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Abstract: Recently, Income Smoothing is one of the subjects that attract the attention of the
accounting researchers. Income smoothing is defined as the management of results to reduce the
variability of accounting results. Some researcher believes that investors have much more tendency
to invest in Smoother Companies, and they are ready to pay more expenses to these Companies.
(Trueman and Titman, 1988). another researcher believes that Smoother Companies earn more
abnormal return for their stockholders. (Michelson and wagner and Wootton, 1999). Also, researchers
believe that companies using smoothing earn more abnormal return for their (stockholders Michelson
and wagner and Wootton, 1999). The present study, describing the theoretical basis of this topic,
investigates whether stockholders of smoother companies in the Tehran stock Exchange (TSE) also
earn more return, compared to the shareholders of non-smoother companies. In order to investigate
the existence of Income Smoothing, the data related to the sample company is within the period of
1999 to 2009. For investigating the effect of Income Smoothing on the return of companies, the
expected return, the abnormal return, and the real return refer to the period between 2004 and 2009.
The data was collected on monthly basis. The results show that in the population under investigation,
the companies use income smoothing, but it has no significant effect on the companies’ return of
income. Furthermore, the results show that the type of the industry and its size will not have a
significant effect on earning the abnormal return. 
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INTRODUCTION

Income smoothing is a conscious behavior which reduces periodic income fluctuations. Most researchers
believe that Hepworth (1953) first introduced the income smoothing notion (Ronen and Sadan, 1981).
Researchers also believe that investors tend to invest in companies with a stable income, and that companies
reported to have a fluctuated income experience a higher risk compared to those with smooth income. Hence,
company managers choose income smoothing to indicate a stable picture of profitability and high returns
within the flexible framework of generally accepted accounting principles. Some researchers (Joo, 1991-
Defond and Park, 1997) believe that income smoothing is for enhancing the management’s welfare, improving
shareholder’s welfare, and facilitating predictability of income. Lots of research has been done on income
smoothing in many developed countries, which will be discussed later in the research body; in the
interpretation of the results, the differences existing in the economic, political and cultural structures of
countries should be considered. 

Literature Review:
One of the income smoothing goals is to increase the return. The results of the present research done

on income smoothing indicate that when companies report the smoothed income, owners are more confident
about the companies. Gordon believes that managers could smooth the income by using accounting principles
and it can satisfy the shareholders. He also believes that companies could share more income by smoothing
the income at various levels. Hence, the stock prices for such companies are higher. (Gordon, 1964)
Researchers conclude that companies with income smoothing have more expected return than abnormal returns
compared to smoother companies. (Booth, Kallunki & Martin Kainen, 1996).
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In all of the above-mentioned researches, the relation between income smoothing and various factors
affecting the market has been studied and, through designing models, the researchers have explained the
smoothing logic. Michelson (Michelson et al, 1999) has studied the smoothing effect on abnormal stock’s
return. In the conclusion, it is claimed that smoothing is an effective factor on companies' abnormal stock’s
return and that market shows a positive response towards smoothed incomes. 

In another research, researchers claimed that investors do not have any tendency to invest in companies
experiencing a high income deviation, or companies with high risks. Investors also have a positive view on
companies which report smooth income. (Gay, Kale and Badrinath, 1989) Bricker suggested that the Incomes
Quality Analysts Association believe that the manager’s goal for the income management is to avoid
unexpected profits. (Bricker, 1995).

Worsthy believes that smoothing critics criticize income smoothing, since it results in unreasonable
disclosure of financial information, and it prevents the investors from evaluating the risk and return, because
of the insufficient information the companies give concerning profitability. Emhoff(1977) also believes that
when variables are manipulated to gain smoothed income, disclosure is not going to be made sufficiently.
In addition to the dissatisfactions concerning incomplete information disclosure, some critics claim the
manipulated information can mislead the users when they evaluate smoothing effects. Beidleman believes
income smoothing makes the financial statements’ analysis complicated. (Beidleman, 1973).

Watts and Zimmerman believe that income smoothing effects the value of securities (Watts and
Zimmerman, 1986.)They believe that the accounting profits are good predictors for future cash flows and
based on Capital Asset Pricing Model (CAPM), stock market value equals to the amount of discounted future
cash flows. Hence, smoothed incomes could affect the stock market value. Advocates of Income smoothing
believe that the ease of predicting future profit, market values, internal control and evaluation criteria are
among their reasons for supporting income smoothing.

Zarowin studies the variables in income smoothing, changes in discretionary accruals, changes in cash
flows and the relation between them. (Zarowin, 2002) The research results indicate that by increasing the
income smoothing the correlation between accounting profit and operational future cash flows increases. This
shows the relation between smoothing and stocks information contents. 

Aiyesha studies if capital market participants, who are mainly of investment institutions or financial
analysts, believe that income smoothing has any informative content. It is also asked if they make any
differentiation between various types of income smoothing, as far as their application method is concerned.
Also, it should be discovered if there is a logical relationship between decisions made by financial analysts
and investment institutions, and company income smoothing decisions. (Aiyesha, 2004).

The results of this research indicated that financial analysts believe that natural smoothing is desirable,
for the economic values it has. Investment institutions are usually ignorant of natural smoothing because of
portfolio and believe that the real smoothing is exaggerated. That’s why most famous companies do not prefer
real smoothing.

Raul, I.S and Francisco, P.F studied Spanish stock exchange on the relation between income smoothing
and return and risk. Results show that companies which smooth the income gain more profit than those which
do not. Results also showed that the Spanish Stock Exchange is non-efficient, because companies usually use
much artificial smoothing to lower the stock risk by manipulating the accounting profit. (Raul, I.S and
Francisco, P.F, 2004).

Steven studies the investors’ support, income smoothing and the income information contents. The
research findings show that managers tend to use income smoothing, since they can support non-professional
investors for the costs of missed opportunities, and professional investors by using confidential information
on future profits. Findings also show that accounting has a significant role in supporting external stakeholders.
(Steven, F., 2008).

Aasuman has studied the income smoothing behavior in Turkish companies while he had used the Moses
model in income smoothing. Results show that income smoothing is practiced for accounting changes, and
that the economic characteristics of the financial period resulted in accounting changes. Turkish companies
tend to report their net profit as zero. (Aasuman, Atick, 2009) Parbonetti studies the CEOs’ (chief executive
officer) risk motivations and income smoothing. In this research CEOs’ compensation role in income
smoothing is studied. Hence, the CEOs’ whose compensation is heavily affected by the company’s
performance show less interest in taking risks. On the other hand, shareholders tend to accept CEOs with
positive NPV (net present value) while the CEOs avoiding risk do not tend to accept risky projects, in spite
of the fact that they have positive NPV. Hence, when the risk motivations in CEOs decrease, welfare
increases. (Parbonetti, A. 2009)
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Hypotheses and Research Questions:
One trend in accounting is identifying the motivations in income smoothing. Shareholders welfare, the

ease of predicting income, management welfare and increase in return are among the motivations in income
smoothing. Hence, one of these motivations is the increased return which will be discussed in this study (Joo,
1991- Defond and Park, 1997). The present research is an attempt to survey income smoothing in financial
reporting of companies; following that, smoothing effect on abnormal returns in sample companies is
investigated. Also, the effect (s) of company size and various industries on abnormal returns, in the
investigation of income smoothing, will be studied.
The hypotheses in this paper are as follows:

First Hypothesis:
income smoothing is observed in financial reporting in companies accepted on TSE. 

Second Hypothesis:
There is a significant difference between the average abnormal returns in companies which use smoothing

and those that don’t. 

Third Hypothesis:
There is a significant difference between the average abnormal returns in companies which use smoothing

and those which don’t, in various industries. 

Fourth Hypothesis:
There is a significant difference between the average abnormal returns in companies which use smoothing

and those which don’t in various companies with various sizes.

Research Methodology:
The present paper tries to study the income smoothing on abnormal return in accepted companies on

TSE. This paper is of quantative type, quasi-experimental and expose-facto research which is done in an
inductive method.

Statistical Methods of Hypotheses Testing:
In this paper, the statistical society was divided into two groups of smoother and non-smoother based

on Eckel distinctive indices. (Eckel, 1981) This part of the paper is done to evaluate and test the hypotheses
related to smoothing in stock market. The statistical methods used in this paper are: descriptive statistics,
Mann–Whitney U test two samples’ average difference test, one- way ANOVA, two-way ANOVA and
correlation coefficient test. To approve or disprove the hypotheses, the significant level is α=%5. 

The Statistical Society and Data Collection:
The statistical society for the first hypothesis includes the accepted companies in TSE Market from which

the financial statements for an 11-year period from 1999 to 2009 are available. To test the other hypotheses,
the financial statements for a 6-year period from 2004 to 2009 are used. The investment and financial
intermediate companies were not included in this research, since the nature of their activities is considerably
different, and their expense and earning structure did not seem to be appropriate for this research. The
companies whose information was available, and whose share did not suffer transaction delay over a period
not exceeding six months during the research, are in the list. Using random sampling, the researchers selected
76 companies to test the hypotheses.

The data used in this paper was extracted from the information reported in companies’ financial
statements, (TSE) yearbook and TadbirPardaz software database. The data was processed in Excel software
after its validity was confirmed. 

Research Variables:
Smoothing Index:

The smoothing index variable is measured by Eckel index. Eckel index is formed based on comparing
the income and sale volatility. 

CV ΔI / CV ªS = Income Smoothing Index.
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CVΔI: Variation coefficient for incomes volatility in time series.
CVΔs: Variation coefficient for sales volatility in time series.

When the Eckel index is less than 1, income smoothing has been use. Otherwise income smoothing is
not use. (Eckel, 1981) In this paper, companies with smoothing index lower than 1 and with smoothing index
higher or equal to 1 are put in non-smoother and smoother groups, respectively. Being a smoother or a
non-smoother company could be judged in three levels of gross income, operating income and net income.
If a company utilizes smoothing in each of these levels, the company is judged as a smoother company.

Abnormal Return:
To measure the abnormal return, and test the second hypothesis in this paper, the expected return and

the real return for each company are measured. The expected returns are measured through the two following
methods: 

1- Using the Capm Model: 

E(Rjt) =Rf +β(Rm !Rf ) Since: 
Rjt: represents the return for the company “j”, over month “t” 
Rmt: represents the market index returns, over month “t” Rf: free-risk asset return rate 
βj: represents a parameter which measures the Rjt friction to the market index. 

The real return is measured through this:

Rj,t = (1+α)(p1 !p0)+DPS !C
      --------------------------------
                p0

DPS: Dividend paid for the past month divided by the number of common shares outstanding.
P0: the share price at the end of a month (t-1).
α: Company capital increase percentage.
C: the cash return over increasing capital period for each share.
P1: the share price at the end of month (t).
To calculate the β coefficient for common shares in each company the below formula was used: 

β= coV(r j ,rm)
   ----------------
       VArrm

The abnormal return is calculated through the following formula after calculating the expected and real
returns: 

ARjt=Rjt-(Rf+β (Rm-Rf)) 

2- Using the Market Return Index Model:
By using the TEPIX (Tehran Stock Exchange Price Index) Pmtis calculated by: 

       Pmt ! Pm,t!1 
Rmt = -----------------
         Pm,t!1

In which Pm,t is the end of month index number in the time of t, and Pm,t-1 is the previous month
index number. The difference between the company real return Rjt and the market return shows Rmt the
abnormal return which is calculated through: 
ARjt =Rjt !Rmt

Industry:
Ronen and Sadan in a research came to the conclusion that companies use smoothing in various levels

in various industries (Ronen and Sadan, 1981). Ashari et al tried to identify the influential factors on income
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smoothing and concluded that the industry type and profitability variables affect the income smoothing (Ashari
and et al, 1994). To identify the industry role in companies accepted in Tehran Stock Exchange, the
companies were categorized into eight different industrial groups. The categorization is based on the common
TSE categorization which is as follows:

Vehicles and spare parts, manufacturing metal products, rubber and plastic, machinery and equipment,
paper products, chemical products and materials and non-metallic minerals and various food products. 

Company Size:
Moses (1987) indicates that variables such as size, rate difference between real return and expected

return, and managers reward plans affect the income smoothing behavior. In this paper, the criteria for
measuring size is the net sales logarithm, and in order to calculate the net sales average, the six-year sales
average of the company was gathered, and companies were categorized into 3 categories of large, medium
and small sizes. 

Research Findings:
The Results pertaining to the first hypothesis test on income smoothing in TSE, shows that 31.5% of

the companies under investigation are smoothers, by applying ratios test and descriptive statistics. Table 1
shows the smoother and non-smoother companies’ number and percentage in various industries. Results show
that machinery and equipment industry make use of smoothing more than the other industries by the ratio
of 57.1%. On the other hand, it is observed that various food products have the least smoothing in its
society.

Table 1: Income Smoother Companies Number.
Type Smoother Non-Smoother Total Smoothing Percentage
Various Food Products 4 11 15 26.6 
Vehicles And Spare Parts 3 6 9 33.3 
Manufacturing Metal Products 2 3 5 40 
Materials And Non-Metallic Minerals 3 14 17 17.6 
Rubber And Plastic 2 3 5 40 
Machinery And Equipment 4 3 7 57.1 
Paper Products 2 2 4 50 
Chemical Products 4 10 14 28.5 
Total 24 52 76 31.5 

Table 2 shows statistical results for the second hypothesis using the Mann-Whitney U test, it is
concluded that contrary to the research results found by the Michelson et al, the abnormal return average for
smoother and non-smoother companies which are located in the 5% level in the test, had no significant
difference. Hence, it is concluded that in both models of CAPM and Market the income smoother could not
be an effective factor on TSE abnormal return. 

Table 2: Result For the Second Hypothesis Test: Comparison between Smoother and NonSmoother Companies return.
Average Abnormal Return Based On Company Type Company Number Ranking Average Significance Level 
CAPM Model Smoother 24 37.83 0.858

Non Smoother 52 38.81
Total 76

Market Model Smoother 24 38.83 0.929
Non Smoother 52 38.35
Total 76

Table 3 shows Average Abnormal Return Based On CAPM and On Market Model in Companies. 

Table 3: Average Abnormal Return Based On Smoother and Non-Smoother Companies.
Companies Smoothing Status Quantity Average Abnormal Average Abnormal Return 

Return Based On CAPM Based On Market Model
Smoothing Companies Group 24 0.0308 0.0021 
Non-Smoothing Companies Group 52 0.0381 0.0068 

Table 4 shows statistical results for the third hypothesis using the F-test it is concluded that the abnormal
return average for smoother and non-smo other companies in various industries located in the 5% level in
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the test had no significant differences. Hence, it is concluded that the simultaneous effect of smoothing and
industry in both models of CAPM and market has an inconsiderable effect on TSE abnormal return. Table
5 shows abnormal return in several industries.
 
Table 4: Third Hypothesis Test: Study of Industry Type on Smoother and Non-Smoother Companies’ Abnormal Return.
Average Abnormal Return Based On Variable Sources Freedom Degree F Significance Level 
CAPM Model Type/Industry 7 0.891 0.520
Market Model Type/Industry 7 0.385 0.908

Table 5: Abnormal Return Monthly Averages for Smoother and Non-Smoother Companies based on Industry Type
Industry Company Market model CAPM Quantity
Various Food Products Smoother -0.0005 0.0224 4 

Non-Smoother 0.0328 0.0012 11
Total 0.0323 0.0236 15

Vehicles And Spare Parts Smoother -0.0163 0.0476 3 
Non-Smoother 0.0039 0.0550 6 
Total -0.0124 0.1026 9 

Manufacturing Metal Products Smoother -0.0230 0.0179 2 
Non-Smoother 0.0052 0.0232 3 
Total -0.0178 0.0411 5 

Materials And Non-Metallic Smoother -0.0017 0.0711 3 
Non-Smoother 0.0222 0.0242 14

Minerals Total 0.0205 0.0953 17
Rubber And Plastic Smoother 0.0164 0.0098 2 

Non-Smoother -0.0030 0.0103 3 
Total 0.0134 0.0201 5 

Machinery And Equipment Smoother 0.0028 0.0068 4 
Non-Smoother -0.0673 0.1515 3 
Total -0.0645 0.1583 7 

Paper Products Smoother 0.0001 0.0331 2 
Non-Smoother -0.0117 0.0518 2 
Total -0.0116 0.0849 4 

Chemical Products Smoother 0.0002 0.0317 4 
Non-Smoother -0.0081 0.0622 10
Total -0.0079 0.0939 14

Table 6 shows the statistical results for the fourth hypothesis. Results indicate that by using the Pearson
correlation coefficient with a 95% confidence level, there is no significant difference between abnormal return
in smoothing and non-smoothing companies in both models of CAPM and market based on company size.

Table 6: Fourth Hypothesis Test Result: Reviewing the Relation between Smoother and Non-Smoother Companies Average Abnormal
Return in Companies of various Sizes.

Average Abnormal Return Based On correlation coefficient Significance Level 
CAPM Model 0.045 0.701
Market Model 0.073 0.529

To explain this hypothesis companies are divided into three sizes of large, medium and small and F-test
is used for comparing the abnormal return in these three company sizes. Table 7 indicates that the results
for the F-test shows that the average abnormal return for the three company sizes of small, medium and large
have no significant differences. 

Table 7: The Difference between the Averages Abnormal Return And Company Size Result.
Average Abnormal Return Based On Variance Sources Freedom Degree F Significance Level 
CAPM Model Inter Group 2 1.096 0.340

Intra Group 73
Total 75

Market Model Inter Group 2 0.971 0.384
Intra Group 73
Total 75

Finally, Table 7 indicates the secondary findings of the research that all large companies in this research
are non-smoother and don’t use income smoothing which is against Michelson research which shows that
large companies tend to use income smoothing more than small companies (Michelson and et al, 1999). It
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should also be considered that their research was done in the U.S. country. Hence the secondary findings
in this paper show that there is no significant difference between the average abnormal return for small,
medium and large companies. 

Conclusions:
The general findings of in this paper show that income smoothing exists in TSE. Based on Michelson’s

research, we expected that the companies which use the smoothing have a higher return compared with
nonsmoothing. But we had obtained another result in this paper. It is concluded that smoothing is not an
effective tool on companies’ abnormal return.in addition this paper showed that the simultaneous income
smoothing and industry are not effective on companies’ abnormal return, and investors neglect the income
smoothing in industry. Company size has not effective on the abnormal return. Finally market reaction is
weak to the smoothed incomes. 
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