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Abstract

The main objective of this study is to find out if Balkan banks use income smoothing 
(IS) as a creative accounting practice. The IS level is analyzed to see whether banks are 
focused on these practices as a tool to produce a better picture of financial views in 
the sight of decision makers. The data are provided from the audited financial reports 
presented on the banks’ web pages. Eckel’s modified equation was used to find out if 
banks use the technique of IS. As a result, the findings showed that banks use IS, and 
the factors that influence the use of this practice are analyzed. The factors studied are: 
age of banks, profitability, and loan provision. Of a total of seven banks in Kosovo, only 
three use income smoothing. In Albania, of a total of 11 banks, only one uses income 
smoothing. Surprisingly, the results show that none of the variables measured affect 
the usage of income smoothing. The study contributes to understanding the practice 
of IS on the one hand, and on the other hand, to opening the eyes of investors and 
depositors promoting vigilance when they make decisions about investing their funds 
in banks.
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INTRODUCTION

The main goal, not only for banks, but for all institutions is to increase 
revenues and profits. Increasing revenue is an important aim for the 
company to look decently in the eyes of investors so that they can make 
easier for them to entrust their funds to these companies. From the in-
vestor’s premise: Investors invest their capital when a company has little 
fluctuations in their profits and incomes (Balli et al., 2020; B.-H. Bao, & 
D.-H. Bao, 2004). Managers often use policies such as income smooth-
ing to achieve this premise (Warner et al., 2003). Income smoothing is 
defined as “A shape of earnings management constructed to mitigate 
peaks and valleys from a normal earnings series, including steps to mit-
igate and “store” profits during good years for use during slower years” 
(Mulford & Comiskey, 2002, p. 3). SEC Director, Arthur Levitts called 
the “number game” all practices that seek to take advantage of the gap 
left by accounting principles. The scandals of the last two decades of 
large and world-renowned companies have turned their attention to 
the study of factors influencing accounting manipulations. These ma-
nipulations by different companies, which are involved in fraudulent 
practices, have been replaced by different names as creative accounting. 
Often many researchers (Mulford & Comiskey, 2002; Ozili, 2019) have 
described creative accounting as an instrument to mislead investors by 
showing them high net profits. As mentioned above, IAS allow some 
degree of flexibility and interpretation. It is up to the company and its 
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management if they choose to be in line with these principles, or to extend them, but these still can be 
called mistakes but not fraud, as long as they are within the framework of the rules, albeit in their limit. 
If companies act in violation of what the IAS say is called fraud, if it acts in accordance with them but ex-
ploits the gaps in the IAS, then this behavior is called as a creative accounting. Creative accounting can 
be described as a method in which accountants use vent in IAS to present financial success in a one-sided 
way (Atik, 2009; Motley, 2002; Largay, 2002; Mulford & Comiskey, 2002). The fierce competition of the 21st 
century and globalization can be considered as an indicator that pushes organizations to use creative ac-
counting, in particular income smoothing. Banks use creative accounting: just to look better than they are; 
to show that they have better results compared to competitors; and to attract investors’ decisions to invest 
their funds in their banks. As a consequence, the main objective of this study is to explore if banking or-
ganizations in two Balkan countries, Kosovo and Albania, use income smoothing as a creative technique 
to help banks better present their financial health to different audiences. 

1. LITERATURE REVIEW

By reviewing the accounting literature (Al-Taie et 
al., 2017; Amat & Gowthorpe, 2004; Motley, 2002; 
Balaciu & Pop, 2008; Li & Richie, 2016; Liberto, 
2019; Mulford & Comiskey, 2002; Shah & Butt, 
2011), one can say that a type of so-called creative 
accounting policy is income smoothing. Income 
smoothing as a practice has been favored topic for 
many accounting and finance scholars for many 
years. Schipper (1989) defines smoothing “as a de-
liberate interference with the external financial re-
porting process, with the intent to obtain certain 
personal benefits” (Schipper, 1989, p. 91). Barnea 
et al. (1976, p. 110) also give a definition about 
smoothing: “smoothing is practiced in order to 
affect the income stream presumably utilized by 
financial statements users, the focus is exclusively 
on the net income numbers (after extraordinary 
items), when, in fact, ordinary income (before ex-
traordinary items) per share is the focal number of 
users of financial statements and, therefore, should 
be the object of smoothing.” B.-H. Bao and D.-H. 
Bao (2004) describe income smoothing as an ac-
tion taken by managers to boost profits when in-
comes are low and to reduce profits when incomes 
are high. According to Mulford and Comiskey 
(2002), income smoothing is a form of profit ma-
nipulation created to detach “peaks and gully” 
from a standard sequence of profits, incorporating 
actions to shrink and “maintain” profits over good 
years for use during moderate years. Process of 
doing accounting creative in a company, accord-
ing to many scholars (Balaciu & Pop, 2008; Effiok 
& Okon, 2012; Florin-Constantin, 2012; Yaseen et 
al., 2018), involves manipulating financial num-
bers to arrive at an answer that meets the com-

pany’s management needs, rather than provid-
ing objective information to external recipients – 
mainly shareholders. One point to emphasize at 
this early stage is that creative accounting, like 
everything, will never be completely erased. If a 
company’s management is destined to deceive its 
auditors and shareholders, it is likely to achieve it, 
at least in the short term (Warner et al., 2003). Li 
and Richie (2016) studied the effect of IS on the 
debt market. The results of the study found that 
firms with excessive income smoothing rankings 
show lower debt costs, denoting that the effect of 
information signals on revenue mitigation pre-
dominates with ambiguous information. The re-
sults showed that the impact of IS on reducing 
the cost of debt is stronger in organizations with 
more ambiguous information and greater risk of 
anxiety. Salih et al. (2020) present their results 
by showing that tax expenditures depict the most 
important factor influencing the decision of the 
administration of Sudanese banks to pursue the 
IS policy, followed by the management incentives 
factor, the bonus plan and the ownership form. 
The results of the study by Sparta and Trinova 
(2020) showed that income smoothing positive-
ly affect banks’ credit defacement losses. Takasu 
(2012) found that the income smoothing by bank 
management reduces the cost of bank loans. 
Ozili (2019) has found that banks use loan loss 
provisions to smooth positive (non-negative) in-
comes especially during the post-2008 crisis pe-
riod, and this behavior is diminished by strong 
investor protection. It has also been found that 
banks in a highly corrupt environment smooth 
their positive (non-negative) incomes compared 
to smoothing profit distribution. Fonseca and 
González (2008) showed that the smoothing of 
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the bank’s income rely on investor safe keeping, 
regulation and supervision, disclosure, financial 
structure and financial development. Alexandri 
and Anjani (2014) found that important factors 
that affect income smoothing are bank size, prof-
itability and financial leverage. Abogun et al. 
(2021) showed that IS have an important non-pos-
itive impact on the firm’s value. The findings al-
so emphasized that market risk is an important 
variable that determines the relationship between 
IS and firm worth. Goel’s (2016) analytical results 
on forecast income smoothing and investment 
opportunities show that job protection concerns 
provide managers with an incentive to mitigate 
profits, given current and future performance. 
Also, the research found that the rate of IS is 
negatively correlated with the level of investment 
opportunities in current low/high performance 
periods in the future and positively correlated 
with the level of investment opportunities in cur-
rent high/low performance periods in the future. 
Riahi-Belkaoui (2003) found that income smooth-
ing varies depending on managers’ job security 
concerns, as indicated by a certain level of in-
vestment opportunities for growth opportunities. 
Ergin (2011) showed that 82% of organizations 
listed on the Istanbul Stock Exchange from 2006 
to 2010 use IS practice. The results showed that 
of these 82% of firms that use income smoothing, 
30% are manufacturing companies, 21% financial 
institutions, and 36% belong to the service indus-
try. Abu-Serdaneh (2018) founded no conclusive 
evidence that Jordanian banks used provisions 
to smooth incomes and manage the capital ratio. 
The three most popular incentives for managers 
to apply income smoothing are: 

1) to reduce the strong risk grasp by investors;

2) better trading conditions with customers and 
suppliers; and 

3) future growth prospects to investors (Graham et 
al., 2005). 

Effiok and Okon (2012) evaluated the effect of crea-
tive accounting on management decisions of select-
ed companies listed on the Nigeria Stock Exchangea 
and concluded that financial statement manipula-
tion has a significant impact on the performance of 
stock decisions and firm management in relation to 

their shares. The aim is to pay less taxes and less divi-
dends and, accordingly, “create” financial statements. 
This practice can lead to tax evasion and loss of mon-
ey by investors. 

Mulford and Comiskey (2002) provide three ways 
in which income smoothing is used in the income 
statement, they are:

1. “Moving the items of the income statement ei-
ther within or outside the operating income”.

2. “By moving costs from sales costs to catego-
ries of general or administrative sales expens-
es, from this action an increase in gross profit 
will be produced”.

3. “By moving operations out of operations 
classified as discontinued when they are 
sold at a profit and in discontinued opera-
tions when they are sold at a loss, a higher 
level of revenue is generated from continu-
ing operations”.

2. METHODOLOGY

2.1. Income variability approach

According to this theory, there is a central prem-
ise that whenever income fluctuations are re-
duced by a smoothing variable or based on an 
expected pattern, one can conclude that revenues 
have smoothed (Mostafa & Hossein, 2013). 

Eckel’s model resents income smoothing through 
the following equation:

This method was also used in previous studies 
(Albrecht & Richardson, 1990; Habib, 2005) to 
determine the presence of income smoothing. To 
conduct the analysis of income smoothing in com-
mercial banks in Kosovo and Albania, secondary 
quantitative data are used such as commercial 
banks’ financial statements published on their of-
ficial websites. This research includes a period of 
2005–2018.

Kosovo has a banking system of 10 banks, where 
two are with local capital and eight with foreign 
capital. Albania has a banking system of a total of 
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12 banks. This study has included 11 banks to make 
a comparative analysis with banks in Kosovo. 

The model used in this study is presented below:

( ) 0 1 1    

2 2   3 3

4 4  4 5  

( )

( ) ( )

( ) ( )  .

Size of banksincome smoothing

age of banks profitability

loan provision Debt financing

Yt b b X

b X b X

b X b X e

= + +

+ + +

+ +

 (1)1 

This model is composed of a total of six variables, 
that is, one dependent variable and five independ-
ent variables. The dependent variable is income 
smoothing, while the independent ones are bank 
size, age of banks, profitability, loan provision and 
debt financing.

Some brief explanations of these variables will be 
given later in the study to provide a clear defini-
tion about each variable and their importance.

Income smoothing – The importance of study-
ing income smoothing is to discover if banks in 

1 According to Trisanti (2014), this econometric model is the right choice.

Kosovo and Albania smooth revenues by reducing 
profits.

Size of banks – Previous research reveal that firm 
size affects income smoothing behavior, so this 
paper will analyze this. Habib (2005) finds that 
small enterprises fix income significantly more 
than big enterprises. 

Age of banks – Many researchers believe that 
most of the new companies (banks) involved 
may have the most f luctuations or changes in 
income. This is because they are not yet ma-
ture and have less experience in their activities 
(Trisanti, 2014).

Profitability – Previous studies have concluded 
that most companies (banks) smooth their in-
come when their profitability is relatively low. 
Atik (2009) suggests that companies (banks) 
with declining profits tend to adjust their 
earnings.

Source: Authors’ presentation based on Mostafa and Hossein (2013).

Note: I – Income; S – Income from sales; C
2
 – Fixed costs; C

1
 – The rate of variable costs in sales expressed; CV∆s

 – Coefficient 
of variation for changes in sales; CV∆I

 – Coefficient of variation for change in income. 

Figure 1. Eckel’s model

Eckel’s model

IF

If: I = S-C1S-C2

and C2 > 0
and C2, t+1 ≥ C2, t
and 0 < C1 <1
and C1, t+1= C1,t = C1

Then CV∆S ≤ CV∆I
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Credit provision – loan loss provisions are an 
estimate of the potential losses that a bank may 
incur due to credit risk. Provisions for loan loss-
es are treated as an expense in the financial state-
ments for debt.

Table 1. Information about variables

Source: Author’s presentation.

Variables Description
Yt – Income smoothing Eckel’s model fitted for this study
X

1 
– Size of banks Total employees

X
2 
– Age of banks Age of banks

X
3 
– Profitability

Return on assets – the ratio between 
net profit and total assets
ROA = net profit/total assets

X
4
 – Loan provision Loan provision according to financial 

statement 

e – error term All variables not included in the model, 
but which may affect revenue mitigation

3. ANALYSIS AND RESULTS 

To analyze whether banks in Kosovo and Albania 
are practicing income smoothing, the income 
smoothing index formula was used, which was 
first developed by Al-Taie et al. (2017). This IS 
formula has been modified from original Eckel’s 
model.

Income smoothing index:

, 
CVi

CVIs
CVs

=  (2)

where

 
income

,
income

CVi
σ
µ
∆

=
∆  (3)

the revenue
,

the revenue
CVs

σ
µ
∆

=
∆

 (4)

Explanation: CVi = standard deviation of change 
in gross profit/average gross profit; CVs = standard 
deviation of changes in service revenues/average 
service revenues.

If CVi (coefficient of variation for income) is less 
than CVs (coefficient of variation in revenue from 
the service), the ratio CVIs = (CVi/CVs) will be less 
than one, and if this smoothing ratio revenue is 
less than one, it is suggested that the bank is per-
forming income smoothing.

Based on this formula, the number of banks using 
income smoothing in Kosovo and Albania is pre-
sented in Table 2. 

Table 2. Number of banks in Kosovo and Albania 
that apply and do not apply income smoothing

Source: Authors’ analysis.

Banks Banks in 
Kosovo

Banks in 
Albania

Banks that do not apply 
income smoothing

4 10

Banks that apply income 
smoothing

3 1

Total 7 11

Table 3. Empirical model

Source: Authors’ calculations.

Pair N
Beta 

coefficient P-value

Pair 1 Income smoothing & 

Bank size 4 0.457 0.543

Pair 2 Income smoothing & 

Age of banks 4 0.404 0.596

Pair 3 Income smoothing & 

Profitability 4 0.907 0.093

Pair 4 Income smoothing & 

Credit provision 4 –0.771 0.229

Pair 5 Income smoothing & 

Debt financing 4 0.603 0.397

Based on the results of this study, there is a posi-
tive linear relationship between the size of banks 
and income smoothing, if the size of banks in-
creases by 1%, keeping constant other factors, the 
income smoothing will increase by 0.457%. Such a 
correlative link is argued by the fact that commer-
cial banks in recent years have been quite stable in 
their size and have not affected the increase in in-
come smoothing. Also, if the age of banks increas-
es by 1%, the income smoothing will increase by 
0.404%, there is no effect on the income smooth-
ing as the value of the age of banks is greater than 
the level of 5%, P-value (0.404 > 0.05). So, this pos-
itive linear relationship is characteristic of both 
types of commercial banks, those with domestic 
capital, but also those with foreign capital. A pos-
itive linear relationship between bank profitabili-
ty and income smoothing is found; if profitability 
increases by 1%, while keeping other factors con-
stant, income smoothing will increase by 0.907%, 
there is no effect on the income smoothing, since 
the statistical level of 5% is greater, P-value (0.907 
> 0.05). Such a correlative link is argued by the 
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fact that commercial banks in recent years have 
been quite profitable and this profit has not af-
fected the IS. In general, the banking sector in 
Kosovo is considered a very profitable sector, 
with an efficient management of financial risks 
and high liquidity. The coefficient of the loan 
provision variable is negative (see Table 3), so 
there is a negative relationship between the de-
pendent variable (income smoothing) and inde-
pendent variables (loan provision). Significance 
value is not within the level of statistical sig-
nificance P-value = 5%. A 1% increase in loan 
provision will affect the reduction of income 

smoothing by –0.771%. The empirical results of 
this study show there is a positive linear rela-
tionship between the debt financing ratio and 
income smoothing of commercial banks. If debt 
financing increases by 1%, while keeping oth-
er factors constant, income smoothing will in-
crease by 0.397; this result is inaccurate with the 
significance level of 5%, P-value (0.397 > 005). 
Based on these results, it can be said that this 
paper does not find a statistical significance in 
the analysis of these variables. Although there 
are four banks that use this technique, none of 
the factors analyzed affect its use.

CONCLUSION

Some practitioners and scholars consider creative accounting illegal. Others, however, think that it in-
volves gaining flexibility in accounting standards, and take it as a legal action. This study attempted 
to show if banks in the two Balkan countries use income smoothing practices and examine if the fac-
tors reviewed in the literature affect application of the income smoothing technique. There are four 
banks that use creative accounting through income smoothing (three banks in Kosovo and just one 
in Albania). Being creative in accounting distorts a true and objective view of the financial position of 
companies, although it is argued that it is perfectly legitimate. Having analyzed factors such as bank 
size, bank age, profitability, loan provision and debt financing, it was found to be irrelevant for income 
smoothing. The results obtained are opposite to the research work of Trisanti in the year 2014 because 
these variables affect creative accounting practices in developed countries. Recommendations for banks 
in Kosovo and Albania that use income smoothing practices are to be careful when applying income 
smoothing, as it can have negative consequences for business, because it can deceive the judgment of 
investors and individuals interested in the bank’s financial information. Auditors are also encouraged 
to attend more continuing professional development courses so that they can better understand when 
an organization is engaged in an income smoothing practice and find ways to prevent this practice from 
escalating into financial fraud.
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