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ABSTRACT

The collapse of companies over the years due to weak governance structures and earnings management practises was the study motivation. The objective of research was to establish moderating influence of firm characteristics on the relationship between corporate governance and earnings management of firms listed at Nairobi Securities Exchange. Firm characteristics attributes included size, leverage and profitability. The sample entailed 517 firm year observations for 10 year period from 2008. The findings revealed that firm profitability and firm size  moderates the relationship between corporate governance and earnings management while leverage has no significant effect on the relationship. These results add to the existing knowledge on how corporate governance influences earnings management by revealing that such relationship is not direct since other factors such as firm size and profitability impacts the relationship. 
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1. Introduction

Effectiveness of governance system relies on firm’s core objectives and the role it plays in society [1]. This effectiveness can be viewed from shareholders or stakeholder’s perspectives. According to the shareholder’s perspective, effective corporate governance increases value of equity holders by harmonizing incentives of shareholders and management. Stakeholder’s perspective highlights that effectiveness of corporate governance leads to policies reinforcement that produces stable employment, mitigation of debt holders’ risks and improvement in community[1]. When shareholders invest in companies they are concerned with the firm’s earnings since it is the determinant factor of their rewards that is dividends. The information on firms’ earnings is usually summarized in the income statement. Earnings are also useful during asset valuation, determination of bonus plan for executives and contractual obligations such as debt covenants. Therefore, earnings management occurs when managers select accounting policies which affects earnings with an aim of achieving some specific reported earnings objectives [2].
According to [3] effectiveness of corporate governance structures as a monitoring device intended to protect investor’s interests and control opportunistic managerial behaviour has been questioned over the years following collapse of companies such as Ahold, Enron and WorldCom in USA due to accounting fraud. There has also been questions of the integrity of financial reporting systems resulting from failure of the board as an oversight body. It is board of directors’ role to supervise work of management to make sure quality is maintained when financial statements and reported work are prepared. 

In Kenya, the first document of rule based guidelines on corporate governance practices were issued by Capital Markets Authority in 2002 under gazette notice No. 3362. This was later amended in 2015 under gazette notice number 1420 to principle based guidelines on corporate governance practices [4] The current approach recognises satisfactory explanation and full disclosure of any non-compliance with the code guidelines by the board. In addition, the corporate governance guidelines promotes board members independence and eliminates idea of duality on board chairmanship and chief executive officer positions [4].

Firm characteristics have empirically been established to influence practices of earnings management ([5], [6]). The studies have varying results on how firm size, leverage and profitability impacts earnings management but they have not looked at the possible impact of these variables on asssocaition between corporate governance and earnings management [7]. This study is anchored on positive accounting theory.
Positive accounting theory explains that managers have been given a choice to select accounting policies to adopt in relation to different transactions. The choices can lead to manipulation of earnings especially if the chosen policies benefits managers personal interests such as bonuses [8]. This theory is explained through three hypotheses. Size hypothesis highlights that large sized firms’ engagement in earnings management practises is more in comparison to firms of small size. On the other hand, debt/equity covenants hypothesis describes that the level of debt influences managers on their GAAP choices which in turn may lead to earnings manipulation. Study focus was listed companies at Nairobi Securities Exchange because it is essential for those companies to follow the laid down guidelines on corporate governance practices [4]. 

[11] indicates that managers participate in earnings management practises because of the need to accomplish internal organization targets, the need to attain external business expectations, need for income smoothing and window dressing for purposes of loan or initial public offer. The other motivations for managing earnings include increasing manager’s compensation tied to reported earnings, increasing stock price and lobbying for government subsidies [12]. Moreover, other motivations for earnings management according to [2] are bonus purposes, debt covenants, need to meet investors’ expectations and for stock offerings.

[13] further state that even when there is no fraudulent reporting, companies can still alter reported income since GAAP gives options on different ways by which accounting events can be presented. Alteration of earnings can be done when management chooses accounting method that delays or advances realization of revenues and expenses with the intention to change the reported earnings upwards or downwards. After an accounting method has been selected, management can further manipulate reported earnings by using a wide scope of discretionary features of the utilization of the selected accounting methods [13]. This manipulation of reported earnings can be reduced when there is an effective supervision of  managers activities through efficient governance structure.
In Kenya the suspension and delisting of Marshall East Africa, A. Baumann, Hutchings Biemer, deacons, ARM cement and Atlas Africa Industries companies was attributed to lack of adherence to the laid down rules [9] There has also been decline in the performance of some companies such as Mumias sugar, Uchumi supermarket, National Bank of Kenya and Kenya airways over the years that has been attributed to corporate governance challenges [10].  
Empirically, influence of firm characteristics on corporate governance and earnings management relationship is still not conclusive. [5] and  [14] found that firm size and profitability influences earnings management practices while studies by [15], [16],[17], [18] revealed that leverage may have negative, positive or no influence on earnings management. Conflicting empirical studies results is an indication that direct association between corporate governance and earnings management does not exist. This is attributed to the possible moderating influence of firm characteristics in the relationship. Firm characteristics are various components that make firms unique, the difference in firm characteristics can result to various practises of earnings management.

There were also methodological differences on how earnings management was measured because different researchers utilized different models to determine the discretionary accruals for example [19] used Larcker and Richardson model which included book to market value; [20]  used Yoon model while [21] used Dechow-Dichev (DD) model and modified DD model. Modified Jones model was utilized in this study since it is considered effective in detection of earnings management [22].  

Empirical studies revealed contextual differences which was evidenced from the chosen scope of studies. Some research among them [23], [6] excluded financial institutions from the samples, others studies were specific to a certain sector of the industry like textile [19], family and non-family owned listed companies [24] ; banking sectors [7] while others considered all listed firms at the securities exchange [16].  The differences in scope is a possible explanation of the varying results in the reviewed  studies. These gaps were addressed in the study by focusing on all firms that trade at NSE because of their uniqueness.

In order to address the  contextual, conceptual, methodological and theoretical gaps, this study attempted to establish moderating influence of firm characteristics on relationship between  corporate governance and earnings management of listed companies in Kenya through answering the question: is there relationship among corporate governance, firm characteristics and earnings management of companies listed  at Nairobi Securities Exchange?  
2.  Theoretical Foundation

The study was anchored on positive accounting theory. The development of this theory was pioneered by [8] with an attempt to explain how firms make choices on particular accounting methods and their influence on reported earnings. The theory proposes that managers always select accounting approaches that enables them maximize their personal wealth. The accounting choices of the managers can be understood by understanding the three key hypotheses proposed by the theory which include bonus plan hypothesis, political cost or size hypothesis and debt/equity covenant hypotheses [8]. 
The bonus plan hypothesis indicates when managers are paid compensation inform of bonuses that are linked to earnings, they have a high chance of engaging in earnings management practices. Debt/equity covenant hypothesis state that a high debt equity ratio may result to high chances of firms violating its debt covenants which may result to the managers using their discretion to conduct earnings manipulation. On the other hand, [8] highlight as per size hypothesis, firm size influences earnings management practices and managers of large sized firm are likely to influence earnings reported for a period in comparison to small sized firm manager.
Positive accounting theory supports the assertion that opportunistic behaviours of managers to participate in earnings management can be monitored when company adheres to effective corporate governance practises. It also supports that nature of executive compensation will determine the managers motivation to focus on stakeholders’ concerns. In addition, effective governance structure assists investors by first, bringing together affairs of shareholders with those of managers and secondly, increasing financial information credibility and trustworthiness of financial reporting process [8]. This theory is concerned with explaining how various accounting practices influences management decisions in relations to reported earnings but does not give guideline on the appropriate accounting practices to be adopted when situations require use of judgement and estimates.

PAT theory is relevant in relation to corporate governance, executive compensation, firm characteristics and earnings management variables. According to this theory, when executive compensation is linked to bonus there is likelihood of earnings manipulation. It also outlines that the expected profits for the period, leverage level and size of the firm have a role in influencing manager’s decision in relation to reported earnings. Therefore, the theory supports proposal of corporate governance negatively influencing earnings management. It also supports the possible mediation and moderation effect of executive compensation and firm characteristics on association between corporate governance and earnings management.

3. Empirical Review

[25] analysed impact of firm size and leverage on discretionary accruals of manufacturing firms at Indonesia for periods 2013 to 2017. The study findings concluded that firm leverage and size had significant positive influence on earnings management. The study only measured pairwise association of size and leverage on earnings management but not it’s possible moderating influence on association between corporate governance and earnings management.[7] analysed in Islamic banks at Pakistan how corporate governances’ influences profitability. Using convenience sampling technique, a sample of five Islamic banks was selected. The findings revealed that corporate governance positively influences profitability. 
[26] analysed extent that firm size and financial leverage impacts earnings management for manufacturing firms listed at Indonesia. The findings revealed firm size, firm leverage does not affect earnings management of manufacturing firms listed at Indonesia.[27] analysed influence of female gender, foreign directorship, board size, firm size and board independence on earnings management of Nigerian listed companies. Their documented findings state that negative relationship exists between foreign directors on board, female directors and board independence with  earnings management. This implies, when number of foreign directors, female directors and independent member on board is high the practises of earnings management are reduced. Additionally, size of board and firm have positive relationship with earnings management.

[5] investigated association between firm profitability, board attributes and earnings management for companies listed at Bombay in India for period 2007 to 2012. It was found size of board positively influences earnings management, board independence does not significantly impact earnings management while firm profitability moderate’s association between audit committee independence and earnings management. Study of [6] assessed influence of firm characteristics on earnings management of listed firms in Egypt. Sample that constituted 60 non-financial active firms for periods 2007 to 2011 that gave 300 firm years’ observations were utilized. Their findings indicated that it is only firm’s financial leverage which had significant positive influence on earnings management. 
[28]  analysed influence of board attributes on earnings management for listed companies at Malaysia in year 2008. By using Spearman’s Rho to test for multicollinearity, results revealed that association between firm size and earnings management were positively significant, operational cash flows and earnings management relationship was negative while influence of race and board size on earnings management was not significant. Analysis of corporate governance effect on earnings management of firms in various Asian stock exchange market was done by [29]. By utilizing firms governance data of nine Asian countries obtained from Credit Lyonnais Security Asia and classifying earnings management to include earnings smoothing and aggressiveness, [29] results indicated that: First, association between corporate governance and earnings management was negative, secondly, big  firms exhibit high earnings smoothing practices in comparison to small firms but there is no evidence of how size relates to earnings aggressiveness, third, earnings smoothing is more for  higher leveraged firms when the market is performing well as compared to when the market performance is poor.
4. Research Philosophy

This is associated with nature and development of knowledge [30]. It is belief of how research data is collected, examined and utilized. It has the following perspectives realism, positivism, interprevistism and pragmatism. The research philosophy that one adopts is influenced by practical considerations or a specific  opinion of the link between knowledge and its development. Since positivism philosophy is dependent on observations that can be quantified and which leads to statistical analysis, this philosophy was exploited to statistically establish the association among corporate governance, executive compensation, firm characteristics and earnings management of listed firms at NSE using multiple regression models.  A deduction approach was adopted as the study was based on testing four hypotheses and it also entailed quantitative data due to numerical nature of the phenomenon under study. 
5. Operationalization of Study Variables

Operationalization is process of defining measurement of a variable. It entails definition of concepts through the operations in which we measure them. The study variables were corporate governance, earnings management, executive compensation and firm characteristics were operationalized in line with previous studies. Earnings management was operationalized as discretionary accruals which was computed using Modified Jones model. This measure is supported by studies of [31]; [18] who regard modified Jones models as the most effective way of identifying discretion by managers over accounting choices. 

Corporate governance was defined to include board composition, board size, independence of remuneration committee and diversity of the board. For this research, board composition was measured as ratio of independent directors on BOD [32].  Board size was quantified as log of cummulative number of members on board [33]. Board diversity was percentage of women on the BOD [34]. Remuneration committee independence was assessed as ratio of independent members in remuneration committee [4]. The composite of corporate governance (CG) variables were computed as geometric mean of corporate governance components  which are board composition, board size, diversity and remuneration committee independence[35]. Firm characteristics was operationalized to include firm size which was measured as logarithm of total asset of firm [36], leverage which was measured using debt equity ratio that is total debt (current and non-current liabilities) divide by total equity [18] and profitability which was measured using return on asset ratio that is operating profit divide by total asset [7]. 

.

6 . Data Analysis and Findings 

Descriptive analysis was adopted as variables of the study are known and measurable. The measures of means, median, maximum, minimum and standard deviations was used to describe the variables. Regression analysis was utilized to determine relationship of two or more independent variables on dependent variable and combined impact of intervening, independent and moderating variables on dependent variable
6.1 Descriptive Statistics 

Table 1.1 and 1.2 summarizes mean, minimum values, median, maximum values, kurtosis, skewness and standard deviation for the study variables from  sample of 56 listed companies at NSE. The number of observations (N ) was 517.

Table 1.1: Earnings Management and Corporate Governance Descriptive Statistics

	 
	 Discretionary Accruals  
	 Board Composition 
	 Remuneration Committee 
	 Board Size  
	Board diversity 
	 CG Composite  

	 Mean
	              (0.0025)
	              0.7666 
	                    0.8081 
	       0.9042 
	            0.1406 
	           0.6547 

	 Median
	              (0.0151)
	              0.8182 
	                    0.8000 
	       0.9031 
	            0.1250 
	           0.6686 

	 Maximum
	                0.9385 
	              1.0000 
	                    1.5000 
	       1.1761 
	            0.6667 
	           0.8232 

	 Minimum
	              (0.7152)
	              0.0909 
	                             0.000
	       0.4771 
	                      0.000
	           0.2747 

	 Std. Dev.
	                0.1269 
	              0.1698 
	                    0.2476 
	       0.1385 
	            0.1228 
	           0.1016 

	 Skewness
	                1.5729 
	            (1.7775)
	                 (1.0603)
	     (0.6149)
	            0.6734 
	        (1.4415)

	 Kurtosis
	              15.5543 
	              6.8912 
	                    6.2618 
	       3.0566 
	            3.4042 
	           5.6500 

	N
	                      517 
	                    517 
	                          517 
	             517 
	                  517 
	                 517 


Source: Author (2019)

The results of Table 1.1 reveal mean value of discretionary accruals (DA) for the companies is -0.0024 with a standard deviation of about 0.13. The value of mean average implies that earnings management practices in the listed firms, are taking downward direction (-0.0024) that is firms are practicing income decreasing earnings management. Firms could be engaging in cookie jar reserves activity which entails making more reserves in the current period so that lower earnings are reported. The positive kurtosis of earnings management implies its  distribution measure is leptokurtic and data series has more values that are higher than the mean. The skewness for earnings management measures is positive implying the distribution is skewed to the right.
For independent variables, the results as shown in Table 1.1 exhibit that mean average of board composition (BCOM) was 0.767 with minimum of 0.09, standard deviation of 0.17, maximum of 1, skewness of -1.77 which means data is negatively skewed. The distribution is leptokurtic as the value of kurtosis is greater than 3 which implies that, the series has more values which are higher than the mean. Remuneration committee independence (RCOM) mean average was 0.808 with maximum of 1.5, minimum of 0, standard deviation of 0.25, skewness of -1.06 which means data is negatively skewed and its leptokurtic as the value of kurtosis of 6.26 is >3 which implies that the series has more values that are higher than the mean. Board size (BSIZE)  had mean of 0.904 with maximum of 1.18, minimum of 0.48, standard deviation of 0.14, skewness of -0.61 which means data is negatively skewed and the value of kurtosis of 3.05. Board diversity (BDIV) had  mean 0.14 with  maximum of 0.67, minimum of 0.0, standard deviation of 0.12, skewness of 0.67 which means data is positively skewed and its leptokurtic as the value of kurtosis of 3.40 is >3 which implies that the series has more values which are higher than the mean. 

The composite of corporate governance (CG)  had  mean 0.65 with  maximum of 0.82, minimum of 0.27, standard deviation of 0.10, skewness of  -1.44 which means data is negatively skewed and its leptokurtic as the value of kurtosis of 5.65 is >3 which implies that the series has more values which are higher than the mean. The positive kurtosis for all the corporate governance measures implies distribution of all corporate governance attributes are leptokurtic. The skewness for board composition, board size and independence of remuneration committee is negative implying the distribution is asymmetrical with a long tail to the left while the one for board diversity is positive implying the dispersion is skewed to right.

Table 1.2: Firm Characteristics  Descriptive Statistics

	 
	 Firm Size 
	 Firm Leverage 
	 Firm Profitability 

	 Mean
	         7.1751 
	             0.8550 
	          0.0323 

	 Median
	         7.1740 
	             1.1382 
	          0.0670 

	 Maximum
	         8.8107 
	             568.71
	          5.6881 

	 Minimum
	         4.7007 
	          (1,020.88)
	       (42.0428)

	 Std. Dev.
	         0.8534 
	           52.5735 
	          1.9616 

	 Skewness
	        (0.3361)
	          (11.8603)
	       (19.1775)

	 Kurtosis
	         2.6974 
	             303.68 
	      411.7506 

	N
	              517 
	                  517 
	               517 


Source: Author (2019).

For moderating variable, the results as per Table 1.2 show that mean average of firm size (FS)  was 7.18 with  maximum of 8.81, minimum of 4.70, standard deviation of 0.85, skewness of -0.34 which means data is negatively skewed and its platykurtic as the value of kurtosis of 2.70 is <3 which implies that firm size distribution have more values which are lower than the mean. Firm leverage (FLEV) average was 0.85 with minimum of -1020, maximum of 568.72, standard deviation of 52.57, skewness of -11.86 which means data is negatively skewed and its leptokurtic as the value of kurtosis of 303.68 is >3 which implies that the series has more values that are higher than the mean. Firm Profitability (FP) average was 0.03 with minimum of -42.04, maximum of 5.68, standard deviation of 1.96, skewness of -19.18 which is negatively skewed and its leptokurtic as the value of kurtosis of 411.75 is >3 which implies that the series has more values which are higher than the mean. The positive kurtosis for all the firm characteristic measures implies that all distribution of firm characteristic measures is leptokurtic. The skewness for all the firm characteristics measures are negative implying that the distribution is asymmetrical with a long tail to the left.

6.2 Correlation between Corporate Governance, Firm Characteristics and Earnings Management
The strength of relationship among corporate governance, firm characteristics and earnings management were esatblished using Pearson product moment correlation. The results are summarized in Table 1.3 

Table 1.3  Correlation between Corporate Governance, Firm Characteristics and Earnings Management

	 
	 DA 
	 BCOM 
	 BDIV 
	 BREM 
	 BSIZE 
	 FS 
	 FLEV 
	 FP 

	DA
	     1.0000 
	        (0.0780)
	      (0.0690)
	       0.0615 
	      (0.1250)
	     (0.1490)
	   0.0024 
	   0.0758 

	BCOM
	
	         1.0000 
	       0.0137 
	       0.1785 
	        0.2755 
	      0.2784 
	   0.0230 
	 (0.0020)

	BDIV
	
	
	       1.0000 
	      (0.0750)
	        0.3260 
	      0.3008 
	   0.0235 
	 (0.0400)

	BREM
	
	
	
	       1.0000 
	        0.1220 
	     (0.1610)
	 (0.046)
	 0.0115 

	BSIZE
	
	
	
	
	        1.0000 
	      0.6598 
	   0.0447 
	 (0.0450)

	FS
	
	
	
	
	
	      1.0000 
	   0.0634 
	 (0.0530)

	FLEV
	
	
	
	
	
	
	   1.0000 
	   0.0284 

	FP
	 
	 
	 
	 
	 
	 
	 
	   1.0000 


Source: Author (2019)
Table 1.3 shows that a negative correlation exists between firm size and earnings management (r = -0.15) this means as size of firm increases earnings management increases. The correlation between earnings management and profitability (r = 0.075) was positive meaning an increase in profitability results to a rise in earnings management.. Firm leverage and earnings management have positive correlation  (r = 0.002) this implies an increase in leverage results to a positive change in eanings management. The correlation between board composition, board diversity, board size and firm size was positive while correlation between firm size and board independence remuneration was negative. The correlation between board composition, board diversity, board size and firm leverage was positive while the correlation between firm leverage and board independence remuneration was negative. The correlation between board composition, board diversity, board size and  firm profitability was negative while the correlation between firm profitability and board independence remuneration was positive.

6.3  Hypothesis Testing of the Relationship between Corporate Governance, Firm Characteristics and Earnings Management

The objective of the study was to assess moderating effect of firm characteristics on association between corporate governance and earnings management. The study predicted relationship between corporate governance and earnings management was not moderated by firm characteristics. The following null hypothesis was formulated:

H01: The moderating influence of firm characteristics on relationship between corporate governance and earnings management of companies listed at Nairobi Securities Exchange is not significant

In order to test for moderation effect, the technique proposed by [37] was adopted. This technique involved testing how corporate governance (independent variable), firm characteristics (moderating variable) and interaction term of corporate governance and individual firm characteristics components (CG*FC) influences earnings management (dependent variable). The first step in creation of interaction term entailed centering of CG  and individual firm characteristics components i.e. firm size, firm leverage and firm profitability. After centering the two measures were then multiplied to create a single item that represents their product. 
The corporate governance composite was determined by getting the geometric mean of the four measures of corporate governance i.e. board composition, independence of remuneration committee, board size and board diversity. For this study the aspects of firm characteristics were three and test of moderation of firm characteristics on relationship between corporate governance and earnings management was done for the individual components of firm characteristics. The three sub hypotheses 1 (a, b and c) were developed and results of moderation regression model are shown in 6.3.1 to 6.3.2
6.3.1  Relationship between Corporate Governance, Firm Size  and Earnings Management

Sub hypothesis (H01a) was used to test moderating effect of firm size on association between corporate governance and earnings management of listed companies at Nairobi Securities Exchange. The null hypothesis tested was as follows: 
H01a: The moderating influence of firm size on relationship between corporate governance and earnings management of companies listed at Nairobi Securities Exchange is not significant.

Inorder to establish moderation effect of firm size on relationship between corporate governance and earnings management regression model 1.1 was utilized. The results are summarized in Table 1.4


[image: image1.wmf]jt

jt

jt

jt

jt

jt

FS

CG

FS

CG

DA

e

b

b

b

b

+

´

+

+

+

=

)

(

3

2

1

0

-----------------------(1.1)

Note: The variables are defined in section 3.8.4

Table 1.4 : Regression Result of Moderation Effect of Firm Size on Relationship between Corporate Governance and Earnings Management

	
	
	
	
	

	
	
	
	
	

	Variable
	Coefficient
	Std. Error
	t-Statistic
	Prob.  

	
	
	
	
	

	
	
	
	
	

	C
	  0.768734
	0.272268
	2.823444
	0.0049

	CG
	-0.945388
	0.415094
	-2.277526
	0.0232

	FS
	-0.114006
	0.041091
	-2.774443
	0.0057

	CG*FS
	0.140890
	0.061919
	2.275393
	0.0233

	
	
	
	
	

	R-squared
	0.032072
	
	

	Adjusted R-squared
	0.026412
	
	

	S.E. of regression
	0.125195
	
	

	Sum squared resid
	8.040666
	
	

	Log likelihood
	342.6815
	
	

	F-statistic
	5.666047
	
	

	Prob(F-statistic)
	0.000800
	
	
	

	Dependent Variable: DA
	
	

	Method: Panel Least Squares
	
	

	Sample: 2008- 2017
	
	

	Periods included: 10
	
	

	Cross-sections included: 56
	
	

	Total panel (unbalanced) observations: 517
	


Source: Author (2019)
As per Table 1.4 corporate governance, firm size and product of corporate governance and firm size had a significant influence on earnings management (P < 0.05). The overall model indicated a statistically significant relationship exists between earnings management, corporate governance, firm size and interaction term with Adjusted R-squared of .0026, F = 5.657, and p < 0.05. The test of slope as reported in Table 5.5 showed corporate governance had regression coefficient (β) value of -0.945 with p-value of 0.0232,  firm size regression coefficient (β) value was -0.11 with p value of 0.0057 while the regression coefficient (β) value of interaction term (CG*FS) was 0.14 with a significance level (p-value) of 0.0233. 

The results as Table 1.4 show indicate that composite of corporate governance attributes has statistically significant negative association with earnings management, association between firm size and earnings management is negative and statistically significant while interaction term (CG*FS) has a positive but statistically significant association with earnings management since p < 0.05. The regression model 1.1 was presented as follows: DAjt = 0.7687jt - 0.9454CGjt - 0.11401FSjt + 0.14088( CG*FS)jt.
The product of  corporate governance and firm size was positively significant . This implies that the interaction term changed the relationship of the effect of  corporate governance and firm size on earnings management from negative to positive. Therefore, firm size has moderation effect on relationship between corporate governance and earnings management. Null hypothesis (H03a) which state moderating influence of firm size on relationship between corporate governance and earnings management of companies listed at NSE is not significant was rejected.

6.3.2  Relationship between Corporate Governance, Firm Leverage  and 

Earnings Management
Second sub hypothesis was to test moderating effect of firm leverage on asscoiation between corporate governance and earnings management. The null hypothesis tested was as follows:

H01b: The moderating influence of firm leverage on the relationship between corporate governance and earnings management of companies listed at Nairobi Securities Exchange is not significant

Inorder to determine moderation influence of firm leverage on the relationship between corporate governance and earnings management multiple regression model 1.2 was utilized for analysis and its results is summarised in Table 1.5.
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Table 1.5: Regression Result of Moderation Effect of Firm Leverage on Relationship between Corporate Governance and Earnings Management.

	
	
	
	
	

	
	
	
	
	

	Variable
	Coefficient
	Std. Error
	t-Statistic
	Prob.  

	
	
	
	
	

	
	
	
	
	

	C
	0.042001
	0.037127
	1.115310
	0.2507

	CG
	-0.067947
	0.056088
	-1.195301
	0.2184

	FLEV
	0.000696
	0.005928
	0.117411
	0.9827

	CG* FLEV
	-0.001059
	0.009096
	-0.116415
	0.9074

	
	
	
	
	

	
	
	
	
	

	R-squared
	0.003021
	
	

	Adjusted R-squared
	-0.002809
	
	

	S.E. of regression
	0.127060
	
	

	Sum squared resid
	8.281994
	
	

	Log likelihood
	335.0372
	
	

	F-statistic
	0.518200
	
	

	Prob(F-statistic)
	0.669919
	
	
	

	
	
	
	
	

	
	
	
	
	

	Dependent Variable: DA
	
	

	Method: Panel Least Squares
	
	

	Sample: 2008 - 2017
	
	

	Periods included: 10
	
	

	Cross-sections included: 56
	
	

	Total panel (unbalanced) observations: 517
	


Source: Author (2019).

As per Table 1.5 the test of slope as reported shows that regression coefficient (β) value of corporate governance was -0.067, significance level (p-value) 0.2184, regression coefficient (β) value of firm leverage was -0.0006, significance level (p-value) 0.9827 while the regression coefficient (β) value of interaction term (CG*FLEV) was -0.0011, significance level (p-value) of 0.9074. All coefficients of the variables were not significant in influencing earnings management since p > 0.05. The regression model 1.2 was presented as follows: DAjt = 0.042001jt - 0.06794CGjt + 0.000696FLEVjt - 0.001058 (CG*FLEV)jt.
Corporate governance components have negative but not statistically significant relationship with earnings management, firm leverage had positive but not significant relationship with earnings management while the interaction term (CG*FLEV) had negative but non statistically significant relationship with earnings management. The overall model revealed coefficient of corporate governance, firm leverage and interaction term were insignificant as p value was 66.9% which is greater than 5%. This indicates that firm leverage has no moderation effect on the relationship between corporate governance and earnings management. Therefore, null hypothesis one b (H01b) which states that moderating influence of firm leverage on the relationship between corporate governance and earnings management of companies listed at Nairobi Securities Exchange is not significant was not rejected. 
6.3.3 Relationship between Corporate Governance, Firm Profitability  and 

 Earnings Management
Third sub hypothesis ( H01c) was to test moderating effect of firm profitability on relationship between corporate governance and earnings management. Null hypothesis tested was as follows:

H01c: The moderating influence of firm profitability on the relationship between corporate governance and earnings management of companies listed at Nairobi Securities Exchange is not significant

When establishing the moderation effect of firm profitability on relationship between corporate governance and earnings management regression model 1.3 was utilized. The results of this analysis  is summarized in Table 1.6
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Table 1.6: Regression Result of Moderation Effect of Firm Profitability on Relationship between Corporate Governance and Earnings Management

	
	
	
	
	

	
	
	
	
	

	Variable
	Coefficient
	Std. Error
	t-Statistic
	Prob.  

	
	
	
	
	

	
	
	
	
	

	C
	-0.006001
	0.038900
	-0.154258
	0.8775

	CG
	-0.000657
	0.058146
	-0.011302
	0.9910

	FP
	0.032173
	0.009017
	3.568138
	0.0004

	CG*FP
	-0.702462
	0.220093
	-3.191663
	0.0015

	
	
	
	
	

	
	
	
	
	

	R-squared
	0.027876
	
	

	Adjusted R-squared
	0.022191
	
	

	S.E. of regression
	0.125466
	
	

	Sum squared resid
	8.075523
	
	

	Log likelihood
	341.5633
	
	

	F-statistic
	4.903492
	
	

	Prob(F-statistic)
	0.002279
	
	
	

	
	
	
	
	

	
	
	
	
	

	Dependent Variable: DA
	
	

	Method: Panel Least Squares
	
	

	Sample: 2008 2017
	
	

	Periods included: 10
	
	

	Cross-sections included: 56
	
	

	Total panel (unbalanced) observations: 517
	


Source: Author (2019)
As per Table 1.6  the results of overall model showed a statistically significant relationship exists among earnings management, corporate governance, firm profitability and interaction term (CG*FP) as p value was 0.002. Tests of the slope was also performed. Regression coefficient (β) value of corporate governance was -0.0006, significance level (p-value) 0.99,  the regression coefficient (β) value of firm profitability was 0.032,  significance level (p-value) 0.0004 while the regression coefficient (β) value of interaction term (CG*FP) was -0.702, significance level (p-value) 0.0015. The relationship of corporate governance and earnings management was not significant. The relationship between firm profitability and interaction term (CG*FP)  on earnings management was significant. The regression model 1.3 was presented as DAjt = -0.0060006jt - 0.00065716CGjt + 0.032172669FPjt - 0.702461982028 (CG*FP)jt. 
The regression coefficient for corporate governance was insignificant (β=-0.0006, p > 0.05) but the ones of firm profitability (β= 0.032, p < 0.05) and product of corporate governance and firm profitability (β=-0.702, p < 0.05) were significant implying that firm profitability moderates the relationship between corporate governance and earnings management. The Null sub hypothesis three c (H03c) which state moderating influence of firm profitability on the relationship between corporate governance and earnings management of companies listed at Nairobi Securities Exchange is not significant was rejected. 

Null hypothesis one was rejected since at least two of the firm characteristics elements (size and profitability) had moderation effect on relationship between corporate governance and earnings management. Therefore, moderating influence of firm characteristics on relationship between corporate governance and earnings management of companies listed at Nairobi Securities Exchange is significant.
7. Discussion of finding of moderating influence of firm characteristics on relationship between Corporate Governance and Earnings Management  

The objective of this study was to assess moderating effect of firm characteristics on relationship between corporate governance and earnings management of companies listed at Nairobi Securities Exchange. Firm size, leverage and  profitability were the attributes of firm characteristics. The moderation effect of each component was done on the relationship between corporate governance and earnings management. 

Results of Table 1.4 showed that firm size had negative statistically significant effect on earnings management as its coefficient was significant (p < 0.05). This means when firm size is large practices of earnings management is minimal. The results are consistent with studies by [38] which concluded that larger firms had lower practices of earnings management but contradicts studies by [27] whose results stated when size of a firm is large the practises of earnings management is high, [28], [18], [6], [25]whose study’s  findings revealed that firm size positively relates to earnings management. The results also contradict with studies by [16], [26] whose study’s findings revealed that firm size had no significant effect on earnings management. Although firm size had a negative significant effect on earnings management, when its moderation effect was tested through interaction term (CG*FS) the results as shown by Table 1.4 indicated that firm size moderates the relationship between corporate governance and earnings management as the coefficient of the interaction term was significant. Since all variables were significant the best predicting equation was: DAjt = 0.7687jt - 0.9454CGjt - 0.11401FSjt + 0.14088 (CG*FS)jt.+ ε. From this results H03a was rejected implying that firm size moderates the relationship between corporate governance and earnings management.

The results of Table 1.5 reveal that firm leverage had a positive non-significant effect on earnings management. This result was consistent to the studies by [26],[18],[39] whose studies concluded that firm leverage had no significant effect on earnings management but contradicts studies by [25],[6],[38] whose findings show that financial leverage had a positive significant relationship with earnings management. As per Table 1.5 firm leverage had no significant moderation effect on the relationship between corporate governance and earnings management hence H03b was rejected. This implies presence of good corporate governance ensures effective monitoring of managers activities among them debt financing decisions hence limiting managers engagement in debt covenants that could result in earnings manipulation. 

As shown by Table 1.6 firm profitability had a positive significant relationship with earnings management. The findings are consistent with results of studies by [40] whose results indicate companies with high profits engage in earnings management but contradicts studies by [38], [15] whose results show that when firms have low profits they tend to engage in earnings management. This  result also differs with findings by [16] whose study concluded that firm profitability do not affect earnings management. The moderation effect of firm profitability on the relationship between corporate governance and earnings management results is summarised in Table 1.6 The results reveal that when interaction term (CG*FP) was included in the model the relationship was significant. This implies that firm profitability moderates the relationship between corporate governance and earnings management. This is consistent with results by [5] who concluded that firm profitability moderate’s relationship between audit committee independence and earnings management. From this results H03c was rejected implying that firm profitability moderates the relationship between corporate governance and earnings management.

Firm characteristics was represented by profitability, size and leverage. Two of the attributes which are firm size and profitability had a moderation effect on the relationship between corporate governance and earnings management. This therefore led to rejection of Hypothesis 3 implying that moderating influence of firm characteristics on the relationship between corporate governance and earnings management of companies listed at Nairobi Securities Exchange is significant. These results reveal that relationship between corporate governance and earnings management is moderated by firm size and firm profitability. 

8. Summary of Findings

Hypothesis  of the study was divided into three sub hypotheses that examined moderating impact of firm characteristics (size, leverage and profitability) on association between corporate governance and earnings management of listed companies at NSE. From results of multiple regression model  1.1 to 1.3 null hypothesis one a (H01a) was rejected implying firm size has moderation influence on association between corporate governance and earnings management, null hypothesis one b (H01b) was not rejected implying firm leverage moderation on relationship between corporate governance and earnings management is not significant while hypotheses one c (H01c) was rejected implying firm profitability moderation effect on relationship between corporate governance and earnings management was significant. Since atleast two elements of firm characteristics were significant in their moderation influence null hypothesis one (H01) was rejected implying that firm characteristics significantly moderates relationship between corporate governance and earnings management. Null hypothesis three was therefore rejected.  
.  

9. Conclusions of the Study

Rejection of  hypothesis one (H01a) and (H02b) implies that relationship between corporate governance and earnings management is moderated by firm size and  profitability but not firm leverage. The findings revealed firm size had negative significant association with earnings management. This means firm size influences negatively companies participation in practices of earnings management. When firm size is large, earnings management is low and when it is small earnings management practices is high. Moderation of firm profitability on association between corporate governance and earnings management shows that it is fundamental for caution to be placed when firms are preparing their financial statement so as to ensure that managers are not using accounting policies that will increase its profitability with the intention of misleading the stakeholders. BOD mandate is to observe managers practices during financial reporting inorder to ensure they don’t manipulate earnings just to show that firm is being profitable. This can be achieved through a good corporate governance system.

10. Contribution of the Study

The findings add to current body of knowledge on corporate governance, firm characteristics and earnings management. No documentation for combined effect of these variables is present. Results of this study therefore, will be benchmark for future studies in the aforementioned areas. The study showed that board size, firm size and profitability  influences earnings management.

Since one aim for the study was to determine moderating impact of firm characteristics on association between corporate governance and earnings management. This study gave additional knowledge in this fields of research by assessing how firm size, profitability and leverage impacted corporate governance and earnings management relationship. Findings revealed profitability and firm size influences association of corporate governance and earnings management. This study has expanded relationship of CG and EM by determining that size and profitability play a key role in determining corporate governance influence on earnings management.

Finally, this study has provided proof which explains the contradictory findings on previous studies done on relationships between corporate governance and earnings management. Some studies found positive association between corporate governances and earnings management while others found negative association. The relationship between the two variables may not be direct but could either be intervened by executive compensation or moderated by firm size and profitability. This current study has revealed that in Kenya corporate governances has statistically significant relationship with earnings management. The contradictory results can be linked to different aspects that have been used to measure corporate governance, this will therefore guide future researchers on which items to incorporate as components of corporate governance.

This study adds to agency literature by analysing board of directors as a monitoring measure that’s effective in mitigating problem of agency that results from separation of control and ownership in an emerging market. Findings on negative effect of board size on earnings management supports the importance of  having sufficient size of BOD this will be effective in monitoring the activities of directors hence limit earnings management practices. 

The study results contribute to literature on positive accounting theory. The theory states that opportunistic behaviours of managers to participate in earnings management can be monitored when company adheres to effective corporate governance practises. The findings that board size (corporate governance) has significant negative effect on earnings management supports this proposition. Additionally, findings on the moderating effect of firm size supports the political size hypothesis that states firm size influences level of earnings management. 

11. Suggestions for Future Research
This study used companies listed at Nairobi Securities exchange as its context. Future studies could concentrate on companies that are not listed at securities market. This may be important especially because as per Kenyan guidelines on corporate governance it is a requirement for all companies whether listed or non-listed  to comply to the guidelines. 
The study only focused on three items as elements of firm characteristics that is firm size, firm leverage and profitability as moderating variables. Future research can be done to include other variables as moderators in the relationship such as industry peculiarities and sectorial analysis of  firms.
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