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CHAPTER I 

INTRODUCTION 

1.1. Background 

     Business is a process or organization that produces goods and/or services which 

are then sold for the purpose of making a profit. Profits obtained from a business 

are the result of company revenue minus expenses (Sunardi & Primastiwi, 2015). 

Information regarding the company's revenues, expenses and profits is then 

informed and disclosed in a financial report with the applicable accounting 

standards. This is where many claim that accounting is the language of business. 

     Accounting, also known as business language, is an information system 

designed by a company or organization to identify, analyze, record, summarize, and 

communicate internal and external stakeholders and policy makers on activities that 

impact the financial position and results of company (Pontoh, 2013). The output of 

an accounting system is a financial report that provides information on wealth, 

liabilities, equity, profit projections, changes in capital and other relevant financial 

information. 

     Financial information contained in financial reports is very important 

information for all stakeholders in making decisions, including investors and 

shareholders. Earnings data is one of the most significant pieces of material in a 

company's financial statements. Profit is important since it is one of the indicators 

was using to assess a business's success. It may also be used to forecast long-term 

profits, quantify risk while borrowing, or lend money. Additionally, earnings data 
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is used to measure possible shifts in available economic opportunities that can be 

managed, generate cash flow from existing capital, and make choices on the 

company's ability to use new resources (Sari & Amanah, 2017).  

     Generally, investors tend to look for businesses and companies that are able to 

generate consistent profits each year. Information about company profits will be a 

projection for investors and shareholders of the company's success over the next 

few months. If a corporation is able to make constant profits, it suggests that it will 

be able to generate consistent profits in the future. Investors tend to bring their 

capital into businesses that are low-risk, which is reflected in the relatively small 

fluctuations in company profits. In addition, investors who are looking for passive 

income from company dividends will certainly choose to invest in companies that 

are able to generate consistent profits each year. Therefore, investors will always 

receive dividends from the company with a fixed and stable amount each year. 

     Investors tend to only pay attention to the profit figures presented from the 

calculation output in the income statement without wanting to know the process the 

company is taking to get that profit. Thus, company management often performs 

dysfunctional behavior in managing company profits in the income statement to 

make it look attractive to stakeholders. This can also be referred to as the practice 

of manipulating financial statements. One of the financial statement manipulation 

practices that companies often do is income smoothing. 

     An activity of income smoothing is a source of contention for a number of 

parties. There are those who claim that income smoothing is not a forbidden 
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activity. Sweden, for example, is one of the few countries that allows income 

smoothing. Because income smoothing may be done without breaching commonly 

recognized accounting procedures and standards, it is considered a common 

practice. Accounting offers a variety of methods for companies to create their 

financial reports. All recording methods in accounting can be used, there are no 

right and wrong methods, there is only whether the accounting method is used fairly 

or not. Thus, this accounting method provides flexibility for companies to choose 

accounting methods according to their interests. 

     In preparing financial reports, companies must also follow established 

accounting standards. Accounting standards are not static, but dynamic. This means 

that this accounting standard can also change every year, and every time there is a 

change, the company will also adjust its financial reporting process according to the 

latest accounting standards. This is where sometimes, companies take advantage of 

these changes in accounting standards and use available recording methods to 

perform income smoothing. This means that the accounting standards themselves 

also contribute to encouraging companies to carry out income smoothing (Sumarno 

& Heriyanto, 2012). This is the reason why by some parties, income smoothing is 

considered reasonable if it continues to use the prevailing accounting standards and 

methods. 

     However, many people also assume that income smoothing is immoral, that it 

breaks the rules, and that it leads to the distortion of financial reports. Income 

smoothing is able to be detrimental to investors and shareholders because the 

earnings information submitted by the company in the income statement does not 
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match the actual conditions. The existence of income smoothing also manipulates 

the financial ratios in it. In fact, these financial ratios are the material for 

stakeholders, especially investors and shareholders, in making decisions. So that 

automatically, the practice of income smoothing makes the stakeholders wrong in 

making decisions which of course will be very detrimental. 

     Income smoothing is almost always the result of a determined effort on the part 

of business executives, and it's impossible to separate this activity from the 

significance of effective corporate governance. Management considerations and 

sound corporate governance are the most determining and responsible for the 

income smoothing practice of the organization, according to the findings shown in 

this investigation. The independent commissioners, audit committee, management 

ownership, and institutional ownership are all proxies for excellent corporate 

governance in this study. 

     Apart from being caused by the good corporate governance mechanism that does 

not work well, the CEO's actions and features in the business also relate to the 

income smoothing. The performance of corporation will be largely determined by 

the CEO's performance, the board of directors and the upper echelons of corporate, 

and the performance of the CEO will be largely determined by the characteristics 

of its CEO. The differences in the characteristics of the CEO will greatly determine 

the ability of a CEO to face problems, make decisions and make policies on the 

company, including policies for preparing the financial report of corporation. CEO's 

characteristics such as age, ethnicity, educational background, work experience, 

and one of them is gender. 
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     Research related to the effect of CEO's gender on income smoothing practices 

is actually still very rarely studied. In Indonesia, studies examining the effect of 

CEO's gender on income smoothing were conducted by Dian (2018) and 

Kusumaningrostati & Mutasowifin (2014). Research conducted by Dian (2018) 

examines the effect of CEO characteristics consisting of background of education 

of CEO, educational level of CEO and CEO's gender between 2014 to 2016 on 

income smoothing operations in manufacturing firms. The study looked at data 

from the annual reports of the firms surveyed to see whether income smoothing was 

affected by gender differences between CEOs. 

     Research of Kusumaningrostati & Mutasowifin (2014) was conducted by 

observing the effect of CEO's gender as a moderating variable for corporate 

financial ratios on income smoothing in banking companies. As a result, the CEO's 

gender will boost the impact of the return on assets ratio and net interest margin on 

income smoothing thus decreasing the impact of the debt to equity ratio. With the 

gap between these studies, it is of interest for the author to conduct research and 

examine the influence of CEO's gender with income smoothing practices. 

     Since income smoothing is often performed on purpose by the management and 

directors, external parties must be involved to minimize the probability of income 

smoothing activities that create knowledge asymmetry between the company and 

its owners. This external party must be a credible institution and which can work 

independently without intervention from any party. The external party in question 

is the external auditor. The external auditor is an institution outside the company 
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that works independently and credibly and is in charge of auditing the financial 

statements written by the company. 

     External auditors' presence is significant since it reduces the asymmetry in 

financial information that may be carried out by the firm, rendering the financial 

information found throughout the company's financial results more credible and 

reliable in the decision-making phase of stakeholders. Broadly speaking, external 

auditors are divided into two major groups, namely the Big Four and Non Big Four 

public accounting firms. When it comes to audit conclusions, Big Four auditors are 

believed to have more qualified competence, more credibility, and higher quality 

than non-Big Four auditors. Thus, Big Four auditors are considered to have a greater 

influence in preventing income smoothing in the company. 

     This research is a study development of Marfuah (2019). The following are the 

things that have been introduced to this research and have become differences from 

earlier research: 

1. In this study, the authors based their findings on the most recent data from 

manufacturing firms listed on the Indonesia stock exchange from 2015 - 

2019. 

2. In this research, the authors added an additional variable, namely the effect 

of CEO's Gender as an independent variable on income smoothing. 

3. The authors also added a moderating variable, namely auditor quality, to 

moderate the relationship between the independent variables, namely good 
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corporate governance and CEO's gender, with the dependent variable, 

namely income smoothing. 

     From the description of the background, the authors compiled a study entitled: 

"The Effect of Good Corporate Governance and CEO's Gender on Income 

Smoothing with Auditor Quality as a Moderating Variable in Manufacturing 

Companies Listed on the Indonesia Stock Exchange in 2015-2019." 

 

1.2. Formulation of Problem 

     On the basis of the previous background, the problem formulations in this 

analysis are as follows:  

1. How does the Independent Commissioners affect income smoothing in 

manufacturing companies?  

2. How does the Audit Committee affect income smoothing in manufacturing 

companies? 

3. How does Managerial Ownership affect income smoothing in manufacturing 

companies?  

4. How does Institutional Ownership affect income smoothing in 

manufacturing companies?  

5. How does CEO's Gender affect income smoothing in manufacturing 

companies?  

6. How does auditor quality moderate the relationship between the independent 

commissioners and income smoothing in manufacturing companies?  
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7. How does auditor quality moderate the relationship between the audit 

committee and income smoothing in manufacturing companies?  

8. How does the quality of auditors moderate the relationship between 

managerial ownership and income smoothing in manufacturing companies?  

9. How does auditor quality moderate the relationship between institutional 

ownership and income smoothing in manufacturing companies? 

10. How does auditor quality moderate the relationship between CEO's gender 

and income smoothing in manufacturing companies? 

1.3. Research Purpose 

     This research aims to: 

1. Test, analyze and investigate the effect of the independent commissioners on 

income smoothing in manufacturing companies. 

2. Test, analyze and investigate the effect of the audit committee on income 

smoothing in manufacturing companies. 

3. Test, analyze, and investigate managerial ownership of income smoothing in 

manufacturing companies. 

4. Test, analyze and investigate the effect of institutional ownership on income 

smoothing in manufacturing companies. 

5. Test, analyze and investigate the effect of CEO's Gender on income 

smoothing in manufacturing companies. 

6. Test, analyze and investigate the influence of auditor quality in moderating 

the relationship between the independent commissioners on income 

smoothing in manufacturing companies. 
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7. Test, analyze and investigate the influence of auditor quality in moderating 

the relationship between the audit committee and income smoothing in 

manufacturing companies. 

8. Test, analyze and investigate the influence of auditor quality in moderating 

the relationship between managerial ownership and income smoothing in 

manufacturing companies. 

9. Test, analyze and investigate the influence of auditor quality in moderating 

the relationship between institutional ownership and income smoothing in 

manufacturing companies. 

10. Test, analyze and investigate the influence of auditor quality in moderating 

the relationship between CEO's gender on income smoothing in 

manufacturing companies. 

1.4. Research Benefits 

1. Theoretical Benefits 

This research is intended to contribute to the advancement of accounting 

theory by offering new knowledge on income smoothing activities and the 

reasons that affect them, as well as acting as a source of reference material 

for future studies. 

2. Practical Benefits 

a. For the company, this study should be taken into account when 

formulating earnings control strategies so that it can increase value for the 

company, without the need to interfere with the financial records of the 

company, such as the process of income smoothing 
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b. For investors, this study is intended to provide investors with insight 

about how businesses use income smoothing in their financial reporting, so 

that investors can be wiser in analyzing company fundamentals and making 

the right investment decisions. 
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