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Abstract

Purpose: The study aims to examine the motive behind income smoothing, including management’s
opportunistic action, financial distress, and capital structure to the market response of manufactur-
ing companies listed in the Indonesia Stock Exchange in the 2014-2018 periods.

Methodology: The sample collection technique has been done using the purposive sampling meth-
od and based on the predetermined criteria, the total data observations are 591. The data analysis
technique has been done by using path analysis with the 24th AMOS tool.

Findings: The hypothesis test shows financial distress has a positive effect on income smoothing,
management’s opportunistic action has a negative effect on income smoothing, capital structure
has no significant effect on income smoothing, managements opportunistic action has a positive
effect on the market response, financial distress, capital structure, and income smoothing has no
significant effect to the market response income smoothing cannot be intervening variable between
the influence of management’s opportunistic action, financial distress, and capital structure to the
market response

Novelty: The difference between this study with another research is: 1) this study focused on the
influence of management’s opportunistic action, financial distress, and capital structure to the one
of the earnings management that most frequently used, that is income smoothing; 2) this research
also will examine the implication of each variable to the market response.

Keywords: Managements Opportunistic Action, Financial Distress, Capital Structure, Income
Smoothing, Market Reaction
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INTRODUCTION

Background

The restatement accounting phenomenon in Indonesia is one of the negative signals
for the market. Callen et al. (2006) explained the three factors causing negative reactions over
restatement accounting: 1) the downward revision of future cash flows expectations induced
by the revelation of new information; 2) the indication that the restating company has a weak
accounting information system, possibly signaling broader managerial problems in the firm; 3)
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the suggestion of opportunistic behavior by managers as evidence by their efforts to increase
reported profits using unacceptable methods, estimates or other intentional errors.

The birth of restatement accounting is not separated from the international accounting
standard, which SAK has fully adopted, that is, IFRS. IFRS is a principle-based standard. Its
means there are no binding rules about how a transaction was noted; during the accountant can
explain his principle, this entry can be received and considered to be true. So, oftentimes found
various types of mistakes in financial reports, for example like estimation wrong, till found a
various opportunistic action, like earnings management. Wahidahwati (2012) found that the
listed company in the Indonesia stock exchange routinely do earnings management practices
by decreasing earnings. There are many models that are used in earnings management, such as
taking a bath, income minimization, income maximization, and income smoothing (Scott, 2015)

One of the cases of earnings management that ever happened in Indonesia is the case
from PT Kimia Farma Tbk, which in 2001 reported a profit of Rp132.000.000.000. Allegedly,
HTM as an auditor gets involved. But the both of them argue that the problem caused a wrong
record. After reaudit, the financial reports are restated. The result is presented as a net income
Rp99.000.000.000 or Rp33.000.000.000 lower (Syahrul, 2003)

Then, what are the real motives of management in carrying out earnings management?
Healy (1985) found that one of the factors that encourage management to do income smoothing
is bonus compensation. Heally found evidence that managers who cannot reach the profit target
set will tend to manipulate earnings by transferring present earnings to future earnings. In
addition, according to Simorangkir (2015), the attention of investors who are often only focused
on profits makes them not pay attention to the procedures used to generate earnings information,
so this can become a gap for management in managing earning figures in financial statements.
From this statement, we know that management performs income smoothing motivated by its
opportunistic nature. Therefore, the opportunistic of management in this study play a role as an
independent variable. Opportunistic measures in this study refer to Ghazali et al. (2015), which
uses free cash flow and profitability as proxies for this variable. However, this time the researcher
will only use free cash flow as a proxy for opportunistic actions, because the researcher thinks that
profitability only describes how much the company’s ability to generate profits, whether the size
of the profits or not, cannot, cannot be a reference that management has an opportunistic nature
or not unlike the cash flow. The cash flow statement describes the various activities carried out by
management, from operational activities, investing, and funding. So, free cash flow is considered
more objectives if it is used to assess whether the management of a company is opportunistic
or not. According to Kodriyah & Fitri (2017), free cash flow has a significant effect on earning
management, while Sari & Meiranto (2017) and Ghazali et al. (2015) stated that free cash flow
actually has a negative effect which can reduce earning management.

Nazalia & Triyanto (2018) stated that earnings management behavior increases along with
the increasing condition of financial difficulties by the company. So, in this study, financial distress
has a role as an independent variable. Sari & Meiranto (2017) found that financial distress has a
positive effect on earnings management, but Ghazali et al. (2015) show that financial distress has
a negative effect on earnings management.

In addition, a factor that is no less important is the capital structure because this ratio
illustrates how much the company’s equity is compared to its debt. The higher the debt, the greater
the risk borne, so that this can result in greater financial risk, and the tendency for earnings
management is even greater (Saragih, 2017). Nurani & Dillak, (2019) state that capital structure
has a positive effect on income smoothing. Meanwhile, Saragih, (2017) states that capital structure
has no effect on earnings management.

Through income smoothing, managers can help the reported profit figures be as desired.
In this case, investors are required to be more observant in analyzing every announcement. If the
announcement contains information, the market will react when the announcement is received.
The market reaction to management’s earnings will be positive if earnings management implies
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a better company but will react negatively if management’s earnings indicate bad conditions
(Nugroho, 2015). This reaction is indicated by changes in the share price of the company. If
the announcement contains information, it will be reflected in the abnormal return obtained
by investors. The earnings response coefficient (ERC) is used to measure investor’s reaction
to accounting earnings information. According to Cho & Jung (1991), the earnings response
coefficient is defined as the effect of each dollar of unexpected earnings on stock returns and is
usually measured as the coefficient in the regression of abnormal stock returns and unexpected
earnings. The low earnings response coefficient indicates that earnings are less information for
making an economic decision. Every event that occurs in the capital market will cause a reaction
from market players, which can be seen from the movement of stock prices (Silalahi, 2014)

Based on these assumptions, the researcher will position income smoothing as an
intervening variable so that it is clear how income smoothing actually plays in mediating the
effect of opportunistic management actions, financial distress, and capital structure on market
reactions. Paramita (2017) shows that there is a positive effect between income smoothing and
market reaction, Istifarda (2015) states that income smoothing has a negative effect on market
reactions, Wijiantoro (2017) states that income smoothing has no effect on market reaction. This
research is certainly different from previous research. First, this study focuses on the influence
of opportunistic management measures, capital structure, and financial distress on one of the
earning management patterns that are considered to be the most frequently carried out, namely
income smoothing (Ningsih, 2015). Second, this study will also examine how the implications of
each variable on market response. Finally, there are still many research gaps on this research topic.

Based on the illustration above, the purpose of this study is to examine the effect
of opportunistic management actions, financial distress, and capital structure on income
smoothing, to examine the effect of opportunistic management actions, financial distress, and
capital structure, and income smoothing to the market reactions and examining the effect of
opportunistic management actions, financial distress, and capital structure against market
reactions trough income smoothing

Hypothesis Development

Agency theory states that the problems that arise between the agent and principal are caused
by the asymmetry of information between the both of them. Likewise, the social exchange theory
states that human social behavior is an interaction between two or more people who are never
separated from the calculation of profit and loss. This means that humans are naturally created
as opportunistic creatures. According to Ghazali et al. (2015), the opportunistic behavior of a
manager will be seen from the company’s cash flow. The higher the free cash flow in a company,
the manager will try to use the cash for various investment purposes that are useful for future
company expansion. In addition, high free cash flow also means that the company is classified
as a healthy company because it has enough money that can be used to pay debts to creditors
and dividends to investors. Likewise, the company with low free cash flow can be said to be an
unhealthy company, so that management will be more motivated to practice income smoothing.
Until Now, there are still many inconsistencies in the world of research related to this; for example,
there have been several previous studies that stated that companies with greater free cash flow
tend to reduce motivation to carry out earnings management (Cinthya & Indriani, 2015; Fitriani
et al,, 2016; Sari & Meiranto, 2017; Satiman, 2019; Sumiati et al., 2019; Widianingrum & Sunarto,
2018; Yogi & Damayanthi, 2016). In addition, there are also those who state that free cash flow
has no effect on earnings management (Ghazali et al., 2015; Maruli et al., 2018; Ningrum, 2016).
Therefore, the researcher wants to reexamine the following hypothesis:

H,: Management’s opportunistic actions (proxied by free cash flow) have a negative effect on
income smoothing.

Financial distress is a situation in which the company is experiencing financial difficulties.
At this stage, management will take the initiative to carry out earnings management practices.
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The choice of accounting policy in increasing/decreasing discretionary accrual income depends
on how severe financial distress occurs and also the manager’s view of the company’s financial
stability in the future (Jaggi & Lee, 2002). In addition to beautifying the appearance of financial
statements, the management of the equal distribution of accrual income is aimed at reducing
investors’ concerns about the company’s financial distress. Until Now, there are still many
inconsistencies in the world of research related to this; for example, there have been several
previous studies that stated that financial distress has a positive effect on earnings management
(Adhima, 2017; Ariesanti, 2015; Sari & Meiranto, 2017; Solikhah, 2018). In addition, there are
also those who state that financial distress has no effect on earnings management (Melinda &
Widyasari, 2019; Mianda, 2019). Therefore, the researcher wants to reexamine the following
hypothesis:

H,: Financial distress has a positive effect on income smoothing.

The capital structure describes how much equity a company owns comes from debts to
creditors. The capital structure in this study is proxied by the Debt to Equity Ratio (DER). The
greater the debt the company has, the greater the risk it must bear. The higher the cost that must
be incurred by the company to pay off these debts. This means that the higher the proportion of
the company’s debt, the higher the possibility that the company will not be able to return the debt
in accordance with the contract agreement agreed by both of them (management and creditors).
Therefore, companies that have high leverage ratios tend to practices income smoothing. Until
Now, there are still many inconsistencies in the world of research related to this, for example, there
have been several previous studies that stated that capital structure affects income smoothing (Lay,
2017; Ningrum, 2016; Nurani & Dillak, 2019; Oktaviasari et al., 2018). However, there are also
Megarani et al. (2019) and Satiman (2019), which state that the capital structure of leverage has
no effect on earnings management. Therefore, the researcher wants to reexamine the following
hypothesis:

H.: Capital structure has a positive effect on income smoothing.

Social exchange theory says that human social behavior is an interaction between two/more
people who are never separated from the calculation of profit and loss. This means that humans
are naturally created as opportunistic creatures. However, the opportunistic nature here is not
only bad; the nature of management, which is obsessed with improving company performance,
can also be said to be opportunistic. Management opportunistic actions in this study are proxied
by free cash flow. Cash flow is one type of financial report that is quite important because it
contains the elements of an income statement (operating cash flow) and a statement of financial
position (investment and financing cash flows). In the cash flow statement, it is also known the
amount of the company’s free cash flow, namely cash that is not used in working capital so that it
can be distributed to investors. Free cash flow can provide positive signals for investors regarding
the number of dividends that investors can receive in the future. Until Now, there are still many
inconsistencies in the world of research related to this; for example, there have been several
previous studies that stated that free cash flow had been shown to have a positive effect on stock
prices (Oktaryani et al., 2016; Sholekhah et al., 2018). However, on the other hand, there is also
research by Hutapea & Rizky (2017) and Samosir & Noviardy (2016), which states that free cash
flow has no effect on stock prices. Therefore, the researcher wants to reexamine the following
hypothesis:

H,: Opportunistic management actions (which are proxied by free cash flow) has a positive
effect on market reactions.

The instability of the financial condition in the company can cause a decrease in the
interest of investors to buy shares so that in the end, the share price will decline. Investors tend to
avoid company stocks that have indications of financial distress because they will provide small
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profits. This is done by investors in order to avoid losses if the company is unable to overcome
financial distress so that it goes bankrupt. Until Now, there are still many inconsistencies in the
world of research related to this; for example, there have been several previous studies that stated
that financial distress has a negative effect on stock prices (Bastomi & Meldona, 2016; Wawo &
Nirwana, 2020). But on the other hand, there is also research that states that financial distress
has no effect on stock prices (Khairina, 2019; Rosyidi, 2020). Therefore, the researcher wants to
reexamine the following hypothesis:

H.: Financial distress has a negative effect on market reaction

The capital structure in the company is divided into two, both capital from investors
and creditors. In this study, the capital structure is measured by debt to equity ratio, which
describes how much the proportion of the company’s debt is compared to its own capital. When
the proportion of capital obtained from creditors is higher than the investor’s capital, it is not
impossible that the company will face higher financial risks in the future. Therefore, the high
proportion of management’s debt to creditors will reduce the company’s stock market response.
Until now, there are still many inconsistencies in the world of research related to this; for example,
Riny (2019) states that financial ratios such as profitability, leverage, liquidity, and operating
performance will affect company value in the future. The value of this company will later be one
of the factors causing the ups and downs of stock prices. This statement is also supported by the
results of research by Anggaraini & Suprasto (2015), which states that the debt to equity ratio has
a negative effect on market reactions. In addition, Dewi & Putra (2017) state that capital structure
has a negative effect on the earnings response coefficient. However, there are also several studies
that contradict these results, for example, Natsir (2018) and Oktaryani et al. (2016), which show
that leverage has a positive effect on stock prices. Therefore, the researcher wants to reexamine
the following hypothesis:

H, : Capital structure has a negative effect on market reactions

The behavior of investors who often use profit as the main benchmark in the decision-
making process of a company tends to encourage management to perform income smoothing. This
income smoothing action is carried out by management to minimize the fluctuations in earnings
presented in the financial statements so as to reduce market risk on the company’s shares, which
in turn can increase the share price. (Graham et al., 2005) show that managers focus more on
stable earnings because it is preferred by investors. Until now, there are still many inconsistencies
in the world of research related to this; for example, there have been several previous studies that
stated that income smoothing is positive for market reactions (Paramita, 2017). In addition, there
are also those who state that the presence or absence of income smoothing practices in a company
is not able to have an influence on market reactions (Wijiantoro, 2017). Therefore, the researcher
wants to reexamine the following hypothesis:

H, : Income smoothing has a positive effect on market reactions

Opportunisticactions of management do not always mean bad; sometimes the opportunistic
nature of management can ultimately have a positive impact on the future of the company. In
this case, management’s opportunistic actions were initially aimed at reducing fluctuations in the
company, however, over time, the company’s income smoothing could beautify the appearance
of financial statements so that in the end, it was able to attract investors. According to Ghazali
et al. (2015), the opportunistic behavior of a manager will be seen from the company’s free cash
flow, the higher the free cash flow in a company, the manager will try to use the cash for various
investment purposes that are useful for future company expansion. In addition, high free cash
flow also means that the company is classified as a healthy company because it has enough money
that can be used to pay debts to creditors and dividends to investors. Likewise, companies with
low free cash flow can be said to be unhealthy companies, so that management will be more
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motivated to carry out income smoothing practices. This statement is in line with the results of
previous research by (Wulandari & Wahyudi, 2018), which states that free cash flow is not able
to influence market reactions, besides that there are also (Hutapea & Rizky, 2017) and (Samosir
& Noviardy, 2016) which state that free cash flow has no effect on stock prices. Simultaneously,
growth opportunity and free cash flow as independent variables in the study yang (Hutapea &
Rizky, 2017) are only able to explain the stock price of 0.7%. Therefore, the researcher tries to add
the income smoothing variable as an intervening variable. Based on the description above, the
following hypothesis can be formulated:

H,: Opportunistic management actions (proxied by free cash flow) affect market reactions
through income smoothing

The various types of stocks traded on the capital market create intense competition in terms
of attracting investors. Financial reports are one of the key instruments in the capital market;
how could they not? The financial reports are able to reflect the company’s internal conditions,
including financial distress. The financial distress that is reflected in these financial reports is the
cause of the decline in investor interest in investing so that in the end, this will lead to a decrease in
the company’s share price in the capital market. Therefore, management will take the initiative to
beautify the appearance of financial statements in various ways, one of which is by doing income
smoothing. The practice of income smoothing makes profits reflected in the financial statements
tend to be stable and does not fluctuate much, so this will arouse investors’ interest to invest in it.
Until now, there are still many inconsistencies in the world of research related to this; for example,
there have been several previous studies that stated that financial distress has a positive effect on
earnings management (Adhima, 2017; Ariesanti, 2015; Sari & Meiranto, 2017; Solikhah, 2018). In
addition, there are also previous research results that state that income smoothing has a positive
effect on market reactions (Nasution, 2019; Paramita, 2017). The last one, there is also research
that states that financial distress has a negative effect on earnings management (Effendi, 2019;
Ghazali et al., 2015), and there are also those who state that the presence or absence of income
smoothing practices in a company is not able to have an effect on market reactions (Lilianti, 2017;
Wijiantoro, 2017). Therefore, the researcher wants to reexamine the following hypothesis:

H,: Financial distress affects market reactions through income smoothing

Law of the Republic of Indonesia Number 37 the Year 2004 concerning Bankruptcy and
Postponement of Debt Payment Obligations Article 2 Paragraph 1 states “a debtor who has two or
more creditors and does not pay off at least one debt that is due and can be collected, is declared
bankrupt by a court decision, either at his own request or at the request of one or more creditors.
“ From this statement, it is known that the bankruptcy of a company is determined by the debt
own by the company, not from the company’s inability to pay for its own operating costs. So
that to save the company’s survival, management often takes income smoothing actions so that
the market response to the company’s shares is getting higher so that the company is able to get
additional funds to pay off its debts to creditors. Until now, there are still many inconsistencies
in the world of research related to this; for example, there have been several previous studies
that stated that capital structure with a proxy debt to equity ratio has a positive effect on income
smoothing (Kuswanto et al., 2017; Soewito & Arum, 2017; Styaningrum, 2016). In addition, there
are also previous research results that state that income smoothing has a positive effect on market
reactions (Nasution, 2019; Paramita, 2017). The last one, there is also a study that states that
leverage has a negative effect on earnings management (Prihartono, 2018; Sanjaya & Suryadi,
2018), and there are also those who state that income smoothing practices are not able to have an
effect on market reactions (Lilianti, 2017; Wijiantoro, 2017). Therefore, the researcher wants to
reexamine the following hypothesis:

H, : Capital structure affects market reactions through income smoothing
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METHODS

The object of this research includes manufacturing companies listed on the IDX for the
2014-2018 period. The sampling technique in this study used purposive sampling with the criteria
that all manufacturing companies listed on the IDX were slow in 2014 and published financial
reports in the rupiah currency. The reason for choosing a manufacturing company as an object
of research is because a manufacturing company consists of various industrial subsectors so that
it can reflect the reaction of the capital market as a whole. Meanwhile, financial reports that use
foreign currency units were eliminated from the study sample because the variable calculation
in this study is an accumulation of transactions that occur throughout the year so that the value
converted to the exchange rate will fluctuate throughout the year so it is feared that it will interfere
with the data analysis process. After going through the sample selection process, the final sample
of 591 research data was selected.

The data analysis technique in this study used the path analysis technique that was first
developed by Sewall Wright in 1934 (Suliyanto, 2011). The purpose of using path analysis includes:
1. Explaining the reasons why these variables are correlated using a temporary sequential model
2. Identifying the pathway that causes a particular variable to other variables that it affects
3. Calculating the amount of influence between one or more independent variables on the

dependent variable

The reasons why the data in this study were analyzed using path analysis with AMOS as
statistical software include:

1. This study has a large sample of data, namely 591 sample data.
2. The assumptions of this study are based on theoretical testing and oriented to parameter
accuracy.
3. The resulting parameter estimates are stronger and more consistent
This study uses three kinds of research variable are:

RESULTS AND DISCUSSION
Based on table 2, it is known that the amount of data in this study was 591 data. The results

of the descriptive analysis from the table above can be described as follows:

1. The TOM variable has a minimum value of -60,578 that is owned by GJTL in 2015 and a
maximum value of 450,220 that is owned by AUTO in 2015

2. The FD variable has a minimum value of -1946,054, which is owned by KLBF in 2014 and a
maximum value of 42,356 owned by NIPS in 2014

3. The SM variable has a minimum value of -10,188 owned by ETWA in 2017 and a maximum
value of 162,192 owned by ETWA in 2016

4. The IS variable has a minimum value of -4000,664, which is owned by AUTO with an average
status and a maximum value of 24.576 owned by SIPD with a non-average status

5. The RP variable has a minimum value of -67.444, which is owned by SMGR in 2016 and a

Table 2. Descriptive Statistics

Notes for group

Variable (group number 1)

min max skew cr. kurtosis c.r.

Oportunistic measure of 60,6 4502 16,6 1646 2863  1420,8

management (TOM)

Financial Distress (FD) -1946,1 42,4 -23,9 -237,1 574,1 2848,9
Capital structure (SM)  Sample size =591  -10,2 1622 21,3 211,6  492,1 24422
Income Smoothing (IS) -4000,7 24,6 -10,4 -102,8 1074 532,9
Market reaction (RP) -67,4 98,1 7,2 71,2 182,6 906,1
Multivariate 1696,0 2463,9

Sourch: output AMOS 24.0
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Table 1. Operational Research Variable

Variable

Proxy

Formula

1. Independent Variable
a. Management’s Opportunistic
Actions

b. Financial Distress

c. Capital structure

2. Intervening Variable

Income Smoothing

3. Dependen Variable
a. Market Reaction

Free Cash Flow
(FCF)

Zmijewski
model

Debt to Equity
Ratio (DER)

Eckel Index

Earning
Response
Coefficient
(ERC)

FCF=(NOPAT-Net Investment in Operating Capital)/Total Assets
(Ross et al., 2001)

Note:

a.  NOPAT: Net Operating Profit After Tax

b. Net Investment In Operating Capital = Total Net Operation
Capital - Total Net Operation Capital

c. Total Net Operation Capital = Net Operating Working Capital
+ Net Fixed Asset

d. Net Operating Working Capital = Current Asset — Current
Liabilities

Z, =-4,3 - 4,5X +5,7X, - 0,004X, (Sari & Yulianto, 2018)

Note:

X, = earning after tax / total assets

X, = total debt / total assets

X, = current asset / current liabilities

a. IfZ >0, it is classified as a company with financial distress.

b. If Z <0, it is classified as a company without financial distress

DER=(Total Debt)/(Total Equity) (Sartono, 2010: 257)

CVAI
CVAS

Eckel Index =

(AI-AI)

CVAI:Z M

and CV AS = Z
n-1 n—1

(Eckel, 1981)

Note:

AI = change in profit

AS = change in sales

AT = average change in profit

AS = average change in sales

n =number of years observed

1. If CV AS > CV Al itis classified as an income smoothers.
2. If CV AS < CV Al it is not classified as an income smoothers.

The calculation of the Earning Response Coefficient (ERC) can be
obtain from the regression between the proxies of share prices and
accounting earnings. The proxy for share prices used is cumulative
abnormal return, while the proxy for accounting earnings is an
unexpected return (Vivaldi et al., 2017).

a. Calculating Cummulative Abnormal Return (CAR)

CAR is the sum of daily abnormal returns during the event period
(Hartono, 2014: 663). The amount of return from stock is determined
by amount of expected return. To calculate the expected return, use a
market model with the following steps:

1. Calculating Actual Rreturn

To calculate actual return (Rit), daily share price data is used for
the observation period of 5 days before and 5 days after the date
of publication of the company's financial statements, which can be
formulated as (Hartono, 2014: 264):

Rn = (Pn'Pin)/(PnQ

Note:

R, = company i stock retun in year t
P, = closing price stock i in days t
P, = closing price stock i in days t-1

2. Calculating Market Return

To calculate market return, daily market prices are used by using
the composite stock price index (IHSG) for each share for a period
of 5 days before and after the ex-dividen date which is formulated as
(Hartono, 2014: 408):
Rmt = (THSG, - THSG, ,)/(THSG, )
Note:
Rm, = daily return market
THSG, = In composite stock price index in days t
THSG, , = composite stock price index in days t-1
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Table 1. Operational Research Variable

Variable Proxy Formula

3. Calculating Expected Return

The expected return is the return that is expected in the future
and is still uncertain. To calculate the expected return, it can be
formulated as (Hartono, 2014: 429):

E(R,) =a + BRm,

Note:

E(Rit) : Expected return stock i in time t

a : Intercept stock for securities i

B, : the slope coefficient, whichh is the beta of securities i
Rm : Market return in time t

B, = (n(zxy) - (ZO(Ey) )/ (n(5x) - (3x)*)
a,=(Zy- B, (2 )/(n)

Note:
X : Rm, (market return stock i in time t)
y : R, (actual return stock i in time t)

4. Calculating Abnormal Return

To calculate the abnormal return (AR, ) the market-adjusted return
method is used which is formulated as (Hartono, 2014: 648):

AR, = R -ERR)

it

Note:

AR, : Abnormal return stock i in time |
R, : Actual return /stock | in time |
E(R,) : expected stock price

5. Menghitung Cumulative Abnormal Return (CAR)
After each stock is known, then the CAR is calculated for all
samples using the following formula (Hartono, 2014: 663):
CARis,=t=Y " AR
Note: *
CARIi(-5,+5) : Cummulative abnormal return company i in window
period t-5 sampai t+5
ARit : Abnormal return company i in years t

b. Calculating Unexpected Earnings

Unexpected earnings (UE) is the difference between actual earnings
and expected earnings. The unexpected earnings is calculated using
the following formula (Denniati, 2017)

UEs = Eit—Eit -1
‘Et -1
Note:
UEit = Unexpected earning company i in years t
Eit = accounting earnings i in years t
Eit-1 = accounting earnings i in years ke t-1
E: - 1‘ = absolute value of accounting earnings i in years t

c. Earning Response Coefficient

Earnings Response Coeflicient is obtained from the regression
between the proxies of stock prices and accounting (Scott, 2015). The
amount of ERC (B1) is calculated by means of a regression equation
for the data of each company, with the following formula:

CARil = [30 + ﬁlUEit + Sit
Note:
CAR, = Cumulative abnormal return company i during 5 days before
and 5 days after publication financial statement
UE, = Unexpected earning
g, = error component on the model for the company i in years t

maximum value of 98.078 that is owned by KRAH in 2014
In addition, based on the table above, it can also be concluded that the data in this study did
not meet the normality assumption, either univariate or multivariate. This can be seen through
the value of the critical ratio skewness and critical ratio kurtosis, which exceed +/- 1.96. The
reason why the data in this study were not normally distributed was suggested by West, et al. (in
Ghozali, 2014) that is if the data increases to become increasingly abnormal, then the X, value
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Table 3. Goodness of Fit

Before Model Modification  After Model Modification

Goodness
of Fit Expected Value Expected Information Expected Information
Value Value
Chi square Diharapkan kecil 1546,876 Not fit 0,4 Fit
Probability > 0,05 0 Not fit 0,527 Fit
CMIN / DF <2,00 515,625 Not fit 0,4 Fit
GFI 0 (poor fit) - 1 (perfect fit) 0,724 Fit 1 Perfect fit
AGFI > 0,90 0,381 Not fit 0,996 Fit
TLI >0,90 18,163 Fit 1,015 Fit
CFI > 0,95 0 Not fit 1 Fit
RMSEA < 0,08 0,934 Not fit 0 Fit
NFI 0 (poor fit) — 1 (perfect fit) 4,553 Not fit 0,999 Perfect fit

Sourch: output AMOS 24.0 (2020)

obtained from the ML and GLS estimation becomes very large. If a situation like this occurs, first,
it must be ascertained whether the goodness of fit model has been fulfilled. If the goodness of
fit is not fulfilled as well, then an alternative can be made in the form of model modification as
suggested by West, et al. (in Ghozali, 2014). If the model does not fit the existing data, actions that
can be taken include:
1. Modifying the model by adding or removing connections or links
2. Adding variables if data is available, or
3. Reducing variables

The results of the initial analysis in this study show the results are less expected by the
researcher, so the researcher decided to modify the existing model.

The following shows the AMOS model before (figure 1) and after model modification
(figure 2). It can be seen that the modified model has increased the goodness of fit so that the
model used next is a modified model.

Assessing Goodness of Fit Criteria
Based on the analysis carried out (table 3), these results can be concluded that the modified
model has increased goodness of fit.

Constructing Structural Equations
Structural equations in AMOS programs can be formed from the output intercepts and
standardize regression weights, the results of which can be seen in the following table (table 4

Figure 1. Goodness Of Fit before model modification Figure 2. Goodness Of Fit after model modification
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Table 4. Intercepts

Estimate SE. CR. P Label
IS -24,346 12,162 -2,002 0,045 par_13
RP -10,6 21,137 -0,502 0,616 par_14

Source: output AMOS 24.0

and table 5). From these table, the structural equation that can be formed is as follows (equation
1 and 2).
Based on the results of the equation 1, it can be said that:

IS =-24,346 - 0.609 TOM + 0.018 FD - 0.002 SM + €  ..ecoiviriieireecrereeerereeeeneseeeeseeneesesnenene (1)

1. The constant value (a) is -24,346. Constant (a) is the interpretation of Y if X = 0, which means
that if the variable management opportunistic actions, financial distress, and capital structure
are equal to 0, then the amount of income smoothing is -24,346

2. The coeflicient value of opportunistic management actions (free cash flow) is -0.609. The
negative sign indicates that the free cash flow variable has an opposite relationship with
income smoothing. If TOM increases by 0.609, then IS will decrease by 0.609. This shows that
the higher the TOM, the lower the IS, and vice versa.

3. The coefficient value of financial distress is 0.018. A positive sign indicates that the financial
distress variable has a direct relationship with income smoothing. If FD increases by 0.018,
then IS will also increase by 0.018. This shows that the higher the TOM, the greater the IS will
also increase, and vice versa.

4. The coeflicient value of the capital structure is -0.002. The negative sign indicates that the
capital structure variable has an opposite relationship with income smoothing. If SM increases
by 0.002, then IS decreases by 0.002. This shows that the higher the BC, the lower the IS, and
vice versa.

Based on the results of the equation 2, it can be said that:

RP =-10,600 + 0.410 TOM + 0.005 FD + 0.138 BC - 0.082 IS + € ...covreirevrireereeeeeecnes (2)

1. The constant value (a) is of -10,600. Constant (a) is the interpretation of Y if X = 0, which
means that if the variable management opportunistic action (free cash flow), financial distress,
capital structure, and income smoothing is equal to 0, then the magnitude of the market
reaction is -10,600

2. The coefficient value of opportunistic management actions (free cash flow) is amounting to
0.410. A positive sign indicates that the free cash flow variable has a direct relationship with
market reactions. If the TOM increases by 0.410, the RP will increase by 0.410. This shows that
the higher the TOM, the RP will increase, and vice versa.

3. The coeflicient value of financial distress is 0.005. A positive sign indicates that the financial
distress variable has a direct relationship with market reactions. If FD increases by 0.005, then

Table 5. Standardized Regression Weights

Estimate

IS <--- TOM -0,609
IS <--- FD 0,018
IS <---  SM. -0,002
RP <--- SM 0,138
RP <--- TOM 0,41

RP <--- FD 0,005
RP <--- IS -0,082

Source: output AMOS 24.0
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RP will also increase by 0.005. This shows that the higher the FD, the greater the RP will also
increase, and vice versa.

4. The coefficient value of the capital structure is 0.138. A positive sign indicates that the capital
structure variable has a direct relationship with market reactions. If SM increases by 0.138,
then RP will also increase by 0.138. This shows that the higher the BC, then the RP will also
increase, and vice versa.

5. The coefficient value of income smoothing is -0.082. The negative sign indicates that the income
smoothing variable has an opposite relationship with market reactions. If the IS increases by
0.082, the RP will decrease by 0.082. This shows that the higher the IS, the lower the RP will
be, and vice versa.

Partial Corelation Test

Figure 3 shows the goodness of fit after modification of the model, while table 6 and 7
provide information about the standardized direct effect and standardized indirect effect. Based
on the results of the study, it can be concluded that Opportunistic management measures have a
negative effect on income smoothing of -0.609 with a significance level of 0.001 < 0.05, so the first
hypothesis is accepted. This means that the higher the free cash flow of a company, the lower the
tendency for management to take income smoothing action.

Financial distress has a positive effect on income smoothing of 0.018 with a significance
level of 0.001 < 0.05, so the second hypothesis is accepted. This means that the higher the level of
financial distress, the higher the tendency for management to take income smoothing.

The capital structure is not able to have an effect on income smoothing. This is because the
results of the hypothesis test show an influence of 0.018 with a significance level of 0.95 > 0.05,
which means that the third hypothesis is rejected. This means that the level of capital structure
does not affect the intention or motivation of management to perform income smoothing.

Management’s opportunistic actions have a positive effect on market reactions of 0.41 with
a significance level of 0.001 < 0.05 so that the fourth hypothesis is accepted. This means that the
higher the level of free cash flow, the higher the market reaction.

Financial distress has no effect on market reaction. This is because the results of the
hypothesis test show an influence of 0.41 with a significance level of 0.894 > 0.05, so the fifth
hypothesis is rejected.

Capital structure does not have a negative effect on market reactions. This is because the
results of the hypothesis test show an influence of 0.138 with a significance level of 0.001 < 0.05,
so the sixth hypothesis is rejected.

Income smoothing has no effect on market reaction. This is because the results of the
hypothesis test show an influence of -0.082 with a significance level of 0.075 < 0.05, so that the
seventh hypothesis is rejected.

Income smoothing does not mediate the effect of opportunistic management actions on

Financial Distress
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Figure 3. Goodness of fit after modification model
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Table 6. Standardized Direct Effect

. Standardized
Model Estimate P Direct Effect
Income Tindakan Oportunistik x
Smoothing (IS) < Manajemen (TOM) -0.943 -0,609
Income . . . ok
Smoothing (IS) <-- Financial Distress (FD) 0,951 0,018
Income
Smoothing (IS) <-- Struktur Modal (SM) -0,01 0,095 -0,002
. Tindakan Oportunistik ex
Reaksi Pasar (RP) <-- Manajemen (TOM) 0,951 0,41
Reaksi Pasar (RP) <--  Financial Distress (FD) 0,397 0,894 0,005
Reaksi Pasar (RP) <-- Struktur Modal (SM) 0,951 ok 0,138
Reaksi Pasar (RP) <--  Income Smoothing (IS) -0,123 0,075 -0,082

Sourch: output AMOS 24.0 (2020)

market reactions. This is because the results of the hypothesis test indicate an influence of 1.77
with a significance level of 0.076 > 0.05, so the eighth hypothesis is rejected.

Income smoothing does not mediate the effect of financial distress on market reactions.
This is because the results of the hypothesis test show an influence of 1.74 with a significance level
of 0.8 = 0.05, so the ninth hypothesis is rejected.

Income smoothing does not mediate the effect of capital structure on market reactions.
This is because the results of the hypothesis test show an influence of 0.06 with a significance level
0f 0.947 > 0.05, so that the tenth hypothesis is rejected.

Simultan Corelation Test

Based on the table 8, it is known that the magnitude of the simultaneous influence of
independent variables (opportunistic management actions (proxied by free cash flow), financial
distress, and capital structure) is able to explain the income smoothing variable by 31.5%, while
the remaining 62.9% is explained by variables other than in this study.

In addition, the magnitude of the simultaneous influence of independent variables
(opportunistic management actions (proxied by free cash flow), financial distress, capital
structure, and income smoothing) is able to explain the market reaction variable by 19.3%, while
the remaining 80.7% is explained. by variables other than in this study.

Discussion

The Effect of Management Opportunistic Actions (FCF) on Income Smoothing

Based on the results of the study, it can be concluded that free cash flow has a negative effect
on income smoothing. Free cash flow is cash that is actually available for distribution to investors
in the form of dividends. As we know, the company’s financial statements are prepared using
the accrual basis method. It means that the amount of profit stated in the profit/loss statement

Table 7. Standardized Indirect Effect

P-Value Standardized
Model Sobel Test Z Sobel Direct Effect
. Tindakan Oportunistik
Reaksi Pasar (RP) <-- Manajemen (TOM) 0,076 1,77 0,05
Reaksi Pasar (RP) <-- Financial Distress (FD) 0,8 1,74 -0,01
Reaksi Pasar (RP)) <--  Struktur Modal (SM) 0,947 0,06 0

Sourch: output AMOS 24.0 (2020)
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Table 8. Squared Multiple Correlations

Estimate
Income Smoothing (IS) 0,371
Reaksi Pasar (RP) 0,193

Source: output AMOS 24.0

is not real. So that companies with high free cash flow will look more attractive to investors.
This means that a company with high free cash flow can easily increase its share price because
the shares will be contested in the market. The focus of investors on free cash flow reduces
managements motivation to beautify the appearance of the profit/loss statement by means of
income smoothing. The results of this study are in accordance with (Ghazali et al., 2015), which
states that the opportunistic behavior of a manager can be seen from the company’s free cash
flow, the higher the free cash flow in a company, the manager will try to use the cash for various
investment purposes that are useful for future company expansion. In addition, high free cash
flow also means that the company is classified as a healthy company because it has enough money
that can be used to pay debts to creditors and dividends to investors. Likewise, companies with
low free cash flow can be said to be unhealthy companies, so that management will be more
motivated to carry out income smoothing practices.

The results of this study are in line with Sumiati et al. (2019), Satiman (2019), and
Widianingrum & Sunarto (2018) which state that free cash flow has a negative effect on earnings
management. In contrast, Puspitasari et al. (2019) and Wijaya (2015) state that free cash flow has
a positive effect on earnings management

Effect of Financial Distress on Income Smoothing

Based on the results of the study, it can be concluded that financial distress has a positive
effect on income smoothing. Basically, the positive relationship between financial distress and
income smoothing is explained by agency theory which describes the relationship between agent
and principal and the emergence of agency problems due to information asymmetry between the
both of them (Jensen & Meckling, 1976).

In general, the principal will demand an agent to be able to produce maximum performance.
The principal assesses the agent’s performance based on his ability to increase profits to be
allocated to dividends. The higher the profit, share price, and dividend, the agent is considered
successful and has good performance so that it deserves an incentive. However, the reality is not
as smooth as theory. A company definitely experiences an up and down cycle. The number of
competitors often forces management to continue to innovate; thinking hard about what kind
of product the customer will like is also a challenge in itself. The natural selection continues
to occur, resulting in several companies experiencing financial distress due to their inability to
compete. On the other hand, the agent also wants to be able to fulfill the principal’s demands for
high compensation. So that if there is no adequate supervision, the agent can take advantage of
the information asymmetry and play some company conditions so as if the target is achieved.
Therefore, there are behaviors that aim to “beautify” financial statements (income smoothing).

The results of this study are in line with Solikhah (2018), Ranjbar & Amanollahi (2018),
and Prihartono (2018), which state that financial distress can have a positive influence on earnings
management. In contrast, Effendi (2019) and Ghazali et al. (2015) which states that financial
distress can have a negative effect on earnings management.

Effect of Capital Structure on Income Smoothing

Based on the results of the study, it can be concluded that capital structure has no effection
income smoothing. The company has great leverage, a great level of dependence on external
parties (creditors). In addition, the amount of leverage also indicates the greater the risk that the
company must bear. This means, some of the profits earned by the company will of course also
be used to pay off principal debt and interest so that this will divert the attention of management
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to carry out income smoothing. Likewise, when the company’s debt level decreases, management
will no longer be motivated to stabilize its profits because investors also understand that these
profits are used to pay off debts that have matured.

The results of this study are in line with Satiman (2019), Megarani et al. (2019), and
Widianingrum & Sunarto (2018), which state that leverage has no effect on earnings management.
In contrast, Puspitasari et al. (2019) and Khoirurrijal (2018) state that leverage has a positive
effect on earnings management

The Influence of Management Opportunistic Actions (FCF) on Market Reaction

Based on the research results, it can be concluded that free cash flow has a positive effect
on market reactions. This is because high free cash flow tends to have more value in the eyes of
investors, especially long-term investors. Why? Because long-term investors expect dividends,
not just capital gains. The higher the free cash flow a company has, the higher the money that is
reserved by the company to pay dividends to its investors. This is what attracts investors in the
capital market, so they are interested and decide to invest some of their assets in the company. The
level of investor reaction to a stock can be reflected in the stock price itself. This is in accordance
with the research of Sholekhah et al. (2018) and Marlenny (2017), who say that free cash flow can
have a positive effect on stock prices. On the other hand, Hutapea & Rizky (2017) and Samosir &
Noviardy (2016) state that free cash flow has no effect on stock prices.

Effect of Financial Distress on Market Reaction

Based on the results of the study, it can be concluded that financial distress has no effect
on market reactions. Indonesian investor data recorded in KSEI as of December 2019 shows that:
investors in the Indonesian capital market are dominated by local investors with a percentage of
98.97%, and 98.89% of them are individual investors. In terms of age, Indonesian investors are
dominated by millennials at 44.62% with ages under 30 years old. This means that in general,
investors in Indonesia are new investors who still need to dig deeper knowledge about the world
of capital markets in Indonesia. Junior investors generally do not have a large number of shares,
so they tend to seek short-term capital gains. Financial distress is not something that can happen
immediately, so it cannot be predicted in the short term. So this is what makes financial distress
not affect the market reaction.

The results of this study are in line with Rosyidi (2020), Khairina (2019), and Malacoppo
(2018) which state that financial distress has no effect on stock prices. On the other hand, Wawo
& Nirwana (2020) and Bastomi & Meldona (2016) state that financial distress has a negative effect
on stock prices.

The Effect of Capital Structure on Market Reactions

Based on the results of the study, it can be concluded that the capital structure is not able
to have a negative effect on market reactions. This indicates that investors tend to pay attention to
other information about the company (not only focusing on information on the company’s capital
structure). This result is supported by a trade-off theory which states that companies with high
profitability will certainly try to reduce their taxes by increasing their debt ratios. This implies
that the large debt ratio of the company does not mean that the company is unable to produce
optimal performance. Companies that have high debt are still able to generate high profits. It is
undeniable; sometimes, high profits are still a magnet that can attract investors. So, this is what
ultimately can increase the response of the stock market to a company.

The results of this study are in line with Mulianti & Ginting (2017) and Nisrina & Herawaty
(2016), which state that capital structure has a positive effect on ERC. On the other hand, Riny
(2019) and Anggaraini & Suprasto (2015) prove that leverage has a negative effect on market
reactions. In addition, there is also Samosir & Noviardy (2016), who prove that leverage has no
effect on stock prices.

Effect of Income Smoothing on Market Reactions
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Based on the results of the study, it can be concluded that income smoothing has no effect
on market reactions. The non-impact of income smoothing on market reactions is caused by
several factors. First, investors tend to respond to the stock market by using fundamental analysis,
namely by looking at the value of a company from various sides through all the information
contained in the financial statements. Second, the complexity of the Eckel index calculation so
that not all investors can catch the signals of income smoothing in a company.

The results of this study are in line with Wijiantoro (2017), Lilianti (2017), and Nisrina
& Herawaty (2016), which stated that income smoothing has no effect on market reactions. On
the other hand, Paramita (2017) states that income smoothing has a positive effect on market
response.

Management Opportunistic Actions (FCF) Influence Market Reactions through Income
Smoothing

Based on the results of the study, it can be concluded that the presence or absence of income
smoothing is not able to mediate the effect of free cash flow on market reactions. This is because
companies operating in Indonesia use the basic accrual method, where revenue is recorded based
on the date the event occurred, not the date the cash was received. This is what makes the profit
information in the comprehensive income/loss statement biased because written profit is not real
profit whose money has actually been received by the company. Therefore, investors tend to be
more interested in cash flow statements because the information is considered more real. This is
what causes income smoothing to be unable to mediate the effect of opportunistic management
actions (free cash flow) on market reactions.

The results of this study are in line with previous studies, which, when traced, have the same
final conclusion, namely that income smoothing is not able to mediate the effect of free cash flow
and market reactions. These studies include Sumiati et al. (2019), Satiman (2019), Widianingrum
& Sunarto (2018), which state that free cash flow has a negative effect on income smoothing. In
addition, there is also research by Wijiantoro (2017), Lilianti (2017), and Nisrina & Herawaty
(2016), which states that income smoothing has no effect on market reactions.

Financial Distress Affects Market Reactions through Income Smoothing

Based on the results of the study, it can be concluded that the presence or absence of
income smoothing is not able to mediate the effect of financial distress on market reactions. As I
said earlier, investors in the Indonesian capital market are dominated by beginner investors, the
majority of whom are still trying to dig up knowledge about tips on analyzing stocks, so they tend
to look for short-term capital gains. Financial distress is not a condition that can occur without a
clear reason. Financial distress can occur as a long-term result of a management’s carelessness in
managing the company’s financial resources. The same goes for income smoothing, which cannot
be analyzed in the short term. So that this is what makes income smoothing difficult to detect by
investors, and in the end, income smoothing is unable to mediate the effect of financial distress
on market reactions.

The results of this study are in line with previous studies, which, when traced, have the
same final conclusion, namely that income smoothing is not able to mediate the effect of financial
distress and market reactions. These studies include Solikhah (2018), Ranjbar & Amanollahi
(2018), and Prihartono (2018), which state that financial distress can have a positive influence on
earnings management. In addition, there is also research by Wijiantoro (2017), Lilianti (2017),
and Nisrina & Herawaty (2016), which states that income smoothing has no effect on market
reactions.

Capital Structure Influences Market Reaction through Income Smoothing

Based on the results of the study, it can be concluded that the presence or absence of
income smoothing is not able to mediate the effect of capital structure on market reactions. As
I said earlier, the trade-off theory states that companies with high profitability will try to reduce
their taxes by increasing their debt ratios. This means that the large debt ratio of the company
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does not mean that the company is unable to produce optimal performance. Companies that have
high debt are still able to generate high profits. High profits are sometimes still a magnet that can
attract novice investors. When the company is able to generate high profits, income smoothing
is no longer necessary. Thus, this is what causes income smoothing to be unable to mediate the
effect of capital structure on market reactions.

The results of this study are in line with previous studies, which, when traced, have the same
final conclusion, namely that income smoothing is not able to mediate the influence between
capital structure and market reactions. These studies include Syahwildan (2020), Megarani et
al. (2019), Saragih (2017), which states that leverage has no effect on earnings management. In
addition, there is also research by Wijiantoro (2017), Lilianti (2017), and Nisrina & Herawaty
(2016), which states that income smoothing has no effect on market reactions.

CONCLUSION

This study aims to examine the effect of opportunistic management measures, financial
distress, and capital structure on market reactions with income smoothing as an intervening
variable. Based on the results of data analysis of all tested samples, the following results are
obtained: opportunistic management actions (proxied by free cash flow) have a negative effect on
income smoothing, financial distress has a positive effect on income smoothing, capital structure
has no effect on income smoothing, Opportunistic management (which is proxied by free cash
flow) has a positive effect on market reactions, financial distress has no effect on market reactions,
capital structure is unable to have a negative effect on market reactions, income smoothing is
unable to mediate the effect of free cash flow on market reactions, income Smoothing is not able
to mediate the effect of financial distress on market reactions, income smoothing is not able to
mediate the effect of capital structure on market reactions. Based on all the research results, it can
be concluded that of all the proposed independent variables, only financial distress can have a
positive effect on income smoothing. In addition, income smoothing is not a variable capable of
mediating the effect of opportunistic management actions, financial distress, and capital structure
on market reactions. It can be concluded that investors in the Indonesian capital market have not
been able to understand the ins and outs of specific events that may occur in a company, so this
has resulted in the Indonesian capital market not being classified as an efficient capital market.

Implications

This research is expected to be able to guide investors in understanding various events
and management behavior that may occur in the Indonesian capital market. So, investors are
expected to be able to increase the profits they get if they have looked at this in more depth. This is
because the information in the financial statements is a signal that the company gives to investors.
The report can contain good information so that it has the potential to increase the stock price,
but it can also contain bad information so as to increase the stock price.

Research Limitations

This study has limitations that can be taken into consideration for future researchers in
order to get better results. The limitations of this study are: 1) The results of this study have a
relatively small simultaneous effect, namely the variable management opportunistic actions (free
cash flow), financial distress, and capital structure are able to explain the income smoothing
variable by 31.5%. In addition, the variable management opportunistic actions (free cash flow),
financial distress, capital structure, and income smoothing were able to explain the market
reaction variable by 19.3%; 2) Income smoothing in this study was not able to act as an intervening
variable

Suggestions

The suggestions for further research include: 1) Further researchers are expected to add
other variables because the results of this study have a relatively small simultaneous effect; 2) The
next researcher is expected to be able to find the right intervening variables so that this research
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can grow
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