
                                                                                                                        

West African Journal of Business and Management Sciences (IMSU) 3(2), 26-33 

EARNINGS MANAGEMMENT AND CORPORATE GOVERNANCE THE NIGERIAN                        

                                                       BANKING SECTOR            

                                                      Alexander Olawumi Dabor  

                                                 Accounting Department University of Benin 

                                                            Edo State ,Nigeria 

and 

                                                         Fatimoh Mohammed 

                                 Accounting Department Fountain University 

                                                          Osogbo , Nigeria   

 

      Abstract 

We examine  earnings management and corporate governance in the Nigerian banking sector 

we also examine the effectiveness of board characteristics when the incentives to avoid losses 

are strong. We found the proportion independence of directors has a significant impact on 

earnings management in the Nigerian banking sector. The result shows that there a negative 

relation between board independent and earnings management.  The size of the board of 

directors has no significant impact on earnings management of banks in Nigeria. The result also 

shows that there is a positive relationship between earnings management and board size  

Ownership structure has a significant impact on earnings management .The result shows that 

there is a negative relationship between ownership structure and earnings management the 

control variables reveals that there is a positive relationship between loss and earnings 
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management ,audit report quality has a negative relationship with earning management while 

ROAM  has a positive  relationship with earnings management  in the Nigerian Banking sector 

 

Key.Earnings management, board size,board composition and Ownership structure. 

 

1.1BACKGROUND TO THE STUDY 

The recent financial crisis that heat the globe necessitated the move  for good corporate 

governance practices. According to Babalola (2010) the common denominator of these 

monumental failures was poor corporate governance culture, exemplified in poor corporate 

management, fraud and insider abuse of power by management and board of directors. The 

major aftermath of bad corporate governance is earnings smoothing. Poor corporate governance 

practice invariably leads to poor financial reporting as in cases of Enron, world corn and Tycod. 

Investors generally believe that management of firms manipulate earning for self gratification 

rather than for firms growth. Beneish (1997 and 1999) opines that managers use accounting 

choice to miss inform stakeholders about the financial position of their firms. The perverseness 

of earnings manipulations using choice accounting is the order of the day in most countries of the 

world.This practice  is more pronounce in emerging economies that have no history of capital 

punishment  for fraudsters. 

The relationship between corporate governance and earnings management has become a topic for 

debate. Companies with sound corporate governance report higher quality earnings and the 

assertion that positive earnings surprise are higher quality than negative surprises. Investors tend 

to believe that management  manipulate earnings for self gratification rather than for the growth 

of the firms. There is conflict of interest between the owners and the agent borne from fact that 

managers could use the latitude provided by accounting standards to manage income 

opportunistically thereby, creating a distortion in reported earnings.   Accrual accounting enables  

managers to use  their  discretion in determining the earnings the firm reports in any given 



period, this goes a long way to create  information asymmetry between managers and owners. 

Accounting earnings are more reliable and more informative when managers opportunistic 

behaviours are controlled through a variety of monitoring systems (Dechow,Sloan and 

Sweeney,1996). 

Watts and Zimmerman(1986) suggest that  misalignment of interest between managers and 

shareholders has resulted to the development of international corporate governance codes that 

will help shareholders to checkmate the opportunistic behaviours of managers that have reduced 

the value placed on  financial reporting by end users. Corporate governance attributes are 

mechanisms used by regulatory bodies  resolve the conflict  between company owner and the 

agent erformance of management by aligning the interest of managers with the interest of 

shareholders and. Corporate governance attributes also add value to corporate   by enhancing the 

reliability of financial information and integrity of the financial reporting process . 

  

1.2   STATEMENT OF RESEARCH PROBLEM 

To detect earnings management, researchers have used accrual models (DeAngelo, 1986; 

Healy 1985 and the Jones, 1991).  However uniqueness of the banks and other financial 

institutions make these models unsuitable for banks and other financial institutions. To  best of 

our knowledge there is no ingenious study  on that use loan loss provision as a proxy for 

earnings management. Based on aforementioned the following research questions were 

formulated: 

i. What is the relationship between earnings management and board composition in the 

Nigerian Banking sector? 



ii. What is the relationship between earnings management and ownership structure in  the  

Nigerian banking ssector? 

iii. What is relationship between earning management and board size in the Nigerian banking  

      sector 

1.3 OBJECTIVES THE ST UDY 

The broad objective of the study is to identify the relevant corporate governance mechanism that 

could help in classification of earnings management practices  in Nigeria. However the specific 

objectives  are to;   

1. find out the relationship between earnings management and ownership structure in the    

     Nigerian banking sector ;  

 2. investigate the relationship between earning and board size in the Nigerian banking sector ;   

       and 

3.  ascertain the relationship between earnings management and board composition in the    

      Nigerian banking sector.  

1.4   SCOPE OF STUDY 

In this study we  looked at earnings management and coporate governance .We took a 

sample of fifteen banks that are quoted on the floor of the  Nigerian stock exchange .The study 

covers a   period of  five years( 2005-2009).The researcher chose this period because it is the 

post merger and acquisition era  in the Nigerian banking industry 



1.5 STATEMENT OF RESEARCH HYPOTHESIS 

The following hypotheses  formulated : 

i. There is no significant relationship between earnings management and board size in the    

     Nigerian banking sector 

ii. There is no significant relationship between earnings management and board    

     composition in the Nigerian banking sector  

iii. There is no significant relationship between ownership structure and  earning  

      management in the  Nigerian banking sector                           

.   

                      LITERATURE REVIEW 

   2.1CORPORATE GOVERNANCE MECHANISM AND EARNING MANAGEMENT 

Corporate governance has attracted great deal of concern around the world and the firms in 

Nigerian are not left out in this clarion call. The  need for transparency; fairness and 

accountability by those charged with the responsibilities to manage the firm on behalf of 

investors have become an issue for discussion.  The failure and scandals experienced by great 

companies in Europe and America have shown that good corporate governance is inevitable for 

excellent firm performance (Abbott, Parker and Peter, 2004). Managers as agents of shareholder 

are saddled with the responsibility of creating wealth for owners. According to Senteza et al 

(2005) management apply opportunist behavior to take undue advantage of shareholders. ` 

   Senteza et al.(2005) report that managers are stewards of the firm and their major responsibilty  

is to create wealth for the owners of the business. Senteza et al(2005) further stress that  managers 

have incentives to act in their self-interest. This is what is referred to as opportunist behaviour.self 



interest a  key factor that can encourages  mangers to smooth or even manipulate earnings . The 

law charges the board of directors to exercise such visible role in the corporate governance 

process. This is due to the fact that shareholders cannot practically take part in the management 

and monitoring of managers.Monitoring is  delegated to the board of directors.The need for 

directors to work strictly  within the ambit of corporate governance codes has been stress by many 

Nigerian resesearhers. 

 2.2 BOARD SIZE AND EARNING MANAGEMENT 

Board is an importance corporate governance variable that has drawn the attention of many 

authors in recent times.  Ahmadu, Tukur and Aminu (2011) opine that board size is a significant 

board attribute that affects corporate governance and eventually performance. Beasely (1999) 

stresses that monitoring function of the board can only be possible if the board is effective . The 

effectiveness is  to a great extend a function of size.Some school of thoughts advocate for 

Smaller boards because  it provides a  plat form for better financial reporting oversight. There is 

another school of thought that advocates for  a larger board because they believe it is  able to 

draw from a broader range of directors with professional experience .There   is no consensus 

number of directors that constitute a smaller  board  or a larger board . However Lipton and 

Lorsch (1992) and Jensen (1993) assert that larger boards could be less effective than small 

board , increase in board size  lead to an increased  agency problems . Jensen (1993) opines 

introduction of more people into the board leads to slower decision making process and such can 

influence firm accounting choice decision and earning management practice. Xie et al. (2003) 

uncovered that EM is less likely to take place in firms with larger boards. Yu (2008) found that 

small boards seem be more prone to inability  to detect EM. The implicition of  these  findings is 

that smaller boards can easy  be influenced by the management or dominated by block-holders 

while  larger boards are more capable of monitoring the top management actions. 



Abdul Rahman and Ali (2006) and Kao and Chen (2004) found a significant positive 

association between board size and the empirical indicator of EM. However, as Xie et al. 

(2003) found a negative association between EM and board size.  

 

2.3 BOARD COMPOSITION STRUCTURE AND EARNING MANAGEMENT 

 The board of directors is the highest internal control mechanism responsible for monitoring 

the actions of top management. Evidence also reveals that the dominance by top management 

on the board of directors can lead to collision and  transfer of shareholders wealth. Managers 

have a huge information advantages due to their full-time status and insider knowledge so that 

the board of directors can easily become an instrument for management, thereby  dancing to 

their tune at expense of shareholders’  interest   

The board is saddled with the responsibility of monitoring management to protect shareholders’ 

interests and effectiveness of the monitoring process is determined by level of indepence  of the 

board.. Many accounting research works reveal that the role of the composition of the board of 

directors and show that firms with stronger outside directors in their boards are generally 

associated with more disclosure and lower earning management practices (Dechow, Sloan and 

Sweeny 2004) . However some studies reveal that there is a negative relationship between 

outside directors and earnings management( Park & Shin, 2004; Peasnell, Pope & Young 2000). 

Some authors argue that there is no significant relationship between board independence and 

earnings management. Klein (2002) finds an insignificant association between outside directors 

and earning management.   Park and Shin (2004) also found that independent outside directors 

per se did not decrease earnings management, while outside directors from financial 

intermediaries and active institutional shareholders did decrease earnings management.  Niu 



(2006) reveals that independence of board composition is negatively related to the level of 

abnormal accruals. Benkel, et al. (2006) and Osam amd Noguer (2007) also observed that boards  

with higher independence are associated with reduced earning management levels.  

              2.4   OWNERSHIP STRUCTURE AND EARNINGS MANAGEMENT 

Investors are clamoring for dilution of director’s ownership. Connelly et al. (2012) investigate 

effect of ownership structure and corporate governance on firm value in Thailand. They 

discovered that there is a negative relationship between corporate governance and ownership 

structure. Some scholars suggest that dilution of ownership will enable shareholders to 

participate in the running of the organization thereby  reducing the tendencies of managers 

engaging in earnings management. Jensen (1993) and Beasley (1996) discover that financial 

performance decreases as the number non-executive director increases. In the same vain  

Warfield, Wild and Wild (1995) reveal that there is  a negative relationship between managerial 

ownership and earnings management.  Demstez and Lehn(1985)  argue that  optimal corporate 

ownership structure is firm specific, and that market competition would drive firms toward that optimum.  

 
 

         3.0 METHODOLOGY 

 The study employs longitudinal  design. We adopt a longitudinal design, using a panel data 

analysis approach . In other words, we run the  model using time series for six years, 2005-

2010.  This design was  used by Kanagaretnam, et al. (2010). This study modifies their design. 

 

MODEL : EARNINGS MANAGEMENT AND CORPORATE GOVERNANCE 

ADA=ao+a1BIND+a2BSIZE+a3OWNSTP+a4ROAM+6AUDI 



Where: ADA = Abnormal loan loss provision 

 BSIZE = Board Size 

BIND= Board independence 

OWNSTP= Directors’ Shareholding 

AUDCOM= Audit Committee competency 

PROFIT= Profit after tax 

ROAM= Ratio of net income before tax to total assets  

 

                   

4.0 Data presntation and interpratation 

 

OLS regression result 

.   

 

 

 

 

 

 

 

 

 

Source: Researcher’s computations (2014)                                  

Dependent 

Variable 

Co –efficient Std Error t-statistic Prob 

C -2.3908 2.2508 -1.064422 0.2931 

BIND -4.6908 2.4208 -2.258141 0.0365 

BSIZE 1836774 6427374 0.498962 0.6203 

OWNSTR -6917439 1.0008 -2.304839 0.0320 

ROAM 1.42308 1.9108 0.596225 0.5542 

AUDQ 62926817 61492368 0.795119 0.4309 

PROFIT -3655557 87625759 -0.232686 0.8171 



R2=.498439 

Durbin Watson stat=2.100328 

The coefficient of determination (R-Square) with a value of 0.49 means that about 50% of the 

total systematic variation in absolute discretionary accrual (ADA) was explained by the 

explanatory variables namely; BSIZE,BIND,OWNSTR,AUDQ and LOSS and about 50% of 

systematic variation ADA was unaccounted for .       

 The overall statistical significance of the model as indicated by the F-statistics, was that  the 

overall model was statistically significant since the calculated F-statistics value of 1.45 is less 

than the critical value of 5.2 at 5% level of significance. Durbin Watson statistics of 2.1 

indicates the absence of first order autocorrelation in the model which has been corrected using 

Cochrane orcutt iterative technique.      On basis of the individual statistical significance , as 

shown on the table above, it was observed that BIND and OWNSTR , were statistically 

significant since their calculated t-value of 2.4 and 2.5 respectively are greater than the critical 

value at 5% level of significance. On the other hand ROAM, PROFIT and AUDQ have no 

significant impact on ADA          

 

5.1 DISCUSSION OF FINDINGS 

As a response to the recent financial crisis, in banking sector in the Nigerian  the Central banking 

of Nigeria enacted some corporate code that will help to strengthen monitoring function of the 

board. We also examine the effectiveness of board characteristics when the incentives to avoid 

losses are strong. We found the proportion independence of directors has a significant impact on 

earnings management in the Nigerian banking sector. The result shows that there a negative 

relation between board independent and earnings management. Thus the higher the proportion of 



independence directors in Nigerian banks the lower the level of earnings management. This 

result is in line with Beasley(1999) but contrary to the findings of  Peasnell, Pope and Young 

(2000) and Klein (2002)  who find no significant association between outside directors and 

earning management . 

  The size of the board of director has no significant impact on earnings management of banks in 

Nigeria. The result showed that there is a positive relationship between earnings management 

and board size. This is in line with Dalton et al. (1999) and Chtouron , Bedard and Lucie (2001) 

who found that firm size has a positive relationship with firm performance.  

    Ownership structure has a significant impact on earnings management .The result shows that 

there is a negative relationship between ownership structure and earnings management .This 

implies that the higher shareholder interest in the Nigerian bank the lower the tendency for 

management to manipulate earnings. This is in line with   Jensen (1993); Warfield, Wild and 

Wild (1995) and Connelly et al (2012) that discovered negative relationship between earnings 

management and non-executive ownership.                                  

The control variables reveals that there a positive relationship between profit and earnings 

management ,audit report quality has a negative relationship with earning management while 

ROAM  has a positive  relationship with earnings management  in the Nigerian Banking sector .   

5.2 RECOMMENDATION 

Based on our findings following recommendations were  made;  

1.The apex bank should ensure that the number of independent directors in the board should be   

    more than the executive directors to enhance checks and balances     



2.The apex bank should ensure that large board  in the sector be reduced to enhance effective  

      monitoring and communication 

3.Banks should be encouraged to increase shareholding of outsiders .  
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