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Abstract

The objective of research was to establish association between corporate governance, executive compensation and earnings management of listed companies in Kenya with an aim to resolve research gaps identified in the literature that is there is no insights on how possible executive compensation intervenes the relationship between corporate governance and earnings management. Panel data methodology was adopted and correlational descriptive research design. The findings were as follows: executive compensation has a partial intervening effect on the association between corporate governance and earnings management. Findings of this study adds to the existing knowledge on how corporate governance influences earnings management by revealing that such relationship is not direct and executive compensation intervenes the relationship. The findings also add to agency and positive accounting theories by providing support on the relevance of having a structure in place that monitors the activities of managers to limit earnings management practices. This study will help future researchers by providing basis for theoretical and empirical discussions in the areas of corporate governance, executive compensation and earnings management
Keywords: Corporate governance, executive compensation, earnings management 
1. Introduction 
There has been various literature on how corporate governance influences earnings management but their results have been contradictory ( Abed, Al-Attar & Suwaidan, 2012; Waweru & Riro, 2013; Latif & Abdullah, 2015; Buniamin, Johari, Rahman & Rauf, 2012; Iraya, Mwangi & Muchoki, 2015;  Nugroho & Eko, 2011). This could be attributed to the fact that the relationship between corporate governance and earnings management is not direct but could be intervened by other factors. This motivated the paper to analyse intervening influence of executive compensation on the relationship between corporate governance and earnings management as such study has not been conducted in Kenya. 
Weak governance structures provides managers with opportunity to engage in behaviors that would lead to lower quality of reported earnings, that indicates decay in business ethics (Gonzalez & Garcia-Meca, 2014). The uncovering of accounting fraud in the stock markets in the years 2001 in Enron  and 2002 in WorldCom resulted to the development of guidelines on corporate governance in various countries as a response to corporate scandals (Norwani, Mohamed & Chek, 2011). The responses entailed measures to protect transparency of information, reduce disagreement between shareholders and management and warrant auditors independence. 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 (CMA, 2015). This study therefore looks into the influence of corporate governance on earnings management in Kenyan context with emphasis being placed on the possible mediating influence of executive compensation on this relationship.
Empirically, influence of executive compensation on corporate governance and earnings management relationship is still not conclusive. Studies by Cornett, Marcus and Tehranian (2008); Chhaochharia and Grinstein (2009) summarized that executive compensation linked to equity leads to high earnings management practices. Other studies by Laux and Laux (2009) state that an increase in equity compensation is not directly linked to higher level of earnings management. The contradictory results are attributed to the possible mediating influence of executive compensation in the relationship between corporate governance and earnings management. This study therefore analysed the mediating influence of executive compensation n 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? 
The first section begins with introduction. Section two tackles theoretical foundation which explains theories that have formed basis for this study. Section three reviews the previous studies in relation to this paper. Section four covers the research methods, data collection and operationalization of variables. Section five deals with data analysis, results of hypothesis testing and discussion of findings, Finally the paper gives its conclusion, contributions and areas of future research.
2. Literature Review
This section discusses the theory that supported this study which was agency theory and the various empirical review 

The agency theory states that agency relationship happens when the agent is concerned about principal interest in a specific area of making decisions (Jensen & Meckling 1976). Eisenhardt (1989) explains that establishment of most effective contract governing the agent principal relationship is the main focus of agency theory. Dey (2008) explains that agency conflicts enable managers to have motivation and power to enhance their individual benefits at cost of corporate shareholders hence leading to earnings management. The ability to resolve such agency conflicts can only be effective through establishment of corporate governance structures in the organization. Dey (2008) further explains that the governance structure of a firm involves mechanism to minimize agency conflicts. This means that if the degree of conflict is high a stronger governance structure should be put in place in comparison to when degree of conflict is low. The agency theorist viewed management compensation contracts as a tool that can be used for reduction of interest  conflicts between shareholders and managers (Sun, 2012). The theory also explains that for managers and shareholders interest to be aligned a firm needs to design compensation contract for management that will ensure they operate with the shareholders interest at hand. This theory outlines that an effective corporate governance system should have majority of independent members as this will lead to reduction in agency costs and line up the desires of shareholders and managers. It supports a that corporate governance significantly influences earnings management. It additionally supports that executive compensation is an intervening variable in such relationship
Laux and Laux (2009) analyzed association between board committees, executive compensation and earnings management. This research analyzed role which board of directors through compensation committee play in setting executives’ salaries. The documented results revealed that presence of compensation committee on BOD is linked with greater equity-based compensation of executive directors. They further state that an increase in equity compensation is not directly linked to higher level of earnings management.
Cornett et al. (2008) analyzed how corporate governance and CEO compensation influences earnings management for USA firms listed on Standard & Poor’s 100 index for the period 1994 to 2003. Study findings revealed that when good corporate governance structure is in place, earnings management are lower while EM increases when CEOs are given compensation inform of stock options. Relationship of CEO incentives and earnings management for USA firms in the period of 1990s was examined by Bergstresser and Philippon (2006). The findings revealed linking CEO’s compensation to stock value leads to high earnings manipulation as it creates reason for CEOs to participate in upwards manipulation of earnings. Chhaochharia and Grinstein (2009) determined how board structure influences CEO compensation for US public firms listed at NYSE and are members of NASDAQ for the period 2000 to 2005. Using sample of 865 firms and secondary data to obtain information on CEO compensation and board structure, their findings revealed that board composition and procedures significantly affects how CEO’s are compensated.  Chu and Song (2012) determined whether over-investment explained the interrelationship between earnings management and executive compensation. Context of study were companies in Bursa Malaysia listed under the Industrial Classification Benchmark subsector 2000 level. The sample size was 196 Malaysian public listed firms in the year 2009. The findings outlined that association between earnings management and executive compensation was negative. Positive relationship exists between executive compensation, over investments and earnings management.
3. Methodology 

The study utilized correlational descriptive research design as it sought to establish association among corporate governance, executive compensation and earnings management of  listed firms at NSE. Panel data methodology that incorporates both time series and cross-sectional analysis techniques was utilised as this enabled the researcher to focus on the period of the study that had observable data.

The sample included companies with published annual reports which had information in relation to corporate governance, earnings management and executive compensation. Since census survey was adopted, all listed companies at the NSE from 2008 to 2017 were considered. From the ten-year period of this study, a sample of 517 firm year end observations were identified and utilized for data analysis. Secondary data was appropriate as compared to primary data because data for all the variables of the study were available in the companies’ published financial reports. 

Earnings management was operationalized as discretionary accruals which was computed using Modified Jones model. This measure is supported by studies of Gulzar and Wang (2011); Nugroho and Eko (2011) who regard modified Jones models as the most effective way of identifying discretion by managers over accounting choices. This model is a multiple regression model calculated using the following financial statement items: net revenues, net receivables, operating cash flow, total accruals, total assets and gross PPE. 

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 (Dey, 2008). Board size was quantified as log of cummulative number of members on board (Nugroho and Eko, 2011). Board diversity was percentage of women on the BOD (Buniamin et al., 2012). Remuneration committee independence was assessed as ratio of independent members in remuneration committee (CMA, 2015; Cheng & Warfald, 2005). 

The executive compensation was operationalized to include cash and equity incentives. Cash compensation included basic salary and bonuses while equity incentives included share ownership and stock options (Conyon & He, 2011; Chang et al., 2011) ). The executive compensation was computed as logarithm of cummulative compensation of directors which included fees ,salary, bonus and stock options (Chang et al., 2011).
4. Results
This section discusses the data analysis results and hypothesis testing .
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

4.1  Descriptive Statistics 

Table 1 summarizes mean, minimum values, median, maximum values, kurtosis, skewness and standard deviation for the study variables from  sample of 56 listed companies at NSE.  Mean is used to calculate average of any numerical data hence it measures central tendency employed to represent most classic values in value sets. Median is defined as middle item of all observations arranged in order. Median separates area of distribution into two parts that are equal. The standard deviation and variance are measures of distribution in the series. Kurtosis measures whether data are flat or peaked in comparative to normal dispersion. Skewness is an estimate of asymmetry of the dispersion of series around its mean. (Triola, 2012).

Table 1: Earnings Management, Corporate Governance and Executive Compensation Descriptive Statistics

	 
	 Discretionary Accruals  
	 Board Composition 
	 Remuneration Committee 
	 Board Size  
	Board diversity 
	 Executive Compensation  

	 Mean
	              (0.0025)
	              0.7666 
	                    0.8081 
	       0.9042 
	            0.1406 
	           4.472 

	 Median
	              (0.0151)
	              0.8182 
	                    0.8000 
	       0.9031 
	            0.1250 
	          4.473 

	 Maximum
	                0.9385 
	              1.0000 
	                    1.5000 
	       1.1761 
	            0.6667 
	           6.381 

	 Minimum
	              (0.7152)
	              0.0909 
	                             0.000
	       0.4771 
	                      0.000
	           0.0000 

	 Std. Dev.
	                0.1269 
	              0.1698 
	                    0.2476 
	       0.1385 
	            0.1228 
	           1.026 

	 Skewness
	                1.5729 
	            (1.7775)
	                 (1.0603)
	     (0.6149)
	            0.6734 
	          (2.821)

	 Kurtosis
	              15.5543 
	              6.8912 
	                    6.2618 
	       3.0566 
	            3.4042 
	          12.435

	N
	                      517 
	                    517 
	                          517 
	             517 
	                  517 
	                 517 


Source: Author (2019)
The results of Table 1 reveal mean value of discretionary accruals 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 exhibit that mean average of board composition 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 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 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 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 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.

The mean average of executive compensation is 4.47 with a minimum of 0.00 which means that some directors at some point were not paid any compensation. Maximum value of executive compensation is 6.38, standard deviation of 1.026, skewness of -2.821 which means data is negatively skewed and its leptokurtic as the value of kurtosis of 12.44 is >3 which implies that the series has more values which are higher than the mean. The negative skewness implies that executive compensation distribution is asymmetrical with a long tail to the left.

4.2 Correlation between Corporate Governance, Executive Compensation and Earnings Management

Strength of relationship between corporate governance, executive compensation and earnings management was determined using Pearson product correlation. The values of the coefficient are given in Table 2

Table 2: Correlation between Corporate Governance, Executive Compensation and Earnings Management

	
	DA
	BCOM
	  BDIV
	        BREM
	BSIZE
	EC

	DA
	                1.000 
	            (0.078)
	             (0.068)
	     0.061
	      (0.125)
	      (0.101)

	BCOM
	 
	               1.000 
	          0.014 
	            0.178 
	        0.275 
	        0.240 

	BDIV
	 
	 
	          1.000 
	        (0.075)
	        0.326 
	        0.350 

	BREM
	 
	 
	 
	             1.000 
	        0.122 
	       (0.207)

	BSIZE
	 
	 
	 
	 
	        1.000 
	        0.517 

	EC
	 
	 
	 
	 
	 
	        1.000 


Source: Author (2019)
As per Table 2, there was negative correlation between earnings management and executive compensation (r = -0.101) this means as executive compensation increases discretionary accruals decreases. A negative correlation exists between executive compensation and board remuneration (r = -0.207) meaning as independence of remuneration committee increases it influences executive compensation negatively. The correlation between executive compensation and board size is positive (r = 0.517) this implies a positive change in board size results to a positive change in executive compensation. The correlation between executive compensation and board composition was positive (r = 0.240). Similarly, a positive correlation also exists between executive compensation and board diversity with  r = 0.35 meaning an increase in board diversity results to a  rise in executive compensation.
4.3 Hypothesis Testing 

The objective of the study was to establish mediating effect of executive compensation on relationship between corporate governance and earnings management of companies listed at NSE. This null hypothesis  was developed: 

H01: The mediating role of executive compensation in the relationship between corporate governance and earnings management of companies listed at Nairobi Securities Exchange is not significant

For this study four steps of testing proposed by Baron and Kenny (1986) for intervening influence of a variable on relationship between independent and dependent variables was adopted. 

In step one of interventions; regression analysis was performed to assess association between earnings management and corporate governance (independent variable) while ignoring executive compensation (intervening variable). Regression model below was utilized and results revealed statistically significant relationship exists between corporate governance and earnings management with p value < 0.05. Results of this analysis are as shown in Table 3 
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Where: 
DAjt is discretionary accruals of firm j in year t

BCOMjt is board composition of firm j in year t

BSIZEjt is board size of firm j in year t

RCOMjt is independence of remuneration committee of firm j in year t

BDIVjt is board diversity of firm j in year t

ECjt is executive compensation of firm j in year t

j is firm 

t is time/ period of study

β0, - Constant

β1, β2, β3, β4, β5 are coefficients

· is error term that describes unexplained variation 
Table 3: Regression Result of Corporate Governance and Earnings Management
	
	
	
	
	

	
	
	
	
	

	Variable
	Coefficient
	Std. Error
	t-Statistic
	Prob.  

	
	
	
	
	

	
	
	
	
	

	C
	0.093015
	0.041522
	2.240131
	0.0255

	BCOM
	-0.046204
	0.034392
	-1.343462
	0.1797

	BDIV
	-0.026306
	0.048153
	-0.546297
	0.5851

	RCOM
	0.043032
	0.022929
	1.876766
	0.0611

	BSIZE
	-0.100827
	0.044393
	-2.271246
	0.0235

	
	
	
	
	

	
	
	
	
	

	R-squared
	0.025473

	Adjusted R-squared
	0.017860

	S.E. of regression
	0.125744

	Sum squared resid
	8.095482

	Log likelihood
	340.9252

	F-statistic
	3.345824

	Prob(F-statistic)
	0.010174
	
	
	

	Dependent Variable: DA
	
	

	Method: Panel Least Squares
	
	

	Periods included: 10
	
	

	Cross-sections included: 56
	
	

	Total panel (unbalanced) observations: 517
Source: Author (2019)

	


As per Table 3 the relationship between board composition and discretionary accruals was negative with coefficient of -0.046 but not statistically significant as p value > 0.05. The association between board diversity and earnings management was negative but not statistically significant with coefficient value of -0.026 and p > 0.05. In addition, there was a positive non-significant relationship between independence of remuneration committee and earnings management as p value > 0.05. From the corporate governance components only board size had significant negative influence on earnings management with p < 0.05. The overall model as per the p value of f statistics was statistically significant since p value was 0.01 which is less than 5%. This implies that board composition, board diversity, independence of remuneration committee and board size jointly influences earnings management of listed companies in Kenya. 
The second step of intervening model involved performing  multiple regression analysis to establish relationship between executive compensation (intervening variable) and corporate governance (independent variable) while ignoring the dependent variable (earnings management). The regression model below was used and the results summarised in Table 4
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Table 4: Regression Result of Corporate Governance and Executive Compensation

	
	
	
	
	

	
	
	
	
	

	Variable
	Coefficient
	Std. Error
	t-Statistic
	Prob.  

	
	
	
	
	

	
	
	
	
	

	C
	1.437129
	0.265361
	5.415746
	0.0000

	BCOM
	0.990502
	0.219791
	4.506563
	0.0000

	BDIV
	1.518912
	0.307738
	4.935731
	0.0000

	RCOM
	-1.146817
	0.146535
	-7.826254
	0.0000

	BSIZE
	3.305841
	0.283705
	11.65241
	0.0000

	
	
	
	
	

	
	
	
	
	

	R-squared
	0.391098

	Adjusted R-squared
	0.386341

	S.E. of regression
	0.803604

	Sum squared resid
	330.6388

	Log likelihood
	-618.0375

	F-statistic
	82.21453

	Prob(F-statistic)
	0.000000
	
	
	

	
	
	
	
	

	
	
	
	
	

	Dependent Variable: EC
	
	

	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 4 all the corporate governance indicators (board composition, board diversity, remunetaion committe and board size) were statistically significant in influencing executive compensation (p < 0.05). According to the coefficients  there was a statistically positive significant relationship between board composition and executive compensation, board diversity and executive compensation, board size and executive compensation while relationship between independence of remuneration committee and executive compensation was significant but negative. The overall model produced Adjusted R-squared of 0.386, F = 82.21 and p < 0.05 which reveals that jointly all the corporate governance measures significantly influences executive compensation. Linear regession model 2 was therefore presented as ECjt=1.437jt + 0.9905BCOMjt - 1.1468RCOMjt + 3.306BSIZEjt + 1.5189BDIVjt. This implies that if board composition is enhanced by one unit executive compensation will increase by 0.99, if board size changes by one unit executive compensation increases by 3.306, if board diversity increases by one unit executive compensation increases by 1.519 while if independence of remuneration committee increases by one unit executive compensation will decrease by 1.14.

The third step of intervention involved performing regression analysis to determine  relationship between executive compensation (intervening variable) and earnings management (dependent variable) while ignoring the independent variable (corporate governance). Using regression model below the summary of the analysis is shown in Table 5
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Table 5: Regression Result of Earnings Management and Executive Compensation

	
	
	
	
	

	Variable
	Coefficient
	Std. Error
	t-Statistic
	Prob.  

	
	
	
	
	

	C
	0.053583
	0.024878
	2.153821
	0.0317

	EC
	-0.012538
	0.005422
	-2.312429
	0.0211

	
	
	
	
	

	
	
	
	
	

	R-squared
	0.010276
	
	

	Adjusted R-squared
	0.008355
	
	

	S.E. of regression
	0.126351
	
	

	Sum squared resid
	8.221724
	
	

	Log likelihood
	336.9253
	
	

	F-statistic
	5.347328
	
	

	Prob(F-statistic)
	0.021147
	
	
	

	
	
	
	
	

	
	
	
	
	

	Dependent Variable: DA
	
	

	Method: Panel Least Squares
	
	

	Cross-sections included: 56
	
	


Source: Author (2019)
Table 5, reveal relationship between executive compensation and earnings management is negative but statistically significant since its coefficent is -0.012 and p value 0.02. The model produced Adjusted R-squared = 0.01, F = 5.34 and p = 0.02 which is less than 5% . The regression model 3 was presented as DAjt = 0.05358jt - 0.01254ECjt. This implies that a unit change in executive compensation will result to a decline in discretionary accruals  by 0.0125.

The fourth step was done to establish relationship between earnings management, executive compensation and corporate governance using regression model below. The summary of the model is in Table 6.
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Table 6: Regression Result of Earnings Management, Corporate Governance and Executive Compensation

	
	
	
	
	

	Variable
	Coefficient
	Std. Error
	t-Statistic
	Prob.  

	
	
	
	
	

	C
	0.093988
	0.042736
	2.199253
	0.0283

	BCOM
	-0.045534
	0.035101
	-1.297209
	0.1951

	BDIV
	-0.025278
	0.049333
	-0.512389
	0.6086

	RCOM
	0.042256
	0.024285
	1.739989
	0.0825

	BSIZE
	-0.098589
	0.049982
	-1.972505
	0.0411

	EC
	-0.000634
	0.012695
	-1.993932
	0.0468

	R-squared
	0.025492
	
	

	Adjusted R-squared
	0.015956
	
	

	S.E. of regression
	0.125866
	
	

	Sum squared resid
	8.095330
	
	

	Log likelihood
	340.9301
	
	

	F-statistic
	2.673394
	
	

	Prob(F-statistic)
	0.021284
	
	
	

	
	
	
	
	

	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)
Table 6 shows the components of corporate governance i.e board composition (p = 0.19), board diversity (p = 0.61) and independence of remuneration committe (p = 0.08) are not statitically significant in the relationship as their p vlaues are greater than 5%. Board size with p of 0.041 is significant. The executive compensation had negative and significant effect in the model (p = 0.0468). The model produced Adjusted R- squared  = 0.016, F = 2.67 and p = 0.021 < 0.05. This means that jointly corporate governance and executive compensation influences earnings management. The regression model 4 was presented as DAjt = 0.0940jt - 0.0455BCOMjt  + 0.04225RCOMjt  - 0.09858BSIZEjt  - 0.02527BDIVjt  - 0.000634ECjt.
Step one of mediation analysis showed significant relationship exists between earnings management and corporate governance (p < 0.05). In step two when earnings management was controlled relationship between corporate governance and executive compensation was significant (p < 0.05). In step three when corporate governance was controlled executive compensation had significant effect on earnings management and in step four when executive compensation was introduced in the model there was a decrease in F value from 3.34 (Table 2) to 2.67 (Table 5) but jointly corporate governance and executive compensation had significant influence on earnings management (p < 0.05). This implies that executive compensation partially mediates the relationship between corporate governance and earnings management. From these results null hypothesis (H01) which states the mediating role of executive compensation in the relationship between corporate governance and earnings management of companies listed at NSE is not significant was rejected. The rejection means, executive compensation intervenes the relationship between corporate governance and earnings management of  listed companies at  Nairobi Securities Exchange.  

5. Findings and Discussions
The study objective was to evaluate mediating role of executive compensation in relationship between corporate governance and earning management of companies listed at Nairobi Securities Exchange. The null hypothesis held that the relationship between corporate governance and earnings management of companies listed on NSE in Kenya is not intervened by the executive compensation. In order to test for the hypothesis a four-step model was used to test for the intervening effect. 

The results of step one of the analysis model revealed that there is a statistically significant relationship between corporate governance and earnings management, this is consistent with studies by Cornett et al. (2008) who analysed the relationship between corporate governance and CEO compensation on earnings management and concluded that good corporate governance reduces earnings management practices.

The second step results revealed that there is a statistically significant relationship between executive compensation and corporate governance (p < 0.05). The relationship between executive compensation and corporate governance was positively statistically significant for all components of corporate governance, except remuneration committee independence that had statistically negative significant relationship. This implies that independence of remuneration committee influences executive compensation negatively which shows that as the number of independent members increase on remuneration committee setting of executive compensation is well monitored. This result is consistent with studies by Laux and Laux (2009), Chhaochhria and Grinstein (2009), Chang et al. (2011); whose studies concluded that independence of board and remuneration committee influences the nature of compensation given to executives whether equity or cash bonuses. 

The third step of the analysis revealed negative statistically significant relationship exists between executive compensation and earnings management (p < 0.05). This is consistent with studies by Chu and Song (2012) who indicated that there is negative relationship between executive compensation and earnings management but contradicts studies by Bergstresser and Philippon (2006); Cheng and Warfald (2005); Cornett et al. (2008)  whose studies concluded that when compensation is linked to stocks and options there is an increase in earnings management practices. The negative relationship implies that when executive compensation increases the practices of earnings management reduces. The fourth step revealed that the relationship between corporate governance, executive compensation and earnings management was statistically significant. 

As Table 6 show executive compensation has a partial mediation effect on relationship between corporate governance and earnings management. This is because with the introduction of executive compensation there was still a significant relationship between board size (component of corporate governance) with earnings management. The second hypothesis was rejected implying that mediating role of executive compensation on the relationship between corporate governance and earnings management of companies listed at Nairobi Securities Exchange is significant.

For Kenyan listed companies, results of this hypothesis show that when number of independent members on remuneration committee is high, the higher the regulation on the compensation set for executive hence the lower their engagement in earnings management. This is consistent with results by Laux and Laux (2009) who studied on the association between board committee , executive compensation and earnings management and concluded that the presence of remuneration committee influences compensation of executives and in turn influences earnings management.  

Although previous studies have looked at pairwise relationship between corporate governance and earnings management (Epps & Ismail, 2009; Cornett et al., 2008; Mansor, Che-Ahmad, Ahmad-Zaluki & Osman, 2013), executive compensation and earnings management (Cheng & Warfald, 2005; Bergstresser & Philippon, 2006; Cornett et al., 2008) and others assessed the relationship between corporate governance and executive compensation ( Chhaochharia & Grinstein, 2009). It is important to note that none of the studies considered executive compensation as a mediating variable in the relationship between corporate governance and earnings management. This study has therefore provided evidence that the relationship between corporate governance and earnings management is mediated by executive compensation.

6. Conclusions and Recommendations
Rejection of hypothesis two (H02) reveal that executive compensation has partial intervening effect on association between corporate governance and earnings management. Since setting of executive compensation depends  on remuneration committee which is a component of corporate governance structure, it is crucial for this committee to constitute of only independent members who will reward the executives with packages that will make them not be motivated to participate in self-interest gains practices of earnings management.
The findings on executive compensation being a mediating variable in association between corporate governance and earnings management has confirmed that the relationship  between corporate governance and earnings management is not direct. The partial mediation of executive compensation in the relationship will add to the empirical discussions in research areas of earnings management , executive compensation and corporate governance.

The study will assist corporate managers to appreciate the linkages between board activities, management function and earnings management. The fact that executive compensation intervenes association between corporate governance and earnings management indicates how remuneration committees have significant impact of setting executive’s compensation. This will reinforce the need to have remuneration committee with majority of independent members who are responsible to determine compensations of executives.

Regulators like Capital Market Authority (CMA) will benefit from this study especially when undertaking the process of issuance of prudent rules on corporate governance. The amendment on this guideline should be strengthened to ensure that components which influence board effectiveness such as executive compensation and size are included in such rules.

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 aspect of executive compensation being a mediating variable in this study supports the claims by agency theorists that when  managers are well paid, they will not have self-interest and this will result in earnings management reduction.
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