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ABSTRACT: The main goal of this particular research was to assess whether the listed companies 
in Spain behave differently in bad economic times versus good economic times. In this regard, the 
smoothing behavior of Spanish listed firms was examined. The results obtained document for the 
2008-2009 financial crisis period a decrease in income smoothing activities. Results, implications 
and scope for future research are discussed.  
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Introduction 
The financial reporting is relevant when it has the potential to influence the decisions in the 

economic environment. The focus of this paper is converging to this demarche, since it analyzes the 
quality of financial reporting using as proxy the existence of income smoothing. 

In year 1953, Hepworth asserted that at the beginning of the 20th century the attention of the 
investors, financial analysts, employees and general public was on the balance sheet. Today, in the 
light of previous accounting scandals, the attention of all the above is on earnings and cash flow. 
Even if it did not had such a big success from the  beginning, compared with the balance sheet, the 
income statement succeed not only to gain everybody’s attention, but also to be an extremely 
important tool for assessing the quality of earnings.  

In seeking of the wholly fairness, accounting information users in nowadays, tend to rely on 
income statement primarily. Generating information about companies and disclosing the success of 
their operations, the income statement can be the perfect tool for above assessment, if it would not 
be often affected by accrual-based earnings management.  

In their determination to present a strong image for their companies, managers sometimes 
choose carefully the methods that are helping them to disclose desired information in regard of their 
companies’ performance. In some situations, they use the opportunity to alter income figures using 
the changing in accounting methods. The result will be an increase or decrease in the income 
figures that on the long run will provide a smooth trend for the income, offering a strong and stable 
image for the company (Dye, 1988). The multiple incentives of income smoothing can be a good 
motivation for Spanish companies, especially in times of financial crisis, when earnings usually do 
not have a smooth pattern. 

This paper explores the smoothing behavior of firms in times of crisis, using a sample of 
Spanish listed companies. The view of  smoothing behavior assessed is approached in terms of 
opportunism as in the conceits of Healy (1985); Watts and Zimmerman (1990); Fudenberg and 
Tirole (1995), DeFond and Park (1997); Healy and Wahlen (1999). 

In this respect, the information provided in financial statements prepared in Spanish 
economic environment analysis is considered timely and relevant. Even if the results are focused on 
a single country, they can be extended to others countries having similar characteristics as Spain. 
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This study can extend the literature in several ways. First, it extends the assessment of 
smoothing behavior of firms in bad financial times. Second, extends the literature by focusing on 
earnings management in countries from Euro Continental accounting model (Zeghal et al., 2011), 
where very few studies were conducted comparing to Anglo-American world. Third, this study 
offers more empirical evidence that supports the managerial propensity to smooth earnings 
(Buckmaster, 2001) especially in code-law countries with low investors protection rights and low 
enforcement (Leuz et al., 2003). Fourth, this study converges and extends the literature that sustains 
the pervasiveness of income smoothing (Levitt, 1998; Graham et al., 2005). Fifth, the findings offer 
insights into the ongoing debate on the role of adjusted or smoothed earnings (Bradshaw and Sloan, 
2002; Bhattacharya et al., 2003; Lougee and Marquardt, 2004; Choi et al., 2005). 

The reminder of the paper is organized as follows: second section introduces background 
and develops the research hypothesis; section three discusses the research design; section four 
presents the empirical results and discussions while latter section concludes and presents the 
limitations of the study and the scope for future research. 
 

State of the art and research hypothesis development 
Income smoothing literature had its genesis in three important studies. First, the study 

conducted by Gordon (1964). In this particular study income smoothing is conceptualize as being a 
rational behavior of managers based on three items: the maximization of their own utility, 
maximization of the firm value and shareholder satisfaction and the maximization of stock price. In 
his framework, Gordon (1964) asserted that the market is inefficient and as a main result, income 
smoothing activities cannot be explored only with great difficulty. A second study that is part of the 
theoretical foundation of income smoothing literature is the one conducted by Watts and 
Zimmerman (1978). In their framework, the market is efficient and as a result, income smoothing 
behavior can be detected. Third, the study conducted by Lambert (1984) can be mentioned, who 
thoroughly explained the smoothing behaviors of firms using the agency theory.  

According to the literature, earnings smoothing is a special case of earnings management, 
where managers smooth out inter-temporal volatility in reported earnings with the scope of 
disclosing a stable earnings stream, with less variations as possible (Biedleman, 1973; Koch, 1981; 
Fudenberg and Tirole, 1995).   

Classified, as being informative or opportunistic, the trend assessed in this paper is the latter 
one.  

Many reasons can be depicted for managers acting opportunistically, among them various 
studies published in mainstream accounting journals document the bonus schemes, jobs security, 
better relations with stakeholders, tax advantages, lower cost of capital as the most cited (Healy, 
1985; Moses, 1987; Trueman and Titman, 1988; Holthausen et al., 1995; DeAngelo, 1988; Dechow 
and Sloan, 1991; Fudenberg and Tirole, 1995; DeFond and Park, 1997).  

The impact of income smoothing is also extensively documented in the literature. In this 
regards, several effects are documented as: smoothing companies experience higher bid-ask spreads 
and lower trading volumes (LaFond et al., 2007); countries with smoothed earnings have a higher 
cost of capital (Bhattacharya et al., 2003); smoother firms have a lower ten-year annualized return 
and higher cumulative average of abnormal return comparing with non-smoothers (Michelson et al. 
1995; Michelson et al. 2000); smothers market response to earnings is four times as large as that for 
non-smoother firms (Wang and Williams, 1994); the value for the smoothers decrease with the 
magnitude of accruals (Huang et al., 2009). 

When it comes to the methods of detecting the smoothing behavior, several methods are 
approached in the literature: assessing the variations in net income as a result of accounting changes 
(Herrman and Inou, 1996); assessing the variations of ordinary income (Ronen and Sadan, 1975); 
assessing the variations in sales comparing to variations in net income (Imhoff, 1977; Eckel, 1981); 
assessing the magnitude of discretionary accruals (Shaw, 2003). 
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The measures for assessing the smoothing behavior of firms used in this particular study are 
the ones employed by Leuz et al. (2003) consisting in assessing the variation in net income, cash 
flow and total accruals. Those two measures were chosen based on their potential of assessing the 
smoothing behavior (Leuz et al., 2003). 

Further, studies like the ones conducted by: Leuz et al., 2003; Daske et al., 2006; Han et al., 
2010; Zeghal et al., 2011; documented that earnings management magnitude is higher on average in 
code-law countries with low investors’ protection rights than in common-law countries with high 
investor protection rights. In this respect, cultural and institutional factors may explain different 
patterns of discretion in different countries. La Porta et al. (1998) show that different types of 
legislation in particular countries result in different types of enforcement. In a code–law country 
within “French group” like Spain, shareholder protection and law enforcement have traditionally 
been lower than in other code-law countries (La Porta, et al., 1998; Leuz et al., 2003). Therefore the 
mechanisms to achieve appropriate enforcement vary under different types of code or common-law 
environments (Leuz et al., 2003; Navarro-Garcia and Bastida, 2010).To summarize the above 
conceits, when dealing with a jurisdiction as Spain where there are insufficient incentives to present 
transparent financial reporting (Navarro-Garcia and Bastida, 2010).  

Assessing the impact of financial crisis on earning management, previous studies conducted 
in the literature documented an inverse relationship. In this respect, macroeconomic conditions have 
the potential to impact earnings management activities. 

The study conducted by Filip and Raffournier (2012) documented that earnings management 
has significantly decreased in the crisis years and that this trend is confirmed in most of the 
countries in Europe. The main argument of the authors is related to the fact that is possible for 
managers to have less incentive to manipulate earnings in crisis periods due to a higher market 
tolerance for poor performance. Strobl (2013) asserted also that managers are more likely to engage 
in opportunistic behavior during an economic boom as opposed to a recession period. Cohen and 
Zarowin (2007) and Ahmad-Zaluki et al. (2011) documented empirically similar results with Strobl 
(2013). 

According to previous results documented in the literature the financial crisis can have a 
negative impact or positive impact on the manipulators behavior. Until this moment it is unclear 
whether financial crisis should increase the incentives for firms to engage in more earnings 
management activity of just to report unbiased financial figures. Since there are more studies 
documenting a potential decrease in the smoothing behavior of firms in times of crisis, the research 
hypothesis tested in this paper is the following: 
 

H: The smoothing behavior of Spanish listed firms changes in bad financial periods. In 
particular, the income smoothing decreases in times of bad financial periods. 
 

Research design 
This particular section explores the research design employed in this empirical paper. In 

order to test for the abnormal behavior via income smoothing in times of crisis both the accruals 
quality literature and also the work of scholars examining the income smoothing area was assessed.  

As indicators for income smoothing two measures taken by Leuz et al. (2003) were used. 
Those measures were tested also in the empirical study conducted by Filip and Raffournier (2012) 
being measures that are focusing on the internal choices of managers.  

In this respect, the first measure (e.g. IS1) is defined as the standard deviation of cash flow 
from operations divided by standard deviation of net income. Both are scaled by lagged total assets 
from previous year to reduce heteroskedasticity. If the variability of net income is less than the 
variability of cash flow from operations, the smoothing behavior via opportunistic purposes can be 
documented. The standard deviation of net income is showing the variability of earnings. High 
values of this first measure are documenting the existence of income smoothing (Leuz et al., 2003). 
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The second measure (e.g. IS 2) is taken also from Leuz et al. (2003) and comprises both the 
assessment of total accruals and cash flow from operations. This measure consists in testing for 
income smoothing behavior using the Spearman correlation between variations in accruals and 
variations in cash flow from operations. Both are scaled by lagged total assets from previous year to 
reduce heteroskedasticity. 

According to Dechow (1994), the correlation between changes in accruals and changes in 
cash flow should be negative. If accruals are manipulated by managers with the purpose to smooth 
income, the absolute value of their correlation with cash flow from operations should be high. 

In order to be able to use this second measure, first the total accruals must be calculated. 
Taking into account the advantages of cash flow approach comparing with balance sheet approach, 
the method used in this paper to calculate total accruals is the cash flow statement approach. In this 
respect the total accruals are calculated as the difference between the net income and the cash flow 
from operations. A high negative correlation between the indicators comprised in the second 
measure can be interpreted as a sign of income smoothing (Barth et al., 2008; Lang et al., 2006; 
Ball and Shivakumar, 2005; Filip and Raffournier, 2012). Similar to Filip and Raffournier (2012), 
the Spearman coefficient was multiplied by -1 so that higher IS 2 scores reflect higher level of 
income smoothing. That was done for the consistency of presentation and interpretation.  
 

Sample 
Our sample comprises all non-financial listed companies on Madrid Stock Exchange, tier I 

and tier II. When the information disclosed on the Madrid Stock Exchange (www.bolsamadrid.es) 
was incomplete, the missing data was collected manually from the following internet site that 
discloses the annual reports of listed companies in Spain: http://www.abertis.com/informeanual/var/ 
lang/es/idm/119/ano/2005/ord/1. The manually collected data was used to calculate using the 
indirect method the cash flow from operations for period 2005-2007. For period 2008-2012, 
information’s regarding the cash flow from operations was disclosed on Madrid Stock Exchange. 

Our sample comprises 8 years (2005-2012), and the companies assessed were commercial 
and industrial. This decision was taken based on the fact that previous indicators of income 
smoothing are developed for this kind of companies. Even if Capkun et al. (2011) documented 
more earnings management in the first year of adoption of IFRS, based on the fact that managers 
may use the discretion allowed under IFRS 1 to manipulate earnings, this year was part of this 
analysis.  

The initial sample comprises 274 firms for the period 2005-2012, from whom 66 banks and 
financial institutions were excluded. Also, observations with unavailable accounting reduce the 
sample leaving the final sample with 1044 final number observations. Outliners in each industry 
were excluded. The sample composition is presented in Table no. 1. 
 

Table no. 1  
The sample 

Number of firms listed on MSE (2005 – 2012) 274 
- Banks and financial institutions 66 
= Firms included in the sample 208 
Number of firm-year observations for 2005-2012 1664 
- Observations with unavailable accounting data 620 
= Final number of observations 1044 

Source: Author´s projection 
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Findings and discussion 
Using a sample of 1044 Spanish non-financial, non-utility and profit-making firm-year 

observations for the period 2005-2012, this paper can document findings consistent with Filip and 
Raffournier (2012).  

Consistent with the prediction, the results reveal a decrease in income smoothing in times of 
crisis. The results are robust also after alternative measures and test specifications. 

Table no. 2 presents the results of the two income smoothing metrics used for the pooled 
sample. The results are also presented for each year for the period under examination (2005-2012).  

IS 1 and IS 2 measures used for assessing the income smoothing behavior of firms, exhibit a 
similar time pattern like in Filip and Raffournier (2012). The lowest values for IS 1 is for the year 
2012 (IS 1 = 0,495) followed by year 2011 (IS 1 = 0,791), known as years after the financial crisis. 
In regards of the values of IS 2, the lowest values are obtained for the year 2012 (IS 2 = 0,533) 
followed by the year 2010 (IS 2 = 0,651). In the years of the financial crisis the values for both 
measures used are higher than in the years after the financial crisis but not higher than the years 
before the financial crisis. In this respect, IS 1 decrease in the years of financial crisis compared 
with the years before financial crisis (for year 2008 – IS 1 = 1,197 and for year 2009 – IS 1 = 
1,142). Similar pattern can be observed for IS 2 (for year 2008 – IS 2 = 0,864 and for year 2009 IS 
2 = 0,691).  

Twofold explanations can be given. First, as the exploration starts with year 2005 (the first 
year implementation of IFRS, where according to Capkun et al. (2011), earnings management can 
be more prominent) the subsequent decrease in income smoothing can be a result of previous 
extreme accruals reversals that has an impact on future earnings (Allen et al., 2013). Second, the 
financial crisis can impact negatively the income smoothing behavior of firms, causing a significant 
decrease. What is interesting to notice, is that last two years analyzed (2011, 2012) exhibit even 
more decreasing in both measures used for assessing income smoothing behavior.   
 

Table no. 2  
Results per year 

Income Smoothing Year N 
IS 1 IS 2 

Pool 1044 1,117 0,801 
2005 146 1,655 0,869 
2006 131 1,674 0,947 
2007 127 1,677 0,919 
2008 136 1,197 0,864 
2009 135 1,142 0,691 
2010 134 0,814 0,651 
2011 128 0,791 0,714 
2012 107 0,495 0,533 

Source: Author´s projection 
 

When testing for the significance of the differences obtained (using a similar method as Filip 
and Raffournier, 2012), the results were consistent with the conjecture that income smoothing 
decreases during financial crisis. The influence of financial crisis on income smoothing is also 
exhibit in the Annex no. 1. Average values of indicators for the pre-crisis (2005-2007) period, 
crisis-period (2008-2009) and post-crisis period (2010-2012) are reported in the Annex no. 1. In this 
respect, the income smoothing indicators (IS 1 and IS 2) decrease significantly in the crisis period. 
The decreasing trend can be notices also in the post-crisis period. Average values of IS 1 decreases 
from 1,665 in the pre-crisis period to 1,174 in the crisis period. Comparing the pre-crisis period 
with post-crisis period the decrease is even more significant (e.g. from 1,665 to 0,716). A similar 
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pattern can be observed for the second measure used, that decreases from 0,911 in the pre-crisis 
period to 0,793 in the crisis period. This metrics also exhibit a significant decrease in the pre-crisis 
period compared with the post-crisis period (e.g. from 0,911 to 0,643).  

 
Conclusions, limitations and scope for future research 
Assessing the smoothing behavior of Spanish firms for the period 2005-2012, it can be 

noticed a significant decrease of both measures used in the period 2007-2009. In the light of the 
empirical evidence, the research hypotheses developed can be validated. Based on the fact that both 
the measures used for assessing income smoothing behavior decrease significantly after the 
financial crisis period also, another potential explanation for the results obtained can rely on the 
documented results obtained by Capkun et al. (2011) and Allen et al. (2013). Since this study 
introduced the year 2005 in the assessment, the decrease in the period 2007-2009 can be also 
interpreted as aggressive accruals reversals.  

As main limitation, the manually collected data can introduce some potential bias. Also, 
based on the fact that cash flow from operation had to be calculated for the years 2005-2007 (no 
disclosure available) using the indirect method, other potential limitations can arise. Third, since 
this particular study is conducted at a country level, the external validity of the findings is 
questionable. Further research can enlarge the sample and can assess the smoothing behavior of 
firms at EU level, taking into account all firm-years observation until present time. The results 
presented are consisted with the results obtained by Filip and Raffournier (2012).  
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Annex no. 1 

The influence of financial crisis on income smoothing 
Income Smoothing Period N 

IS 1 IS 2 
Pool 1044 1,117 0,801 

2005 – 2007 404 1,665 0,911 
2008 – 2009  271 1,174 0,793 
2010 – 2012  369 0,716 0,643 

Source: Author´s projection 
 


