on corporate earnings smoothing has evolved ever since. Until recently, scholars have
been trying to prove the existence of earnings smoothing activities (Beidleman, 1973;
Boterenbrood, 2014; Khalil & Simon, 2014), figuring how (Atik, 2009; Francis et al., 2016)
and when (Gassen et al., 2006; Gill de Albornoz & Alcarria, 2003) managers smooth earnings,
characterizing earnings smoothing firms (Bigus et al., 2016; Bouwman, 2014; Z. Huang &
Xue, 2016; Safdar & Yan, 2016; Silhan, 2014), and most importantly understanding the
motivation (Goel & Thakor, 2003; Lambert, 1984; Trueman & Titman, 1988) and
consequences (Houcine, 2017; Shubita, 2015; Tucker & Zarowin, 2006) of such behavior.

This paper aims to review prior literatures, specifically on the role of earnings smoothing.
Based on the discussion of the past literature, this paper also makes some suggestions for
future research. To achieve these objectives, this paper reviews journal articles published in
Web of Science database. A broad search was initiated based on the keywords used for the
title. The literature of earnings smoothing is divided into 2 categories: (1) banks and (2) other
business sectors. Since the regulations between banks and other sectors are governed by
different policies (banks are governed by BAFIA Act while other firms are governed by
Companies Act), the financial reporting practices between these firms are significantly
different. Hence, this paper chooses to focus only on smoothing behavior in the latter
category. In addition, the paper also does not review papers on dividend smoothing.

2. Accruals and real smoothing

Smoothing can occur through accounting accrual (also known as artificial) and real
smoothing activities. Accrual smoothing, which refers to the accounting choices that usually
occur at the end of the fiscal year, change reported earnings without changing the underlying
cash flows. Examples of accrual smoothing include adjusting reserves for losses, delaying or
forwarding the recognition of revenue and expenses, and reclassifying the expense items into
capital accounts. Meanwhile, real smoothing activities usually occur throughout the fiscal
year, by which managers change its operation. Examples of real smoothing activities include
altering shipment schedule, offering end-of-period sales, and speeding up or deferring
maintenance (Fudenberg & Tirole, 1995; Lambert, 1984). Generally, managers utilize
income-increasing smoothing to boost revenue when expected earnings fall short the desired
threshold, and income-decreasing smoothing when expected earnings is greater than the
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desired threshold (Sankar & Subramanyam, 2001).

Overall, most studies which examine earnings smoothing as information signaling or garbling,
measure earnings smoothing using accrual smoothing instead of real smoothing. Only very
few studies measure earnings smoothing using real smoothing, such as Dhole et al. (2016),
Francis et al. (2016), Huang et al. (2009) and Khurana et al. (2017). Therefore, this section is
contributed to the studies that examine real smoothing activities while the rest of the paper i.e.
from section 2.1 until 2.4 discuss the roles of both real and accrual smoothing activities.
Except for studies mentioned in this section, all studies mentioned from section 2.1 until 2.4
use accruals as their earnings smoothing measurement.

Based on the view that earnings smoothing is used to garble information by managers,
Khurana et al. (2017) find positive association between real earnings smoothing and
firm-specific stock price crash risk. Real earnings smoothing allows managers to conceal
firm’s actual performance. Therefore, when the accumulated bad news bubble burst, stock
price crash as a result of investors’ negative reaction. Francis et al. (2016) also find that firms
engage in downward real earnings management to garble information. Managers manage
earnings downward immediately before share repurchases, management buyouts and CEO
option awards to lower the stock prices, for their private benefits. In similar vein, Dhole et al.
(2016) find that CEO incentives to smooth earnings (due to garbling role) through both
artifical and real earnings management is mitigated via CEO inside debt (debt-like
component of executive compensation such as deferred compensation and pensions).

However, using derivatives as the measure of real earnings smoothing, Huang et al. (2009)
find that real earnings smoothing is less pronounced in firms with weak governance, showing
that real earnings smoothing does not serve as information garbling. Instead, they find
evidence that derivaties (real earnings smoothing proxy), serves as information signaling and
add greater value to firms with weak investor protection. They argue that derivatives have
been used to eliminate extraneous shocks and hence improve the informativeness of
management ability and project quality.

Based on the discussion above, prior studies provide evidences on the existence of real
earnings smoothing activities. The lack of empirical evidence on the role of real earnings
smoothing, either as information signaling or garbling, summons for more research in this
area. The role of accrual earnings smoothing is discussed in the following sections, as
categorised into four factors: firm value, financing need, compensation contract and
outsiders’ intervention.

2.1 Earnings smoothing and firm value

Earnings smoothing is related to the increased in firm value via meeting earnings prediction
(Goel & Thakor, 2003; Graham et al., 2005; Kirschenheiter & Melumad, 2002), and reducing
investors and creditors’ perception of firm’s bankruptcy probability (Trueman & Titman,
1988).

Under information signaling view, managers are expected to smooth earnings and report
earnings that are close to investors’ expectation or target. Smaller earnings surprise signals
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higher earnings quality of previously reported earnings (DelJong et al., 2014; Kirschenheiter
& Melumad, 2002), while managers inability to meet investors’ expectation is perceived as a
signal of hidden problems at the firm, for which the firm would be severely punished
(Graham et al., 2005). Accordingly, Graham et al. (2005) find that managers are willing to
sacrifice long-term value to meet earnings expectations.

In addition, investors abhor earnings volatility and pay less for firms with higher earnings
volatility because it is associated with greater expected losses (Goel & Thakor, 2003). Hence,
they contend that investors want managers to smooth earnings as much as possible, so that
future earnings are more predictible. Consistent with this argument, Di and Marciukaityte
(2015) find that repurchasing firms use earnings smoothing to increase the predictability of
reported earnings.

Further, Trueman and Titman (1988) argue that earnings smoothing may be able to reduce
investors and creditors’ expectation of firm’s bankruptcy probability; hence they are willing
to do transaction at lower costs. This would result in the increase of firm’s value. In relation
to this argument, empirical researches provide mix evidences where Lev and Kunitzky (1974)
find evidence of earnings smoothing reducing firm’s common stock risk while McInnis (2010)
find no evidence on the relation between earnings smoothness and average stock returns —
shareholders of firms with volatile earnings are not compensated with higher returns.

Based on the literature discussed above, abundant theoretical and empirical researches have
been trying to explain the role of earnings smoothing as information signaling, based on
managers’ incentives to maximize firm value. Future research may want to look into the
effect of earnings smoothing on firm value in the long-term basis.

2.2 Earnings smoothing and financing need

The roles of financial reporting in debt contracting arise from two situations: (1) during the
credit-granting decision stage and (2) during subsequent ongoing monitoring by creditors.
During the credit-granting decision stage, lenders demand high quality financial reporting
from firms to reduce their information risk in forecasting future cash flows. In addition,
creditors also demand high-quality financing reporting to increase debt-contracting efficiency
during subsequent ongoing monitoring.

Based on these two situations, the role of earnings smoothing as information signaling is
stronger during credit-granting stage because firms need to signal credible financial
information to lower their cost of debt. Consistent with this argument, Amiram and Owens
(2017), Gassen and Fiilbier (2015), and Li and Richie (2016) find that earnings smoothing is
associated with lower cost of debt; creditors perceive smooth earnings as a signal of business
stability and lower loan default risk. In addition, Jung et al. (2013) find that credit rating
agencies also perceive earnings smoothing as a signal of business stability; managers reduce
earnings volatility in order to improve or maintain credit ratings.

On the other hand, during ongoing monitoring of covenant compliance by creditors, the role
of earnings smoothing as information garbling is stronger because firms may engage in
earnings management to avoid breaching debt covenants. In support to this argument, Gassen
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and Fiilbier (2015) find that firms with more credit report smoother earnings stream, to avoid
debt-renegotiation and bankruptcy costs.

Nonetheless, the need to use earnings smoothing as information signaling is the strongest in
the situation where information asymmetry between firm and creditors are very high, for
example, in the countries with weak creditors’ protection or specific industries where high
information asymmetry exist. In these situations, earnings smoothing serves as information
signaling, to mitigate agency problem of debt (Bigus & Hifele, 2016; Dou et al., 2013).
Garcia-Teruel et al. (2014) find that SMEs (SMEs are characterized with high information
asymmetry) with smoother earnings have more access to trade credit from suppliers.

While the researches on the role of earnings smoothing as information signaling, during
credit-granting decision stage, are plenty, researches on its role as information garbling,
during subsequent ongoing monitoring, is still lacking. Therefore, more researches in this
area are warranted. In addition, future researches may be directed towards understanding the
role of earnings smoothing in the situation where firms are in great need of finance, for
example financially distressed firms.

2.3 Earnings smoothing and compensation contract

In line with information garbling theory, studies in executive compensation generally view
earnings smoothing as an outcome of managers’ opportunistic behavior; to maximize their
current and future compensation, as well as to secure their job contracts (Fudenberg & Tirole,
1995). Managers underreport earnings when realized earnings are sufficiently high, or when
their bonus reaches the bonus cap, and the over-report earnings when realized earnings fall
between a lower and upper bound of bonus (Defond & Park, 1997; Grant et al., 2009; Healy,
1985; Spagnolo, 2005). However, when the realized earnings is really bad, they would
engage in ‘big bath’ — managers underreport earnings by the maximum amount possible, in
order to report higher and smoother earnings in the future (Kirschenheiter & Melumad,
2002).

Hence, to mitigate managers incentives of using earnings smoothing as information garbling,
manager inside debt may be used as a new compensation strategy (Dhole et al., 2016). Inside
debt refers to use of debt as a portion of managers compensation, using defined benefit
pensions and other deferred compensation, with the premise that managers’ compensation is
paid at or after retirement, as long as the firm in solvent. In the case of firm insolvency,
managers would lose all these benefits.

Apart from managerial opportunism behavior, Das et al. (2013) find that earnings smoothing
is partly induced by compensation contracts that reward managers for smoother earnings.
They find that smooth earnings are used as a performance metric for manager compensation.

This relatively new findings summons for more researches to disentangle the role of earnings
smoothing in compensation contract, whether they solely serve as information garbling for
private benefits of managers, or they are actually part of managers duty, in which
shareholders want managers to smooth earnings and that managers are being compensated for
doing so.
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2.4 Earnings smoothing and outsiders' intervention

The theory of earnings smoothing as information garbling to avoid outsiders’ intervention is a
newly emerged theory, proposed by Acharya & Lambrecht (2015). Based on asymmetric
information theory, investor’s estimate is unbiased and ‘best’ based on the information they
have. Therefore, it is considered rational for shareholders to require earnings outcome that is
consistent with their expectation. Outsiders may take collective action against insiders if they
do not receive a fair payout that meets their expectations. Hence, managers need to report
earnings that are close to shareholders’ expectation, to keep them at bay.

In addition, since earnings smoothing held investors from intervening with management,
managers are able to keep unprofitable projects, continue with ineffective risk management
practice and withhold bad news. In line with this argument, Chen et al. (2017), Khurana et al.
(2017) and Yu et al. (2017) find that managers use earnings smoothing as a mean to hide or
withhold bad news from shareholders. As a consequence, firms are exposed to a greater stock
price crash risk, especially when the accumulated bad news burst. These contemporary
findings open up more opportunities for future research, for example, using other measures of
firms’ risk to examine the effect of earnings smoothing or, examining the effect of earnings
smoothing in relation to industry-specific risks.

3. Conclusion

This paper reviews the literature on the role of earnings smoothing, either as information
garbling or information signaling. Based on the literature discussed above, the role of
earnings smoothing depends on how managers intend to use it, either to maximize firm value,
avoiding outsiders’ intervention, for personal gain or to get better debt covenant terms from
creditors. While there are relatively plenty of researches have been examining the role of
earnings smoothing, more researches are needed as highlighted below:

e While the role of earnings smoothing either as information signaling or garbling can
generally be attributed into four factors (signaling: firm value and financing need;
garbling: compensation contract and avoiding outsiders’ intervention), the mixed
evidences as found in the literature shows that more research is needed to better
understand the role of earnings smoothing for each factor

e The role of earnings smoothing may not be attributed by a single factor. Rather,
managers’ decision to signal or garble information via earnings smoothing may be
dependent on various factors at a time. Hence, future research may want to look at
which factor dominates when multiple factors arise

e Prior researches rely solely on archival data in arriving at their findings. Future
research should integrate analysis from both secondary and primary data source to get
a more comprehensive picture of the role of earnings smoothing

e Majority of research on earnings smoothing are conducted in the US and European
countries. Due to the different economic conditions, listing requirements, and
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government policies, more research should be conducted in countries with emerging
economies
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