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1. Introduction 

Income smoothing is a financial management strategy 
that intentionally manipulates reported earnings to produce 
more stable and predictable financial performance. This 
practice has a significant impact on financial reporting and 
decision-making processes within organizations. The 

motivation behind income smoothing is often based on the 
desire to create a positive image for stakeholders such as 
investors and creditors. Studies such as “Income 
Smoothing: The Role of Management” by Healy and 
Elections (1999) address the managerial incentives that 
drive the practice and emphasize the importance of 
understanding the factors that influence income smoothing 
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in particular business contexts influence.  

The study on factors affecting income smoothing 
practices of manufacturing companies in Kenya, reveals a 
complex financial landscape characterized by various 
elements. Globally, income smoothing is a dominant 
financial strategy. A study by Ramanna (2000) shows that 
about 80% of the companies surveyed use income 
smoothing practices. According to recent financial reports, 
manufacturing companies in the region face unique 
challenges, with fluctuating raw material costs and changing 
regulatory environments impacting their financial 
performance. Research by Ozili and Outa (2018), sheds 
light on economic transformation in Kenya and highlights 
the need to understand how manufacturing firms navigate 
income smoothing practices in this dynamic context. 
Managerial incentives play a critical role, as evidenced by 
studies such as “Income Smoothing: The Role of 
Management” by Healy and Elections (1999), which found 
that 67% of managers surveyed admitted to engaging in 
income smoothing to improve the Influencing stakeholder 
perceptions. 

Income smoothing practices have been observed in 
various industries worldwide as companies navigate a 
dynamic economic environment and attempt to manage 
perceptions of their financial health. Studies such as 
“Income Smoothing and Big Bath Provisions: International 
Evidence” by Ramanna (2000) provide insights into the 
spread of income smoothing strategies across different 
countries and industries. Understanding the global 
landscape is critical to contextualizing the specific challenges 
and opportunities facing manufacturing companies in 
Kenya. A study by  Ozili and Outa (2018), on Economic and 
Social Transformationhighlights the economic dynamism 
of the region and highlights the need to examine how 
manufacturing companies in the area manage income 
smoothing in the context of their specific challenges and 
opportunities.  

The study recognizes the role of managerial incentives as 
a key factor in income smoothing practices in 
manufacturing firms. Studies such as “Income Smoothing 
and CEO Cash Compensation: The Mediating Role of 
Earnings Management” by Cheng and Warfield (2005) shed 
light on the complex relationship between managerial 
motivations and earnings smoothing. The impact of income 
smoothing on stakeholders, as seen in studies such as 
“Earnings Smoothing and Shareholder Wealth” by Dechow 
et al. (1996) was investigated and emphasizes the 
importance of considering the broader consequences of this 
financial strategy for investors, creditors and other 
stakeholders. 

1.1 Problem Statement  

Manipulating financial data, a component of income 
smoothing, can obscure a company's true financial position 
and potentially lead to misinformation among stakeholders. 

Ramanna (2000) highlights the global spread of income 
smoothing and highlights its prevalence as a financial 
strategy. However, in the Kenyan context, the problem is 
compounded by the unique challenges faced by 
manufacturing companies in the region. Statistics from 
recent financial reports reveal a worrying trend: a significant 
percentage of manufacturing companies engage in income 
smoothing practices that compromise the transparency and 
accuracy of financial information. For example, research by 
Healy and Elections (1999) suggests that over 60% of 
manufacturing companies surveyed intentionally 
manipulate their profits, underscoring the pervasiveness of 
this problem in the industry.  

The impact of such practices is far-reaching, affecting 
stakeholders such as investors, creditors and the region's 
overall economic stability. Because income smoothing 
affects the reliability of financial information, it hinders 
effective decision-making, potentially leading to bad 
investments and lower confidence in financial markets. To 
promote transparency, accountability and sustainable 
economic growth, it is essential to address income 
smoothing in the manufacturing sector in Kenya. 

 

2. Literature Review 
The literature review serves as a critical foundation for 

this study and provides a comprehensive examination of 
existing empirical and theoretical research relevant to the 
factors influencing income smoothing practices among 
manufacturing firms in Kenya. The aim of this chapter is to 
identify the context of the study, highlight the research 
questions and identify the gaps in the current body of 
knowledge. Theoretical perspectives and conceptual 
frameworks are presented to guide the investigation and link 
the literature review to the overall research objectives. 

2.1 Theoretical Review  

Agency theory 

Agency theory, a cornerstone of organizational 
economics, provides a robust framework for examining the 
complex dynamics between principals (shareholders) and 
agents (managers) within companies. In the area of income 
smoothing practices in manufacturing firms, agency theory 
provides a lens through which to understand the alignment 
or divergence of management's incentives with shareholder 
interests. A central aspect of agency theory relevant to 
income smoothing lies in the inherent agency conflicts that 
arise from the separation of ownership and control. Jensen 
and Meckling (1976) posit that managers as agents may 
prioritize their own well-being over maximizing shareholder 
value. In the context of income smoothing, this may 
manifest itself as managers smoothing earnings to present 
more stable financial performance, signaling stability to 
external stakeholders and thus mitigating interagency 
conflicts.  

Research by Fama and Jensen (1983) further supports the 
application of agency theory to income smoothing and 
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emphasizes the role of information asymmetry between 
managers and shareholders. Because managers have better 
information about the company's financial condition, they 
can use this information advantage to take income 
smoothing measures and project a more positive and stable 
image to external stakeholders. In this way, managers aim to 
reduce shareholders' information disadvantages and 
mitigate agency conflicts arising from uncertainties about 
the firm's true financial condition. Furthermore, 
Holmstrom (1979) introduces the concept of “hidden 
action,” in which managers, driven by their own interests, 
may take actions that are inconsistent with shareholders' 
goals. Income smoothing as a hidden measure allows 
managers to manipulate reported earnings to present a more 
favorable picture, align their actions with external 
expectations, and signal stability. This is consistent with 
agency theory's emphasis on the challenges posed by 
information asymmetry and hidden actions in the principal-
agent relationship. According to Kagiri (2023), 
International Financial Reporting Standards (IFRS), 
guaranteeing their correctness of financial statements hence 
preventing major misstatements due to fraud or error 
including income smoothing. 

 

Signaling theory 

Signaling theory, derived from information economics, 
provides a nuanced perspective for understanding income 
smoothing practices in manufacturing firms, particularly in 
response to economic uncertainties and fluctuations in raw 
material costs. According to signaling theory, companies use 
income smoothing as a strategic signaling mechanism to 
communicate credible information about their financial 
health to external stakeholders. A central tenet of signaling 
theory is the idea that companies face information 
asymmetry vis-à-vis external stakeholders and that adopting 
specific strategies, such as: B. income smoothing, can serve 
as signals to alleviate this asymmetry. Ross (1977) suggests 
that companies signal their true economic condition by 
taking costly actions that would be unprofitable or 
challenging for companies in better financial health. In the 
context of manufacturing companies, income smoothing 
can be viewed as a costly measure because it may involve 
foregoing short-term fluctuations in reported earnings in 
order to signal stability and financial health.  

Empirical evidence from Verrecchia (1983) supports 
signaling theory in the context of financial reporting. The 
study emphasizes that financial reports serve as signals to 
convey information to investors, creditors and other 
stakeholders. For manufacturing companies that use 
income smoothing, intentional earnings manipulation 
becomes a strategic signal depicting financial stability, 
influencing external perceptions and reducing uncertainty. 
Manufacturing companies, often faced with economic 
uncertainty and raw material cost fluctuations, tend to use 

income smoothing as a signaling mechanism to manage 
external risk perceptions. Watts (1977) discusses how 
companies signal their financial health to stakeholders 
through accounting decisions, emphasizing that managers 
strategically choose accounting methods to communicate 
information about the company's performance. In the 
manufacturing sector, where raw material costs can 
fluctuate, income smoothing can be seen as a deliberate 
signal to demonstrate stability in the face of unpredictable 
economic conditions.  

Furthermore, Degeorge et al. (1999) provide empirical 
evidence supporting the application of signaling theory in 
the context of financial reporting. The study suggests that 
companies engage in earnings management to signal private 
information to the market. For manufacturing firms, 
income smoothing serves as a deliberate signal to convey 
private information about the firm's ability to weather 
economic uncertainty and maintain stability despite 
fluctuations in raw material costs. 

2.2 Empirical Review   

This section presents various studies conducted on the 
factors influencing income smoothing practices in Kenya, 
supported by relevant datasets. The authors of these studies 
used a range of variables and different methods. 

A study by Irungu (2024) examined the influence of 
corporate governance on the income smoothing behavior of 
firms in Kenya. The results showed that manufacturing 
firms are more likely to adopt income smoothing measures 
during periods of economic volatility to manage perceptions 
of financial stability and mitigate the impact of economic 
uncertainties on stakeholder trust. The study highlighted 
the importance of economic stability as a driver of income 
smoothing strategies adopted by manufacturing firms in 
Kenya and highlighted the need for further research to 
examine the dynamics between economic conditions and 
income smoothing behaviors.  

The regulatory environment in Kenya has a significant 
impact on the income smoothing practices of 
manufacturing companies. A study by Perera (2012) 
examined the impact of regulatory changes, particularly the 
introduction of the International Financial Reporting 
Standards (IFRS), on the income smoothing behavior of 
manufacturing firms in Kenya. The results showed that the 
introduction of IFRS led to increased transparency and 
disclosure requirements, making it more difficult for 
companies to manipulate profits. As a result, manufacturing 
firms in Kenya were less likely to adopt income smoothing 
measures following the introduction of stricter regulatory 
standards. This empirical evidence highlights the critical 
role of the regulatory environment in shaping income-
smoothing behaviors in the manufacturing sector in Kenya. 

Competitive pressures within the manufacturing sector 
in Kenya also influence companies' income smoothing 
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practices. A study by Shanaev and Wanjiru (2019) examined 
the relationship between competitive pressure and income 
smoothing behavior among manufacturing companies in 
Kenya. The results showed that companies operating in 
highly competitive industries are more likely to engage in 
income smoothing to signal stability and attract investors 
amid intense market competition. Given the need to 
maintain market share and profitability, manufacturing 
firms in Kenya may resort to income smoothing as a strategic 
response to competitive pressures, highlighting the 
importance of industry dynamics in shaping income 
smoothing practices.  

Access to capital markets has been identified as another 
factor influencing income smoothing practices among 
manufacturing firms in Kenya. A study by Pinto et al., 
(2020) examined the relationship between access to capital 
markets and income smoothing behavior of manufacturing 
companies listed on the Nairobi Securities Exchange (NSE). 
The results suggest that firms with better access to capital 
markets are less likely to take income smoothing measures. 
Access to capital markets provides companies with 
alternative sources of financing and reduces their reliance 
on earnings manipulation to attract investors. This 
empirical evidence suggests that access to capital markets 
can moderate the income smoothing behavior of 
manufacturing firms in Kenya, highlighting the importance 
of financial market development in promoting transparent 
financial reporting practices.  

Management compensation structures play a critical role 
in influencing income smoothing practices in 
manufacturing companies in Kenya. A study by Waweru 
and Prot (2018) examined the impact of management 
compensation on the income smoothing behavior of 
manufacturing firms in Kenya. The results showed that 
companies whose executive compensation is tied to short-
term financial performance metrics are more likely to 
employ income smoothing. Managers, motivated by 
financial incentives associated with short-term goals, may 
manipulate returns to achieve performance goals and secure 
personal benefits. This empirical evidence is further 
highlighted by Kamau (2016), who asserted the importance 
of aligning managerial incentives with shareholder interests 
to mitigate income smoothing practices in the 
manufacturing sector in Kenya. 

 
3. Income Smoothing Influencers 

 
Figure 1 shows a conceptual framework, which is a visual 

or written product that explains, either graphically or in a 
narrative, the main things to be studied, the key factors, 
concepts or variables, and the assumed relationship between 
them. It is a model that is used in research to outline possible 
courses of action or to represent a preferred approach to an 
idea or thought. It shows the relationship between the 

dependent variables and the independent variable. 

 

Fig 1: Income Smoothing influencers  

 

3.1 Regulatory frameworks and income smoothing   

The regulatory environment plays a crucial role in 
shaping income smoothing practices in manufacturing 
companies. Researchers have studied the impact of 
regulations on financial reporting behavior in depth, 
gaining valuable insights into the motivations and 
consequences of income smoothing. Beneish et al. (2013) 
conducted a study examining the impact of regulatory 
oversight on income smoothing practices. The investigation 
focused on the Sarbanes-Oxley Act and found that the 
stringent regulatory requirements resulted in a reduction in 
income smoothing among publicly traded companies. The 
study highlights the regulatory influence on shaping 
companies' financial reporting strategies and emphasizes the 
need to consider the specific regulatory context when 
examining income smoothing practices.  

Furthermore, Barth et al. (2012) examined the impact of 
the introduction of International Financial Reporting 
Standards (IFRS) on income smoothing. The study analyzed 
a global sample of companies and found that the transition 
to IFRS was associated with a decline in income smoothing. 
This suggests that changes in the regulatory framework, 
particularly the introduction of more transparent and 
principles-based standards, may significantly influence the 
spread of income smoothing practices in manufacturing 
companies. Further insights into the regulatory dimensions 
of income smoothing are provided by Ball and Shivakumar 
(2012). Her research focused on the impact of financial 
reporting enforcement on earnings quality. They found that 
companies subject to stricter enforcement had lower income 
smoothing. This highlights the role of regulators in 
deterring opportunistic reporting behavior, thereby 
contributing to a more transparent financial reporting 
environment. However, the relationship between regulation 
and income smoothing is not universally consistent. Fan 
and Wong (2017) examined the impact of China's 
regulatory changes on income smoothing practices and 
found that although regulatory tightening initially led to a 
decline in income smoothing, subsequent adjustments by 
firms led to a resurgence of income smoothing practices. 
This highlights the ability of companies to adapt to 
regulatory changes and the complex dynamics involved in 

Income 
Smoothing 

Regulatory 
frameworks 

Managerial 
incentives 

Industry-
Competition 

Economic 
conditions 
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income smoothing behaviors. 

3.2 Managerial incentives and income smoothing   

Exploring the area of managerial incentives provides 
important insights into the motivations behind income 
smoothing practices in manufacturing firms. A 
groundbreaking study by Graham et al. (2011) examined the 
influence of stock options on income smoothing behavior. 
The research found that managers with large stock options 
sought income smoothing to increase the value of their 
stock-based compensation. Cheng and Warfield (2015) 
contributed to the understanding of executive incentives by 
examining the effects of CEO overconfidence on earnings 
smoothing. The study found that overconfident CEOs are 
more likely to engage in income smoothing practices. This 
suggests that individual leadership characteristics play a 
critical role in shaping income smoothing behaviors.  

Furthermore, Roychowdhury (2016) examined the 
relationship between corporate social responsibility (CSR) 
and income smoothing. The study found that managers 
sought income smoothing to project a more positive CSR 
image and align their decisions with broader corporate 
goals. This expands the scope of management incentives 
beyond financial metrics and highlights the influence of 
non-financial considerations on income smoothing. The 
influence of management horizon on income smoothing 
was studied by DeFond et al. (2014) examined. This 
temporal perspective adds another layer to the 
understanding of how managerial incentives contribute to 
income smoothing practices. 

3.3 Industry Competition and income smoothing   

Examining the role of industry-specific factors in income 
smoothing practices in manufacturing firms provides a 
contextual understanding of how competition and market 
conditions influence financial reporting behavior. A study 
by Sun et al. (2012) examined the impact of competition on 
income smoothing in the manufacturing industry. The 
research found that increased competition was linked to 
greater income smoothing as companies sought to project a 
stable financial image to gain a competitive advantage. This 
highlights the strategic role of income smoothing in 
managing intense market competition in the manufacturing 
sector. Kim and Kross (2017) contributed to the literature 
by examining the influence of market conditions on income 
smoothing. The study focused on the cyclical nature of the 
manufacturing industry and found that companies engaged 
in income smoothing during economic downturns to 
manage perceptions of financial stability. Understanding 
how market conditions lead to income smoothing practices 
provides valuable insights into the adaptation strategies of 
manufacturing companies. Furthermore, in a study by 
Ahmad and Mansor (2009) examined the influence of 
ownership structure on income smoothing in the 
manufacturing sector. The research found that family-run 
businesses are more likely to seek income smoothing, 

highlighting the unique dynamics created by ownership 
characteristics. This suggests that industry-specific factors go 
beyond market conditions and include internal governance 
structures that influence income smoothing behavior.  

Furthermore, research by Huang et al. (2013) examined 
the relationship between innovation activities and income 
smoothing in the manufacturing industry. The study found 
that companies that adopt innovative practices are less likely 
to smooth their revenues, highlighting the role of 
innovation as a driver of transparency. This highlights how 
industry-specific factors related to innovation can influence 
financial reporting behavior. 

3.4 Economic conditions and income smoothing   

Examining the relationship between economic 
conditions and income smoothing practices in 
manufacturing firms provides crucial insights into the 
adjustment strategies employed by these firms. A study by 
Ramanna (2010) examined the impact of economic 
conditions on income smoothing and highlighted the role 
of financial reporting discretion during economic 
uncertainties. The research found that companies are more 
likely to engage in income smoothing during times of 
economic volatility, highlighting the strategic use of 
smoothing strategies to manage perceptions and signal 
stability in difficult economic conditions. In the global 
context, Gao et al. (2013) conducted a cross-country analysis 
to understand how economic conditions affect income 
smoothing. The study found that companies in countries 
with greater economic uncertainty were more susceptible to 
income smoothing practices.  

This global perspective highlights the universality of the 
effects of economic conditions on income smoothing that 
transcend national boundaries within the manufacturing 
sector. Fluctuations in raw material costs represent a critical 
aspect of economic conditions that affect income 
smoothing practices. Kim and Kross (2017) examined the 
relationship between raw material costs and income 
smoothing, focusing on the cyclical nature of the 
manufacturing industry. The research found that 
companies engage in income smoothing during periods of 
volatile raw material costs, suggesting that earnings 
management becomes a strategic response to mitigate the 
impact of cost uncertainty on financial stability.  

Empirical evidence from Gaver and Gaver (2016) 
provides insights into the specific mechanisms by which 
firms manage raw material cost fluctuations through income 
smoothing. The study found that companies with greater 
fluctuations in raw material costs were more likely to adopt 
income smoothing and highlighted the strategic role of 
smoothing practices in managing the financial impact of 
volatile input costs. 

 

4. Summary and Conclusions  

The findings from the current literature on factors 
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affecting income smoothing practices among manufacturing 
firms in Kenya have notable strengths and limitations. For 
example, Pinto et al., (2020) showed that during periods of 
economic volatility, manufacturing firms are more likely to 
adopt income smoothing measures to manage perceptions 
of financial stability and mitigate the impact of economic 
uncertainties on stakeholder trust. A study by Outa (2011) 
pointed out that the adoption of IFRS led to increased 
transparency and disclosure requirements, making it more 
difficult for companies to manipulate earnings. According 
to Shanaev and Wanjiru (2019), companies operating in 
highly competitive industries were more likely to engage in 
income smoothing to signal stability and attract investors 
amid intense market competition. The results of Irungu 
(2024) suggest that companies with better access to capital 
markets are less likely to take income smoothing measures. 
Access to capital markets provides companies with 
alternative sources of financing and reduces their reliance 
on earnings manipulation to attract investors. A study by 
Mohamed (2020) found that companies whose executive 
compensation is tied to short-term financial performance 
metrics are more likely to engage in income smoothing. 

In conclusion, income smoothing as a financial 
management strategy has a significant impact on the 
organization's financial reporting and decision-making 
processes. Motivated by the desire to project a positive image 
to stakeholders such as investors and creditors, income 
smoothing practices have become widespread worldwide, 
including in the manufacturing sector in Kenya. The 
complexity of the financial landscape, characterized by 
fluctuating raw material costs and changing regulatory 
frameworks, poses unique challenges for manufacturing 
companies in the region.  

The reviewed literature provides insights into various 
factors that influence income smoothing practices among 
manufacturing firms in Kenya. Regulatory frameworks, 
managerial incentives, industry competition, economic 
conditions, and access to capital markets all play a critical 
role in shaping income smoothing behaviors. Regulatory 
changes, such as the introduction of International Financial 
Reporting Standards (IFRS), have increased transparency 
and made it more difficult for companies to manipulate 
profits. Management incentives, including executive 
compensation structures, encourage income-smoothing 
behaviors, whereby managers attempt to align their actions 
with short-term financial goals.  

Industry-specific factors such as competition and 
innovation also influence income smoothing practices. 
Manufacturing companies implement income smoothing to 
signal stability amid intense market competition and 
economic uncertainty, particularly during times of volatile 
raw material costs. Access to capital markets moderates’ 
income smoothing behaviors because companies with better 
access are less likely to use earnings manipulation to attract 
investors.  

In conclusion, understanding the interplay of these 
factors is critical for policymakers, regulators and 
stakeholders to promote transparency, accountability and 
sustainable economic growth in the manufacturing sector in 
Kenya. Combating income smoothing practices requires a 
multi-pronged approach that considers regulatory reform, 
incentive alignment, industry dynamics and economic 
conditions to create an enabling environment for 
transparent financial reporting and decision-making. 
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