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ABSTRACT

The study examined the trend and pattern of earnings management;and investigated the
influence of corporate governance mechanisms on earnings management of non-financial firms
in Nigeria. It also analysed the impact of earnings management on the performance of non-
financial firms in Nigeria. These were with a view toproviding information on the influence of
corporate governance on earnings management practice in Nigeria non-financial firms.

The study employed secondary data. The study population consisted of 159 non-financial
firms listed on the NSE between 2006 and 2014. A sample of 50 firms was purposively selected
whose shares were traded during the sampled period and with complete data. Data on board
independence, board size, board sex ratio, audit committee independence, board meeting,
managerial ownership, ownership concentration, leverage, return on asset and firm size of non-
financial firms across sectors in Nigeria were obtained from the Nigerian Stock Exchange
factbooks and the companies’ annual reports and accounts. Data collected were analysed using
percentages, graphs; and fixed effect model technique.

The result of trend analysis of earnings management indicated a non-linear trend with a
changing direction of (11.37%, 13.21%, 16.10%, 16.08%, 14.43%, 16.02%, 16.68%, 16.71%
and 14.69%) between 2006 and 2014. Also, it showed a fluctuating result with computer and
office equipment sector having the highest trend (16.73%), followed by breweries (14.37%),
food and beverages (13.91%), oil and gas (12.75%),packaging (11.91%),conglomerates
(11.56%), services (11.57%), paints (11.29%) and industrial firms (11.07%).Furthermore, the
result showed that board sex ratio (t = 3.76, p < 0.01), and return on assets (t = 1.69, p < 0.10)
had positive significant influence on earnings management whileboard independence (t = -2.87,

p < 0.01) and managerial ownership (t = -2.37, p <0.05) had negative significant influence on
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earnings management of non-financial firms. In addition, the result revealed that cash-based
earnings management (t = 5.762, p <0.01),leverage (t = 2.499, p <0.01) and size (t=-7.210, p <
0.01) had significant effect on the performance of non-financial firms.

The study concluded that corporate governance has a significant effect on earnings

management of non-financial firms in Nigeria.
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CHAPTER ONE
INTRODUCTION
1.1 Background to the Study

Corporate governance refers to those mechanisms that influence the decisions made by
managers when there is a separation of ownership and control. Some of these monitoring
mechanisms are the board of directors, institutional shareholders, and operation of the market for
corporate control (Larcker, Richardson and Tuna, 2015).

Corporate governance has assumed a pivotal position in ensuring stewardship and
accountability in the activity of management. The use of corporate governance mechanisms can
bridge the gap between the interests of shareholders and managers. Corporate governance has
been propagated by different companies’ code of conduct which is expected to be included in all
firms. It is believed that if there are strong corporate governance mechanisms in place they will
reduce the extent at whichthe management of any firm will go on perpetuating any act that can
jeopardise the going concern of such firm (Fodio, Ibikunle and Oba,2013).

Recently, a lot of business failures occurred which were as a result of accounting
scandals and fraud involving well-known firms such as Enron and World Com (US), One Tel
(Australia), Nortel (Canada), Parmalat (Italy), Transmile Group Berhad (Malaysia), and
Cadbury(Nigeria). This has informed the need to look into why companies engage in earnings
management. These phenomena have reduced the public confidence, most especially in the
accounting circles. In addition, there were apprehensions about the weaknesses of corporate
governance in the past, and it was not effective enough to protect the investors from

expropriation (Uwuigbe, Daramola and Oyeniyi,2014).Thesebusinessfailures were as a result of
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failure in corporate governance leading to earnings management. The collapse of these
companies was aggravated by the absence or theineffectiveness of corporategovernance in place.
Also, where there is corporate governance, it is often the case that some of what it embodies in
order to have a hitch free firm are not often practised (Uwuigbe et al.,2014)

Many countries now review their corporate governance codes to see where it is deficient
in order to make correctionswherenecessary so that many areas not capturedby the existing
codes will be taken care of (US Sarbanes Oxley Act, 2002; Code for Best Governance Practices,
2005 in Nigeria). Effective corporate governance mechanisms are expected to restore the
assurance of shareholders and other users of financial statements of which earnings is a
component.

Earnings constitute themost significant accounting items prepared and presented in
financial reports and it is considered a major factor in the determination of dividend policy, a
guideline for making investment decisions and other decisions; It is a key measure in
determining the performance of a firm, an active criterion or prerequisite in the stock pricing and
an instrument utilised in making predictions(Gulzar and Wang, 2011, Mohammady, 2012).
Earnings management on the other hand, is the adjustment of a firm’s reported economic
performance by the insiders either to mislead some stakeholders, or to influence contractual
outcomes. Earnings management, unlike fraud, involves the selection of accounting procedures
andestimates that conform to generally accepted accounting principles (GAAP) (Gulzar and
Wang, 2011).That is,firms that have earnings management would be operating within the bounds
of acceptedaccounting procedure manipulation (Abdul Rahman and Ali, 2006). The act of
managing earnings does not necessarily reflect the true performance of thecompany, a situation

that may contribute to shareholders and investors making inaccuratejudgments about the
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company. Thus, effective board monitoring is important in reducing theincidence of earnings
management when incentives for such manipulations are high(Gulzar and Wang, 2011).

The role of corporate governance according to Solabomi and Uwuigbe(2013) is to reduce
the divergence of interest between shareholders and managers. It deals with the welfare and
goals of all the stakeholders-shareholders, managements, board of directors, lenders, regulators,
and the economy as a whole. Thus, in order to protect the rights of the stakeholders, it is vital for
an organisation to have effective corporate governance mechanisms which can control the
asymmetry of information. The extensive consideration given to corporate governance
mechanisms suggests that stronger governance mechanisms would reduce opportunistic
management behaviour, thus improving the quality and reliability of earnings management.
Corporategovernance (CG) mechanisms repose the confidence of shareholders in earnings
reported in the financial statement of a firm (Gulzar and Wang, 2011).Apart from the role of
corporate governance in the reduction of earnings management, companies that are perceived as
adopting international best corporate governance practices are more likely to attract international
investors than those whose practices are perceived to be below international standards (Uadiale,
2012). In an attempt by countries to gain credibility among global investors, sound corporate
governance practices are given important attention (Adeyemi and Fagbemi, 2010).

The purpose of earnings management varies and there are different techniques in
earnings management.Healy and Whalen (1999) argue that managers mainly manipulate
earnings for four kinds of incentives, i.e. external contracts incentives, management
compensation contract incentives, regulatory motivations and capital market motivations. The

methodsused in earnings management vary from undertaking accounting manipulation or real
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action that affect operating cash-flows (Barton, 2001).Other methods include manipulation of
research and development and sales and leaseback (Matoussi and Kolsi, 2006).

The goal of this study is to examine the effect of corporate governance on earnings
management in non-financial firms in Nigeria. Non-financial firms will be of focus due to the

vulnerability to governance and reporting abuse as evidenced in the case of Cadbury Nigeria.

For more information, please contact ir-help@oauife.edu.ng
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