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ABSTRACT 

 

 
Objective – This study aims to undertake an empirical study of the influence of ownership structure, cash holding, and 

tax avoidance on income smoothing. 

Methodology/Technique – Ownership structure in this research is measured by public ownership and managerial 

ownership. The population of this research are manufacturing companies listed on the Indonesian Stock Exchange 

(IDX) between 2015-2017 and there are 50 companies that meet the criteria and serve as the research sample. The 

sample selection in this study uses purposive sampling and the hypotheses were tested using binary logistics. 

Findings – The results of this study show that managerial ownership and public ownership, cash holding by companies 

and tax avoidance do not have influence on income smoothing. These results show that managerial ownership and 

public ownership do not affect income smoothing because there are same interest, to improve their wealth. Similarly, 

neither how much cash is held by a company nor tax avoidance behavior effect income smoothing. 
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_______________________________________________________________________________________ 

1. Introduction 

Financial statements are a reflection of the company’s condition and contain information needed by 

stakeholders. According to Sugiarti (2017), financial statements are usually widely used by because profits is 

the primary factor used to assess a company’s performance. Management realizes the importance of this 

earnings information so that management tends to engage in dysfunctional behaviour, such as income 

smoothing, to make it appear as though the company is making a profit (Budiasih, 2009). 
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According to Sari and Lailatul (2017), income smoothing is a customary action taken by management 

whereby they produce a report that the level of earnings fluctuations is at a small value and is considered 

normal for the company in a certain period. Income smoothing can be unfavourable to investors, because 

investors do not have information about the company's actual financial fluctuations (Ginantra & Asmara, 

2015).  

According to Kittiakrastein and Srijunpecth (2013), the degree of income smoothing in ASEAN countries 

is different after the IFRS and before IFRS. Countries that adopt more IFRS such as Malaysia, Singapore and 

Philippines have less tendency to do income smoothing compared to countries that adopt less IFRS such as 

Indonesia, Thailand and Vietnam. This means that companies in Indonesia have a lower earnings quality 

because management tend to do income smoothing to attract investors. When management have higher 

ownership in companies, the ownership structure will change from manager which is controlled by 

shareholders, to one that is controlled by the companies (Carlson & Bathala, 1997). As managerial ownership 

increases, there is a corresponding increase in managerial ability to modify the company’s revenue through 

accounting policies (Morck et. al., 1988). 

Public ownership may provide an incentive to management to perform income smoothing. This is because 

the public have an expectation about earnings to make a higher market value and when those expectations are 

not met, it may have a negative impact on market value (Bauwhede et. al., 2003). Therefore, it can be said 

that higher public ownership will increase the likelihood that management will engage in income smoothing 

to meet their expectations on market value. To satisfy the interest of shareholder, managers will conduct 

income smoothing to reduce tax without violating the legal provision. To obtain minimum tax, managers will 

do income smoothing (Megarani et. al., 2019). 

Research about ownership, cash holding, tax avoidance on income smoothing has given rise to varied and 

mixed results; this is the primary motivation for this research. The research problem is whether managerial 

ownership, public ownership, cash holding, and tax avoidance have an effect on income smoothing and the 

purpose of this research is to obtain empirical results on the effect of managerial ownership, public 

ownership, cash holding and tax avoidance toward income smoothing. This study provides empirical findings 

on the effect of ownership structure, cash holding and tax avoidance on income smoothing. 

1. Literature Review  

2.1 Agency Theory 

One of the things that affects earnings management is the conflicts of interest between principal and agent 

that arises when each party seeks to maintain the level of prosperity; this is known as agency theory (Azlina, 

2010). Jensen and Meckling (1976) define an agency relationship as a contract in which the principal uses the 

other party, which is said to be an agent, to manage the company by granting authority to make decisions. 

There will be a lot of rational reasons that lead an agent to not act in accordance with the interests of the 

principal. Jensen and Meckling (1976) state that the separation between the owners and managers of a 

company may cause agency problems, such as moral hazard and adverse selection.  

Moral hazard is a situation where the agent does not implement the things that have been agreed in the 

employment contract. While adverse selection is a situation where the principal cannot know whether the 

decisions made by the manager are really based on information that has been obtained or may occur an 

omission. Jensen and Meckling (1976) also refer to agency costs which include: monitoring expenses by the 

principal, bonding expenses by the agent and residual loss. In this research, agency theory explains that the 

practice of income smoothing is related to conflicts of interest between management and owners caused by 

each party wanting to increase their individual wealth. 
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2.2 The Effect of Ownership Structure on Income Smoothing 

Managerial ownership is the ownership of company shares by management. The relationship between 

managerial ownership and income smoothing is when managers have a share in company, it can allow the 

manager freely to control the company’s financial statements. According to Mambraku and Hadiprajitno 

(2014), Morck et. al. (1988) and Habib and Jiang (2012), managerial ownership can conduct income 

smoothing, because the management can determine the policies and decision of the accounting methods to do 

income smoothing, such as revenue recognition. Public ownership is the amount of shares owned by the 

public that are from outside the company. According to Michelson et. al. (2000) and Putra and Suardana 

(2016), the greater public ownership, the company decides to implement income smoothing in order to create 

a slight diversity of profits in order to signify a small risk and public have an expectations about earnings to 

make a higher market value and when those expectations are not met, it may have a negative impact on 

market value (Bauwhede et. al., 2003). Based on the above, the following hypothesis is proposed: 

 

H1: Managerial Ownership has a positive effect on the probability of Income Smoothing. 

H2: Public Ownership has a positive effect on the probability of Income Smoothing. 

2.3 The Effect of Cash Holding on Income Smoothing 

Cash holding refers to the amount of cash held by the company to invest in tangible assets and to provide 

to investors (Gill & Shah, 2012). According to Natalie and Astika (2016) and Mambraku and Hadiprajitno 

(2014), the relationship between cash holding and income smoothing is that companies that have large free 

cash flow can experience agency problems, that can make managers more motivated to do income 

smoothing. Based on the above, the following hypothesis is proposed: 

H3: Cash Holding Ownership has a positive effect on Income Smoothing. 

2.3 The Effect of Tax Avoidance on Income Smoothing 

According to Pratiwi and Handayani (2014) and Sari and Lailatul (2017), tax avoidance has a positive 

effect on income smoothing. The relationship between tax avoidance and income smoothing is because 

companies wants to pay a minimum tax, so management try to move profits from one year to the next year to 

achieve the minimum tax payment. When companies pay minimum tax, the shareholder will be satisfied 

because the portion of earnings that the shareholders receive will be higher. Based on the above, the 

following hypothesis is proposed: 

H4: Tax Avoidance has a positive effect on the probability of Income Smoothing. 

 

3. Research Methodology 

The population used in this research are all manufacturing companies listed on the Indonesian Stock 

Exchange from 2015 to 2017. The sample selection technique used in this research is purposive sampling to 

get the sample which matched with purpose of this research. The sample used in this research are 50 

companies. To test the hypotheses, logistic regression is used. The dependent variable in this research is 

income smoothing, and the independent variables are managerial ownership, public ownership, cash holding 

and tax avoidance.  
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3.1 Definition Operation 

 Income smoothing is measured by an index developed by Eckel (1981), with the following formula: 
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When the index shows less than 1, this indicates that the company does income smoothing and otherwise 

when the index is more than 1, this indicates that the company does not do income smoothing.  

Managerial ownership is the amount of shares owned by the managers, directors and commissioners of the 

company, with the following formula: 
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Public ownership is the amount of shares owned by the public that are from outside the company, with the 

following formula: 
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Cash holding is measured by the total amount of cash and cash equivalents held by the company divided 

by its total assets. Tax avoidance is measured by effective tax rate, with the following formula: 
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In this research, the control variable is Firm Size which is measured by a natural logarithm of total assets. 

Leverage is measured by debt to equity ratio, with the following formula: 
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Profitability is measured by return on assets ratio, with the following formula: 
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The research framework of this research is shown below: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 Figure 1. Research Framework 

4. Results 

Table 1 and Table 2 below show the descriptive statistics and hypotheses results. 

 

Table 1. Descriptive Statistic 

 N Minimum Maximum Mean Std. Deviation 

INCOME 

SMOOTHING 

150 0 1 0,507 0,5016 

MANAGERIAL 150 0,0000 0,3801 0,087849 0,076058 

PUBLIC 150 0,0367 0,7060 0,285726 0,155870 

CASH HOLDING 150 0,0021 0,6304 0,130805 0,121779 

ETR 150 0,0134 0,8599 0.277037 0,305257 

 

 

Table 2. Distribution of Income Smoothing 

Variable Sample Percentage 

Not Income 

Smoothing 74 49.3% 

Income Smoothing 76 50.7% 

 

From Table 2, it can be said that 74 manufacturing companies from 2015 until 2017 did not perform 

income smoothing and 76 manufacturing companies from 2015 until 2017 did engage in income smoothing. 

Most of the companies listed on the Indonesian Stock Exchange do income smoothing in 3 year, from 2015 

until 2017. In Indonesia, management, directors, and commissioners have a maximum of 38.01% ownership 

in companies, which means they cannot have much ownership in companies. Further, there are a company 

that have a minimum 3.67% public ownership in companies. Some companies have a small cash balance, 

because the cash holding have a minimum value of 0.021% from its total asset. For tax avoidance, there is 

some companies that only pay tax equal to 1.34% of its income. It is a lower tax that has been paid, because 

in Indonesia, the tax rate is 25%. 
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Public Ownership 
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Income Smoothing 

Control Variables: 

 

Firm Size 
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Table 3. Hypotheses Results 

Variable B Sig 

 (Constant) 2.222 0,488 

MANAGERIAL -2.352 0.318 

PUBLIC -0.345 0.774 

CASH HOLDING -0.941 0.559 

ETR 0.449 0.592 

SIZE -0.028 0.806 

LEVERAGE -0.558 0.056* 

PROFITABILITY -9.327 0.005* 

 

5. Discussion 

Table 3 shows that managerial ownership, public ownership, cash holding, and tax avoidance do not have 

an influence on income smoothing. In Indonesia, there only a few companies that allow management to have 

ownership in the companies, so it is hard to determine the effect of managerial ownership on income 

smoothing. Many investors have less than 5% ownership, so they will not affect income smoothing. 

Additionally, because they are the shareholders, they have a common interest to gain their wealth. 

Cash holding in companies does not affect income smoothing because companies need money to operate, 

so whenever companies need money, management will do income smoothing to attract investor by using 

income. Tax avoidance does not influence income smoothing. This shows that in higher or lower tax rates, 

management will do income smoothing to meet investor expectations. Leverage as a control variable has a 

negative effect on the probability of income smoothing.  

This means that companies that have a significant amount of debt will minimize their income smoothing 

behaviour, because the companies don’t need to smooth the income to get debt from creditors.  he 

companies still get debt from creditors even though they have a fluctuating income. Profitability has a 

negative effect on the probability of income smoothing. This means that companies with higher profitability 

will minimize income smoothing. 

6. Conclusion 

This purpose of this research is to obtain empirical results on the effect of ownership, cash holding and tax 

avoidance on income smoothing. The sample used in this research are 150 companies and the results show 

that of the 4 variables tested, none of the independent variables have influence on income smoothing. The 

control variables are leverage and profitability. Both control variables have a negative effect on the 

probability of income smoothing. Public and managerial ownership have a common interest in companies, so 

they will conduct income smoothing to achieve their own interests. Companies with lower cash holding or 

higher cash holding will conduct income smoothing to retain their cash and companies do not conduct 

income smoothing to avoid tax, but to attract shareholders to invest in companies.   

As all of the independent variable were found not to have an effect on income smoothing, future research 

may wish to introduce other measurement variables to determine the effect of those variables on income 

smoothing, such as institutional ownership, family ownership, controlling ownership, book tax differences 

and tax savings. Further, future research may use non-financial companies to obtain better empirical results 

that can be generalized to other research. 
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