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ABSTRACT

To evaluate the state of accountability in commercial state owned enterprises in Kenya this study
evaluated the relationship among board structure, earnings management, firm characteristics and
audit opinion. This study aimed to address gaps in literature in public sector context on the state
of accountability. This study adopted positivism research philosophy as the study relied on existing
theories to explain the relationship among the variables of the study and formulate four hypotheses.
The population in this study constituted all the (33) commercial and manufacturing sector state
owned enterprises in Kenya based on classification by state corporations’ advisory committee
(SCAC). Data was analyzed using a multinomial logistic regression to draw conclusions. The study
established that majority of commercial state owned entities in Kenya received modified audit
opinion based on the auditor general audit reports. Qualified opinion accounting for 64.7 % of the
audit opinions on commercial state owned entities, adverse opinion accounting 0.7% and 2.5%
disclaimer opinion. Only 32.3% of firms received unqualified opinion or clean reports. Further,
majority of firms had not complied with minimum requirements set out in the Mwongozo code on
both board size and audit committee activity. The results on the first hypothesis indicate that board
structure variables including; audit committee activity, board size, and board independence
significantly influenced the odds of an entity receiving qualified opinion and unqualified opinion
when compared with disclaimer opinion as reference category. On second hypothesis, the results
indicated that earnings management did not mediate on the relationship between board structure
and audit opinion. On the third hypothesis, the results revealed that firm characteristics variables
firm size, firm age and liquidity significantly moderated on the relationship between board
structure and audit opinion. In addition, jointly earnings management, board structure, firm
characteristics significantly influenced the audit opinion. The findings will contribute significantly
to knowledge in the public sector in Kenya, specifically the role of firm characteristics play in the
audit opinion and board structure. Those charged with governance in state owned enterprises will
also have to relook on how to improve accountability and effectiveness of state owned enterprises
boards due to high percentage of firms receiving modified opinion pointing to low quality of
financial information. These findings of both direct and indirect relationship will be useful in
development of existing theoretical literature. These will particularly be useful to scholars and
academicians interested in the developments on relationships among the research variables.
Similarly, of interest will be the measurement and testing of these variables in public sector that
has contributed toward research and methodology. The study relied only data from state owned
entities in Kenya an emerging economy. Consequently, this study did not address the comparative
aspects of governance issues from other emerging and developed economies. It will be important
that future studies also cover other state owned enterprises that are not categorized as commercial
to establish if the findings hold. In addition, it will be important in future to undertake comparative
studies with the private sector entities to establish the differences that manifest between private
owned companies and state owned enterprises. Researchers and scholars interested to further
research in the in the topic, should consider the signaling effect of audit opinion and effect to;
investors, lenders, donors, government funding and even management retention.

Xiii



CHAPTER ONE: INTRODUCTION

1.1 Background of Study

The debate over transparency and accountability has gained significant attention both in the private
and public sectors, as a response to a series of scandals in several corporations globally. The
epicenter of this debate is the role the board of directors play through governance mechanisms to
constrain these scandals and ensure transparency and accountability. Leading to the important
question whether some boards were more prone to adverse audit opinions when compared to
others? Through the modified audit opinion, the independent auditor could signal to investors and
stakeholders lack of accountability and transparency in entities. In contrast, it’s expected that well
governed entities are more likely to receive clean audit reports. Because of this, different countries
have attempted to enforce accountability and transparency through legislations and codes of

governance.

In the year, 1991 United Kingdom established the Cadbury Committee to reexamine the roles of
board of directors and transparency. The key recommendations of the Cadbury report (1992)
centered on how boards could be structured to ensure effective governance. The Cadbury report
proposed separation of roles of the chairman of the board and chief executive of the company. The
report further recommended the inclusion of non-executive directors and their remuneration.
Further, the report recommended the structure of audit committee to take charge of supervision of
internal controls of entities. The Sarbanes Oxley act (2002) was enacted to address significant
financial scandal in the United States of America. The act puts the responsibility of reporting
quality on top management of all public listed companies. The board on the other hand, has the
responsibility of validating the reporting quality. In addition, the board should establish internal

control mechanism in ensuring quality financial reporting. The audit committee an important

1



subcommittee of the board has duty of ensuring reporting quality (Sarbanes Oxley act,2002). In
addition, the subcommittee engages with both external and internal auditors to promote

accountability.

In South Africa, Matsiliza (2017) examined the state of corporate governance in state owned
entities (SOESs). Significant improvement was noted in the level of accountability due corporate
governance. Despite a significant a number of SOEs had implementing the recommendations in
both Muswati Il and Il codes including practicing sustainable business practices. Still, a
significant number of SOEs remained non-committal and had not complied with the governance
codes. Hence, numerous SOEs were still grappling with several challenges including;
underperforming boards, government interference and bail outs. Simpson (2014) examined boards
in State owned enterprises in Ghana and concluded that the SOEs had made significant
improvement in corporate governance in Ghana. However, dismal performance was noted in the
area of board performance evaluation, political interference and board independence. Regarding
theoretical framework guiding SOEs boards in Ghana, Simpson noted that boards appointments
did not reflect representation of stakeholders as envisioned in the stakeholder’s theory instead
members were appointed arbitrary based on political interests thus making the boards to lack
effectiveness. Mzenzi and Gaspar (2015) established that audit opinion had not significantly

contributed in enforcing accountability in local authorities in Tanzania.

In Kenya a presidential report GOK (2013) established that SOEs in Kenya faced various
challenges including governance, corruption and poor performance. In response Mwongozo
(2015) code of corporate governance for state corporation was established to address these

challenges. Mwongozo proposed board structure as a way of improving governance and



performance in SOEs in Kenya. The Mwongozo code outlines areas of board structure to promoted
accountability including; level of board activity to promote diligence, board independence and

optimal board size.

Boards play a critical role on entities are directed and controlled. Tricker (1984) observed that
boards were mainly entrusted with two key roles; advisory and supervisory. Through supervisory
roles, the board aimed to ensure accountability and transparency. If done correctly through
supervisions boards could ensure information presented by management both financial and non-
financial was accurate. The audit opinion expressed by the independent auditor depends on quality
of information presented by management. Consequently, lack of supervision could lead to
modified opinion by independent auditors. As result governments through legislations,
governance codes have attempted to influence boards to be more effective to ensure SOEs are
more accountable, transparent. Good governance was predicted to lead entities to clean audit
reports by independent auditors. As a result, this could bring trust and confidence among the

investors resulting more needed investments leading to improved performance.

The relationships among key concepts of interest in this study including; board structure, earnings
management and audit opinion were anchored on the agency theory as argued by Jensen and
Meckling (1976). However, other theories offered supporting or diverse positions on the
relationships among the variables. The agency theory argues that as result of separation of
ownership and control, agency conflicts could arise due to information asymmetry. Through
governance mechanisms including board structure and the independent auditor, through
monitoring the self-seeking agent behavior could be controlled. Governance mechanisms may help

to reduce the agency costs and constrain management self-interest motives including earnings



management practices. The stewardship theory as argued by Donaldson and Davis (1991) offered

a direct response to agency theory.

Contrasting the agency theory, the steward is held not to suffer from conflict of interests, instead
there exists a convergence of interest with the principal. The steward favored organizational unity
and will choose the principal position where it conflicts with personal interest. Consequently, the
steward should be empowered as opposed to being controlled. Stewardship theory therefore favors

corporate governance mechanisms that empowers the steward including board structure.

Stakeholder’s theory by Freeman (1984) is a supporting theory to agency theory offering another
perspective on relationship among the key variables in this study. The theory holds that’s
shareholders are not the only interested party to activities of the entity, on the contrary the agent
manages the entity on behave of diverse stakeholders with an interest in the business. This theory
favors a diverse board structure as governance mechanisms to protect the diverse interests of

stakeholders.

Managerial hegemony theory is another key theory that offers an alternative perspective on
governance mechanism as argued by (Mace,1971). The theory holds that management was key to
governance mechanisms in an entity as opposed to board of directors. Consequently, the theory
supports the argument that consumers of audit reports are professional managers as opposed to
boards of directors, as professional managers were responsible for decision-making. The
conclusion from the review of these theories was useful to this study, it aided in predicting the
relationship among the research variable. The theories offered diverse positions and diverse
predictions on the relationship among the research variables. These theoretical frameworks were

useful in developing the conceptual arguments in this study.

4



State-owned enterprises have faced governance challenges similar to the ones experienced in
private sector hence presented a perfect context for this study. The public sector has also attempted
to address governance and accountability problems with mixed results. State owned entities play
an important role, on average the sector accounted for twenty percent (20%) of investments and
forty percent (40%) of outputs in critical sectors (World Bank, 2014). If, there are accountability
and transparency issues they are likely to affect investors’ confidence and prevent SOEs from
accessing investments and funding. In contrast good governance could likely attract funding and
investments from investors. The Mwongozo (2015) code of governance for state corporations
explains how SOEs boards could play a leading role in monitoring and advisory. Consequently,
resulting to quality financial information thus safeguarding accountability and transparency in
SOEs. Audited financial statements are an indicator of good governance especially where firms

receive unqualified opinion.

In Kenya the office of the auditor general is an independent supreme audit institution (SAI)
mandated to audit all state owned entities and give assurance by expressing an opinion on
correctness of the figures in the statements, fair presentation, strong internal controls and
compliance with laws. In the recent past there have been various reports by the office of the auditor
modifying various audit reports of major SOEs in Kenya bringing to doubt the effectiveness of

various governance mechanism in these SOEs.

In conclusion evaluating how through board structures employed by SOEs transparency and
accountability could be enhanced was a key motivator of this study. As based on theoretical

framework an effective board could ensure quality of financial reporting thus attracting clean audit



by independent auditors. Consequently, this will boost confidence among investors thus attracting

much needed funding and investments.

State owned enterprises that that receive modified audit opinion signal to investors other
stakeholders lack of accountability. This will attract negative consequences that may ultimately
lead to corporate failure. This will negatively affect the citizens that pay taxes and rely on the
entities for services. This subject therefore is of great interest to those charged with corporate
governance, academicians and even the public. This was important and key motivation to
undertake the study with the aim of establishing solution to the challenges of relating to

accountability.

1.1.1Board Structure

From the theoretical perspective on governance mechanisms, the way a board was structured could
have a significant impact governance issues. As results this could likely influence accountability
and transparency in an entity. Chambers, Harvey, Mannion, Bond and Marshall (2013) defines the
board structure in terms of; what the board does, board independence, size of the board and CEO
duality. Furthermore, board dynamics focuses on behavioral dimension, including selection,
experience and even gender balance. The Cadbury report (1992) placed the board at the epicenter
of governance with the responsibilities of leadership, directing and supervising. OECD (2015)
recommends, to effectively perform their functions SOEs boards to have necessary, competencies,
authority, and objectivity. Through theory there are diverse perspectives on how boards should be
structured to ensure effectiveness of the boards including; board diligence, board size, board

independence, and expertise.



However, empirical evidence on effectiveness of the various board structures was not conclusive.
The board optimal size was one aspect of board structure that had been examined in a number of
studies but still remained a puzzle. Board size measured the number of board members in the
board. Large boards based on agency theory, are expected to be more effective hence preferred to
for effective of management. Stakeholder’s theory on the hand contends that board size should
depend on the diversity of stakeholders as all stakeholders should be represented in the board to

protect their interest in decision making.

A number of studies concluding large boards brought more expertise hence were more effective
while other studies contrasted this view. Ebaid (2011) established that large boards were more
effective as responsibility of oversight was spread to many observers who may have had diverse
skills and expertise thus ensuring better performance from the board of directors. Fodio, Ibikunle,
and Oba (2013) established earnings was negatively related to board and audit committee sizes. In
contrast, earnings management related positively to board independence. This means that this
board independence did not constrain earnings management. This view was supported by other

studies (Pearce & Zahra, 1992; Khalil & Ozkan, 2016).

In contrast De Andres, Azofra and Lopez (2005) argued that limiting the size of the board was
important as large board were less effective. Smaller board were found to be more cohesive and
enhanced participation and involvement thus smaller boards were deemed to be more effective.
Jensen (1993) suggested that large boards were less effective when compared with smaller boards.
In support of smaller boards, Dechow, Sloan and Sweeney (1996) held that in fact large boards
were likely to engage in earnings management practices. Igbal, Zhang and Jebran (2015)

concluded that board size did significantly influence earnings management in Karachi. Gkliatis



(2014) recognized that smaller boards were more cohesive hence more effective. Mwongozo code

recommends an optimal board size of seven (7) to nine (9) members.

Secondly, board independence was another aspect of board structure that also received contrasting
debates in corporate governance literature. From the agency theory perspective non-executive
directors are seen to be more independent. They were not likely to be controlled by the CEO
because they did have conflicting interests. Agency theory advocates monitoring power of
independent directors to control the agent. In contrast, stewardship theory favors boards dominated
by executive directors. The aim is to empower management in the board to ensure maximizations
of returns to shareholders. Mwongozo (2015) code of governance for state corporation in Kenya
advocates that an effective board should at least have 30 percent non-executive directors.
Mwongozo further, recommends that roles chairman of the board and chief executive position

should be separated to promote accountability.

Empirical evidence on effectiveness of board independence based a number of studies was
inconclusive. A number of studies examined the relationship board independence and earnings
management. A number of studies established positive relationship with earnings management.
Thus concluding that firms dominated by executive directors were likely to engage in manipulating
earnings and fraud (Beasley, 1996; Uzun, Szewczyk &Varma, 2004; Farinha &Viana, 2009). In
contrast, Khalil and Ozkan (2016) concluded board independence did not constrain earnings
management in Egypt. However, impact of board independence on earnings management was
contingent on ownership structure. Yasser and Mamun (2016) in support the view on the study on
the relationship earnings management and leadership structure in Asia pacific countries. Ishak and

Yusof (2015) observed that board independence significantly influenced modification audit



opinion. From these studies it was clear that the matter of effectiveness of board independence

remained unresolved.

Audit committee was another aspect of board structure listed in Mwongozo code as a mandatory
sub committees of the board. It performs a delegated responsibility for the board of directors, most
importantly, on oversight roles. Fama and Jensen (1983) argued that audit committee was
important in the review of financial information. The number of audit committee meetings was an
indicator of board diligence (Menon& Williams,1994). Diligence audit committee were likely to
be active and meet regularly to effectively to perform oversight roles. Mwongozo (2015) code

recommends regular meetings for audit committee at least meet quarterly for oversight functions.

Empirical evidence on audit committee relationship with other research variables was mixed and
inconclusive. Salleh and Haat (2014); Nelwan and Tansuria (2019) observed that the level of
earnings management practices was influenced by the effectiveness of audit committee
competence, diligence and independence. Mishra and Malhotra (2016) established that frequency
of audit committee meetings, and size constrained earnings management. Carcello and Neal (2000)
established independent directors reduced the likelihood of an entity receiving modified opinion
using listed firms at New York securities market. In addition, the study established that firm
characteristics variables including financial distress in companies moderated on the relationship
between independent directors and going concern audit reports. In contrast, Habbash, Sindezingue
and Salama (2013) established no significant relationship between earnings management and audit
committee. Farinha and Viana (2009) established that board diligence financial reporting quality
resulting to unqualified audit opinion. The effectiveness of audit committee and its relationship

with other study variables remains unresolved, this has led to the formulation of the hypothesis in



this study, particularly on diligence of the audit committee in public sector context where minimal

literature was available.

The board structure variables were operationalized and using three key variables. Firstly, board
size was operationalized by measuring number of board members. Secondly, non-executive
directors were measured as a proxy for board independence. Audit committee activity as a
determinant of board diligence similarly measured based on number of audit committee meetings.
The operationalization of variables was guided by Mwongozo (2015) code of corporate
governance. Other additional guidance was obtained from empirical evidence from prior studies

(Menon & Williams,1994; Farinha &Viana, 2009; Ishak & Yusof, 2015)

1.1.2 Earnings Management

The numerous financial scandals that have rocked corporate have been linked to earnings
management practices. The concept is well defined by Healy and Wahlen (1999) as ways
management intentionally alter financial reports by use of their judgement with the intention of
misleading stakeholders on performance for contractual gains pegged on the accounting
performance. Ronen and Yaari, 2008 differently argues, that earnings manipulation as a
managerial decision was used to misrepresent financial information contrary to the correct position
on value of the firm, with the intention of maximizing earnings. Hackenbrack and Nelson (1996)
further explains that management through selective accounting principles aim to report strong
performance or strong liquidity position, this was achieved through use of aggressive accounting
to manage earnings. These definitions agree that, there exists various motivations for entities
engaging in these financial malpractices. Various theories explain the motivations for firms

engaging earnings management practices. Agency theory holds that due agency may consequently
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lead to earnings management. Jiraporn, Miller, Yoon and Kim (2008) supported the view agency
conflicts was a key motivation for earnings management as managers to use earnings management
to solve agency problems to due to flexible accounting rules. From stakeholders’ perspective Hill
and Jones (1992) argued that to meet expectations of diverse stakeholders’ managers get
motivations to engage in earnings management. Firms may aim to avoid reporting losses or not
realizing targets due to economic consequences. Consequently, this may encourage managers to
deliberately aim to report surplus or profits; this was common when there are institutional investors
or bonuses based incentives (Matsumoto, 2002). However, in some instances it was beneficial for
managers or entities to report decreasing profit or losses by use of conservative accounting
principles (Pouciu, 1993). This was common in the government set up where companies that were
funded by government. Entities may have reported losses intentionally to continue gaining
government funding and assistance. Earnings management was likely to be achieved through
accruals a view supported (Dechow et al.,1995). This was so as; through accruals, management
could take advantage of accounting choices and estimation. Othman and Zeghal (2006) comparing
motivation for earnings management both Canadian and French.The study oberved that intial
capital offering was key motivator for Canadian Firms, while contractual agreement was key

motivator for French firms.

Discretionary accruals approach technique has been used in various studies to predict and measure
earnings management. Accruals were open to discretion and manipulation compared to cash. This
means that accruals models were more accurate in estimation of earnings management (Dechow
et al.,1995). The view was supported by various studies that that arrived at similar conclusion, that

Jones Modified model was the most effective technique of estimating earnings management when
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compared to other techniques (Dechow, Hutton, Kim & Sloan, 2012; Capalbo, Frino, Mollica &

Palumbo, 2014).

A number of studies tested the connection between earnings management, corporate governance
and audit opinion with mixed and inconclusive findings. Abolverdi and Kheradmand (2017)
established positive and significant connection between modified opinion and earnings
manipulation in Tehran. Conversely, financial distress did not significantly influence the
relationship. A number of studies agreed with the observations (Moazedi & Khansalar, 2016;
Igbal, Zhang, & Jebran, 2015). Sutrisno (2019) established no significant intervening effect of
earnings management on CEO aggressiveness and audit opinion. Its apparent from the studies
reviewed the relationship among earnings management and other research was inconclusive and

remained unresolved.

1.1.3 Firm Characteristics

Based on empirical evidence reviewed, firm characteristics variables were generally used as
control variables when examining the relationship among the study variables. Solakoglu and
Demir (2016) defined firm characteristics as factors that were critical to a firm and likely to
influence the performance and operations of the firm. On the other hand, Mgeni and Nayak (2016)
defined firm characteristics as factors that related to organizational objectives and resources and
could be categorized using various criteria namely; structural, capital and market. Firm age, size
and ownership categorized as structural while industry defines the market, leverage and liquidity

relate to capital.

The significance of firm characteristics variable in the relationship among variables has been tested

in various studies with mixed results. Habib (2013) observed that firm size significantly influenced
12



audit opinion, whereby smaller entries are hypothesized most at risk to receive a modified audit
opinion. This was so, as smaller firms lacked the resources to develop and sustain strong corporate
governance structures. Ali, Noor and Khurshid (2015) concluded that firms with large assets were
more likely to receive pressure from investors thus resorting to earnings management. Swastika
(2013) established that firm size and other corporate governance variables were significant in
predicting earnings manipulation. The study also concluded that highly leveraged, segmented
companies had a higher chance of receiving a modified opinion. The study conclusion was in
agreement with the hypothesis that large firms were more likely to establish stronger governance
mechanisms and attract competent and qualified independent auditors thus constraining earnings
management hence resulting to a significant negative link with earnings manipulation. In contrast,
Watts and Zimmerman (1986) established negative connection between abnormal accruals and
firm size. This was in support of the argument that large firms engaged in earning manipulation
due to political pressure. Leverage was another firm characteristics variable reviewed and
hypothesized to put management under pressure and motivated agents to engage in earnings
manipulation. Debnath and Roy (2017) established that control variables including age of the firm
and size of the firm were statistically significant in influencing the relationship between earnings
management and performance in Indian economy. Caramanis and Spathis (2006) concluded that
firms that were experiencing financial problems reflected by poor liquidity ratios were likely to
receive modified audit opinion. This means that management of poor performing companies were
likely to engage in manipulation of accounting figures using earnings manipulation to impress the
stock market. This likely resulting to qualifications of their financial statements by the independent
auditors. Shaikh, Fei, Shaique and Nazir (2019) concluded that leverage had significant association

with discretionary accruals in firms listed at Pakistan securities market. Size of the firm had a
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negative association with earnings management. However, the study did not establish significant
association between the age of firm with earnings management. Ali, Noor, and Khurshid (2015)
established positive relationship between firm sizes and earnings manipulation. The study also
concluded that managers with large assets had more room to practice earnings management.
Mutchler, Hopwood and McKeown (1997) examined the relationship between financially
depressed companies and audit opinion decision in New York securities market. The study
established that firms that were financially depressed as measured by negative working capital,
default on debt repayment and operational financial losses were more likely to receive modified
opinion. Size of the company was also established to be statistically significant to influence the
type of audit opinion. Independent auditors were unlikely to issue modified reports to large
companies possibly because of the confidence that large companies could resolve bankruptcy
issues. Elliott (1982) examined audit opinion and abnormal returns outcomes and ambiguities in
United States of America. The study established that subject to audit opinion reports had no
significant impact on share prices. The study further established that subject to audit reports did
not receive significant attention from the media hence their effect was minimal particularly in the
short term. The study controlled for firm and industry characteristics. The study established that
firm and industry characteristics influenced the type of audit opinion. Firms that received modified

opinion were mainly from the same industry and faced similar challenges like decline in earnings.

Based on the empirical evidence firm characteristics was operationalized by measuring age since
incorporation, firm size and liquidity. The age of the firm was measured as the age of the firm
since incorporation, logarithm of total assets was used a measure of firm size and liquidity was
operationalized by comparing the current assets to current liabilities. The operationalization of

firm characteristics variables was based on prior studies that operationalized the variables in
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similar way (Ali, Noor & Khurshid, 2015; Oba, Tigrel & Sener, 2014; Habib, 2013; Farinha &
Fiana, 2009). Based on empirical evidence and theoretical frameworks the relationship between
firm characteristics and other study variables directly or indirectly was inconclusive and remain

unresolved.

1.1.4 Audit Opinion

Audited financial statements may bring trust and confidence in financial information presented to
shareholders and investors (Lee,1993). Auditing acts as a monitoring mechanism, as the
independent auditor could detect and report material misstatements. The independent auditor
normally, must state whether the financial statements are free from material errors and in
agreement with rules when preparing financial statements. Fakhfakh (2014) defined audit opinion
as a statement by an independent auditor that expressed agreement or disagreement with
management on the reporting quality. Hsiao, Lin and Hsu (2010) pointed out that audit opinion
could be modified in various ways including; disclaimer opinion, adverse opinion or qualified
audit opinion. Similarly, guidelines on audit reports by Intosai (2010) states that the independent
auditor could issue a modified audit opinion if based on evidence obtained, the financial reports
were not free from material errors. In addition, if the misstatements from the evidence obtained
were pervasive, the auditor could issue an adverse opinion. An auditor could disclaim an audit
opinion due to lack of sufficient audit evidence. These guidelines points put the level of quality in

financial information examined by the independent auditor.

The theoretical perspective of auditing could be explained through various theories. Jensen and
Meckling (1976) reasoned that separation of control and ownership contributed to information

asymmetry. Thus, creating and mistrust on information from agents as managers. Auditing is a
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governance mechanism through which agency conflict between management and shareholders
could be mitigated. Audited financial information could be trusted leading to confidence in
financial information. Stakeholders theory supporting the argument that through auditing the
interest of diverse stakeholders could be protected. According to Schelker (2013) agency problems
that shareholders faced were similar problems that voters faced in the public sector. Auditing

offered credibility to financial information and reduced agency costs even in public sector.

In the public sector auditing has played a significant role and consequently, has gained significant
attention especially reports by the auditor general. In public sector there exists a scenario where
multiple stakeholders including voters, shareholders, the cabinet and parliament but with a single
agent mainly the CEO (Schelker & Eichenberger, 2010). Further, they observed that audit reports
generally were source of essential information, and thus improved transparency in governments
and minimized wasteful expenditures in public sector. World Bank (2014) tool kit on SOEs
governance argued that countries with improved transparency and accountability experienced
higher investments and economic growth. Consequently, World Bank has been greatly involved
in the empowerment of supreme audit institutions (SAIs) in various countries. Successfully SAls
were characterized by; independence, supportive environment, sufficient funding, clear mandate,
adherence to international standards, staff, facilities and quality reporting. Sound accounting
systems and auditing was good for the country. Government may have intentions of manipulating
accounting data to achieve their intended purposes but will unlikely attempt, due to the watchdog
by independent auditors (Kido, Petacchi & Weber, 2012). Auditing in public sector could help
prevent governments from using manipulated or biased data (Streim, 1994). Without auditing
governments and management could have serious challenges in accessing resources by attracting

investors. In addition, management and government could have difficulties in convincing users
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and public about credibility of financial information. As a result, there were instances where the
government agencies could seek for auditing services to use audit reports to get credibility
especially sourcing for funding (Pallot, 2003). Governments were in need of credible information
for planning purposes and decision making. In addition, governments also had to convince the
public that public statements about their expenditure and investments in assets were credible.
Public sector entities could also seek auditing services for control purposes or for fear of losing
control. In the public sector the cabinet and other executives could use auditing reports to

understand and get assurance on what is happening at all the corners of the entity.

There are various groups that indirectly benefited from audit reports in public sector even if they
were not directly involved in selecting of the auditor. Accordingly, for the benefit of the society
legislators imposed legal requirements for audit services and reports (Doty, 2014). In Kenya the
public finance management act (2012) requires that the auditor general to audit all SOEs and
submit the reports to parliament at close of every financial year. There was evidence to suggest
that audit quality improved in cases where there an effective audit committee and independent

auditors could lead to high quality reporting (Baber, Gore, Rich & Zhang, 2013).

Review of studies on audit opinion and other research variables has produced mixed results.
Moazedi and Khansalar (2016) established a significant connection between audit opinion and
earnings manipulation in Tehran listed firms. Abolverdi and Kheradmand (2017) examined the
link between modified opinion and earnings manipulation Market. Similarly, the study established
significant connection between modified audit opinion earnings management. In addition,
financial distress did not significantly influence the relationship. However, other studies

challenged the findings. Yasser and Mamun (2016) observed that in Asia Pacific board leadership
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structure influenced earnings management. The study concluded that board structure had not
significantly influenced the financial reporting quality and performance. However, female CEO
negatively influenced performance. It was hypothesized and tested that modified audit opinion
negatively impacted share returns in Italy (lanniello & Galloppo,2015). From the literature

reviewed the evidence suggest the issues remained unresolved due to contrasting findings.

Further, based on empirical evidence audit opinion was operationalized through four unordered
categories where unmodified opinion given a score of zero (0) while qualified opinion a score of
one (1) adverse opinion a score of two (2) and disclaimer opinion score of three (3). Some prior
studies restricted audit opinion only two unordered categories, where unmodified opinion was
given a score of 0 and modified opinion given a score of 1 (Lin, Jiang & Xu, 2011; Chan, Lin &
Wang, 2012; Ahmadi, Sedghiani & Jamali, 2014). However, other studies did not aggregate the
modified audit opinion instead examined all the categories including; unmodified opinion, adverse
opinion, qualified opinion and disclaimer opinion (lanniello & Galloppo, 2015; Hsiao, Lin, & Hsu,

2010).

1.1.5 State Owned Enterprises

State-owned entities (SOEs) are defined as entities where the government exercises ownership and
control or a case whereby there is a law stating that the entity is a state-owned enterprise (OECD,
2015). SOEs played an important role in various economies, given that on average the sector
accounted for twenty percent (20%) investments and forty percent (40%) of outputs in critical
sectors (World Bank, 2014). In addition, SOEs played other significant roles in order to achieve
various objectives including; addressing economic, political and social problems. SOEs objectives

also included; addressing perceived market failures and gaps, promoting growth, providing key
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services, investing in sectors whose risk or size could not be borne by private sector (World Bank,
2018). In Kenya SOEs are broadly grouped into eight functional categories; financial, public
universities, training and research, commercial, regional development, tertiary education and

service (SCAC, 2019).

According to OECD (2015) guidelines on corporate governance, SOEs should be held in the same
standard as those of listed companies on matters relating to adequate accounting disclosures and
auditing requirements. In addition, the guidelines points that the boards should have significant
role in ensuring accountability. As results the board of directors should have independence,
mandate and autonomy to oversight management. Further, the guidelines indicated that for the

boards to be effective they should be free from political interference.

In emerging economies SOEs have become significant players in the economy of these countries.
In Africa SOEs account for 15 percent of GDP and 50 percent for middle east countries (world
bank ,2018). Other large economies whereby SOEs are dominant players in the economy include;
China, Brazil, Indonesia among others. According to the world bank report on SOEs, indicated
they were relevant as they engaged in provision of critical services and products in major sectors
like water, energy, health and education whereby massive resources could be required to set up
which maybe beyond the capability of private investors. GOK (2013) report indicated that failure
to effectively implement adequate oversight arrangement, governance, transparency and
disclosures had encouraged underperformance, misstatements and corruption in various SOEs in
Kenya. This has led to frequent modifications of audit reports of SOEs by the auditor general.
Modification of audit opinion in SOEs is a clear signal of lack of accountability. In Kenya, the

board structures of various state-owned enterprises are designed in line with guidelines contained
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in Mwongozo (2015) code of regulation of governance for state corporations. A report by
presidential taskforce on Parastatal reforms (GOK, 2013) concluded that SOEs in Kenya, boards
were facing numerous challenges, including poor performance and governance (GOK, 2013).
Mwongozo code was developed following efforts to reform corporate governance. Board structure

has been used to promote accountability and transparency in SOEs in Kenya.

State owned enterprises in Kenya could easily be grouped based on characteristics including;
industry, capital structure, size, age since incorporation, and the level of liquidity. Based on these
characteristics it was important to evaluate the level of development in corporate governance and
their effect on other research variables including audit opinion and earnings management.
Managers of state-owned enterprises in Kenya equally faced pressure to improve earnings and
protect their positions and contracts, which may have acted as encouraging factor for the managers
to participate in earning management practices. If detected by independent auditors this could lead

to modified audit opinions.

The constitution of Kenya 2010 section 229(6) clearly stipulates that the auditor general should
independently issue the audit opinion of all SOEs after auditing their financial statements. In the
recent past, the auditor general of Kenya has issued modified audit opinions to a significant number
of SOEs leading to question on quality of their financial reporting by management (OAG Kenya,
2020). Failure among these entities was likely have negative consequences on the economy; loss

of investments, funding, employment and lack key of services and products (World Bank, 2014).

1.2 Research Problem
Board of directors are mainly entrusted with two key roles of monitoring and direction of entities.

Effective monitoring of information presented by management will safeguard the quality of the
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information presented by management. Based on the agency theory, through effective monitoring
the agency problem due to information asymmetry can be resolved. Consequently, independent
auditors will ~ find the financial information presented by management to be truthful and issue
clean reports. Therefore, the argument that well governed entities are not likely to receive modified
audit opinion is based on theoretical assumption that boards provide monitoring roles to
management and if done correctly can ensure quality financial information. Firms that receive
unmodified reports are will build confidence among investors and are likely to attract funding and

investments.

The auditor general of Kenya as the independent auditor has adversely cited several state-owned
enterprises in audit reports (OagKenya, 2020). This has put to question the effectiveness of the
boards in their monitoring roles, to ensure quality of information presented by management in
these state-owned enterprises. Mwongozo code of corporate governance outlines that through
effective monitoring boards must ensure accountability and transparency in state owned
enterprises. At the center of this issue is the association between the board structure and audit

opinion. Are some SOEs boards more prone to adverse audit opinion than others?

A number of studies reviewed the relationship among variables of interest in this study with mixed
results. Some studies agreeing on the effectiveness of boards in constraining earnings management
practices thus ensuring reporting quality as reflected in the audit opinion, while others were of a
divergence opinion. Tsipouridou and Spathis (2014), Yasser and Mamun (2016), Khalil and Ozkan
(2016) disagreed on effectiveness of corporate governance practices to constrain earnings
manipulations, while Abolverdi and Kheradmand (2017), Moazedi et al. (2016) and Latif and
Abdullah (2015) agreed that corporate governance practices to influenced level earnings

manipulation. Contrasting findings on the relationship among study variables creates a conceptual
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gap. In addition, these studies failed to examine moderating and intervening factors resulting to a
conceptual gap. It was important, to further test these relationships taking consideration
moderating and intervening effects, as possibly there was indirect effects on relationship between

board structure and audit opinion that had not been tested.

To test the relationships between the variables, various studies adopted diverse statistical
techniques with diverse limitations resulting to methodological gaps. Meta-analysis technique
used by Habib (2013) was prone to bias in selection of studies that could had a direct effect of the
findings. Logistic regression was another technique widely used to accommodate categorical data,
but aggregation of the outcome variable to binary may have led to lose of information (Ishak &
Yusof, 2015; Kangarlouei, Jam & Motavassel, 2013; Farinha & Viana, 2009). This study made
use of multinomial logistic regression; the technique was flexible to accommodate dependent

categorical variable data and several outcomes on the dependent variable (El-habil, 2012).

Review of empirical evidence revealed a trend whereby the data and operationalization of
variables was based on private sector context; mostly companies listed at the securities markets
with stringent corporate governance mechanisms (Igbal et al., 2015, Moazedi & Khansalar, 2016;
Iraya, Mwangi & Muchoki,2015; OKkiro,2014). Minimal literature was available on
operationalization of variables using data from the public sector leading to a contextual gap. The
conclusions drawn from this studies based in security's market context could not be generalized in

the public sector context.

This study tested board structure, earnings management, firm characteristics and audit opinion in
commercial state owned enterprises. An adverse audit opinion could attract a reaction from the

stakeholders to replace the board and or top management or even stop funding. The research aimed
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to address the following question: did board structure, earnings management, firm characteristics

affect audit opinion in state owned enterprises in Kenya?

1.3 Research Objectives

The primary objective of this study was to establish the relationship among board structure,
earnings management, firm characteristics and audit opinion in commercial state owned

enterprises in Kenya. The specific objectives were:

I.  Toexamine the relationship between board structure and audit opinion in commercial state

owned enterprises in Kenya.

Il.  To test the effect of earnings management on the relationship between board structure and

audit opinion in commercial state owned enterprises in Kenya.

1. To determine the effect of firm characteristics on the relationship between board structure

and audit opinion in commercial state owned enterprises in Kenya.

IV.  Todetermine the Joint effect of board structure, earnings management, firm characteristics

on audit opinion in commercial state owned enterprises in Kenya.

1.4 Value of the Study

The study aimed to advance on the available literature especially in area of corporate governance
mechanisms in the public sector where limited literature was available. In addition, this study
demonstrated how to use theory to answer research questions and make predictions on
relationships among variables. The study using various theories including; Hegemony, agency
theory, stakeholder and theory stewardship theory explained and made predictions on the

relationship among the research variables. The study further, using research methodology
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demonstrated how to operationalize and test research variables in the public sector context. All the
research variables including the audit opinion, board structure, earnings management and firm
characteristics were operationalized based on theoretical frameworks and empirical evidence from

prior studies.

Findings from this study will add value to practitioners of corporate governance in the public
sector. Conclusions from this study will to be useful to boards of various SOEs and those charged
with governance including the government for policy making. Other key stakeholders will also
benefit from recommendations on the best corporate governance practices leading to improved
performance. Several agencies including line ministries for the state corporation, state corporation
advisory board responsible for implementing Mwongozo (2015) code of governance for state
corporations, parliamentary committees responsible for oversight of various state investments and
formulation of laws among others will benefit from findings on this study and the effectiveness of
the various policies already implemented. The findings and conclusions from this study will help
to draw attention to areas of concern and attention on corporate governance in public sector

specifically on commercial SOEs.

Findings and conclusions from this study has provided additional literature and empirical evidence
that maybe useful to academicians and researchers especially with interest and research questions
particularly in the public sector context. Importantly, the study has further provided insights on
the moderating and intervening effects on board structure and audit opinion that may help solve
the existing disagreements among existing empirical evidence. Furthermore, this study has
provided critical challenges of conducting research on SOEs in Kenya. In addition, the study has

highlighted limitations recommendations areas for future research. This study therefore made
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contribution by addressing and answering key questions for researchers and scholars with interest

in the public sector and given direction for possible areas of future research regarding the subject.
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CHAPTER TWO: LITERATURE REVIEW
2.1 Introduction
This chapter covers the theoretical foundation and empirical review on the subject of board
Structure, earnings management, firm characteristics, and audit opinion. This chapter also covers
summary of past studies, Knowledge gaps and the conceptual framework. The chapter is organized
as follows: section 2.2 is the theoretical foundation; section 2.3 is the empirical literature review

2.4 Knowledge gaps 2.5 the conceptual framework and 2.6 research hypothesis.

2.2Theoretical Foundation

This study has relied on several theories to provide theoretical framework, provide explanation
and predictions among the research variables. Agency theory as argued by Jensen and Meckling
(1976) proved the most dominant thus providing main anchorage to this study. Agency theory
framework predicted a link among the study variables; earnings management, audit opinion board
structure. Furthermore, the agency theory, other theoretical frameworks including stakeholder
theory and stewardship theory explained the relationship among the study variables from diverse
perspectives. However, managerial hegemony offered a contrasting perspective on how the study
variables related to each other. These theories are discussed below giving their theoretical positions
on the relationship between the variables, prepositions by the theories, critiques of the theories and

finally the relevance of the theories to this study.

2.2.1 Agency Theory

Agency theory offers the most significant perspective and thus providing the theoretical foundation
of this study. Berle and Means (1932) observed that as consequence of separation of control from

ownership, there was likely to be a problem where the interest of managers and owners could not
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agree. This view was advanced by Jensen and Meckling (1976) who argued that agency problems
resulted to conflicts between agent and the principal as consequence of information asymmetry.
Proponents of agency theory argue that managers were self-seeking and aimed to capitalize on
their interests at the cost of the principal, including through earnings management practices (Man
& Wong, 2013). Due to these conflicts with agents, the principals have to put mechanisms to
ensure trust. This could be achieved through governance mechanisms, including the board
structure and independent auditor. Kahle, Wang and Wu (2014) argued that agency theory
advocated for board structures that controlled the agent. Hence, boards with a reasonable
representation of independent directors in contrast to executive and CEO duality were
recommended. In addition, another mechanism of monitoring the untrustworthy agent was through
the external audit whereby an independent expert auditor verified financial information prepared
by the agent to ensure truthfulness of the information through audit opinion. Shleifer and Vishny
(1997) clarified that effective corporate governance must guarantee a return of investment to
shareholders. In the public sector contributors of finance through taxation faces similar challenges
as a principal in the private sector with management as agents of state-owned enterprises. Even
Mwongozo code of governance for state corporation supports board structure that has
independence board members, separation of board chairmanship position and chief executive

position, principles supported by the agency theorists.

Empirical evidence on how boards should be structured based on agency theoretical framework
offer contrasting results. Salleh and Haat (2014); Nelwan and Tansuria (2019) supported the
argument that diligent audit committees constrained earnings manipulations. However, other

studies have contrasted these view. Yasser and Mamun (2015) established that board
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characteristics including CEO duality did not significant influence reporting quality in firms listed

at Pakistan, Malasyian and Australian securities market.

However, critiques of agency theory argue that agency theory does not hold in all contexts. Yusof
(2016) observed that the dominant theoretical framework supporting corporate governance was
the agency in developing economies. He further noted that the theory was not sufficient in
addressing all corporate governance issues as it ignored social and institutional factors that were
relevant in corporate governance. In addition, Petrovic (2008) stated that agency theory did not
provide sufficient information about board functionality and behaviors. Brudney (1985) argued
that in reality independent boards may not be independent of management as proposed by agency
theory. The critiques of the agency theory offer a room for alternative theories on corporate
governance especially the stewardship theory that offers contrasting view. Therefore, it is evident
that while agency theory is the dominant theory and offers a clear explanation on the relationship

among the research variable, it might not always hold in all situations.

The importance of this theory to this study was; it predicted a negative relationship between strong
boards and audit opinion thus proving useful in formulating the conceptual framework. Through
board structure, it was predicted that the self-seeking agent could be controlled resulting to
improved reporting quality and thus preventing earnings manipulations, and this was to be
reflected in the audit opinion given by an independent auditor. The theory favored board structures
dominated by independent boards, large boards and diligent audit committee’s variables that were

key to this study.
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2.2.2 Stewardship Theory

As theorized by Donaldson and Davis (1991) Stewardship theory offers an alternative explanation
to agency theory on the relationship among research variables. Donaldson (1990) questioned the
agency theory argument that majorly relied on organizational economics but ignored the human
behavior aspect that was critical in governance. He further, faulted the agency theory argument
that by the shareholders investing their capital faced greater risk hence the need to protect their
interests. He observed that even the agent that was entrusted with investing the capital similarly
faced even greater employment risk. Stewards contrary to agency theory believed that they will

get their fair share of the firm gains and therefore aimed to maximize its value (Donaldson, 1990).

Those in support of the stewardship theory hold that it is possible to align interests of agents and
owners. This alignment arises from psychological contract that results to trustworthy between the
principal and management as well as towards all other stakeholders (Davis, Frankforter, VVollrath
& Hill, 2007). Further, the theory posts that stewards were motivated to maximize the interests of
shareholders by extend maximizing their own utility (Smallman, 2004). The steward put value on
cooperation rather than personal interests as argued in agency theory. Even in conditions whereby
the interests of the principal may not agree with the agent the steward behavior will likely to be
collective as opposed to personal, hence the steward will aim to meet the organizational objective
(Donaldson & Davis, 1991). Interestingly, managers that align with organizational goals are most

likely to be highly committed and find value and satisfaction in achieving organizational goals.

Stewardship theory favors CEO duality as opposed to board independence. Stewardship theory
will consequently support smaller boards for effective governance as opposed to large boards

supported by the agency theory (Kalsie & Shrivastav,2016). In addition, Stewardship theory
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favored CEO duality, and boards dominated by executive directors as they empowered the steward
(Donaldson & Davis,1991). Even if such a firm was audited, due to honesty of the steward the
information contained in the financial statements was expected to be true and fair and the
probability that independent auditors will issue unmodified opinion was on the higher side. Muth
and Donaldson (1998) argued that since the steward was motivated and aligned to organizational
goals there was no need for governance mechanisms that aimed to control the steward. Instead the
steward should be empowered hence governance mechanisms that empowered the steward will be
preferred. The theory supported the assertion that there was no need to audit such steward,
therefore concluding that auditing was unnecessary in circumstances whereby management

practiced stewardship values (Subramanian, 2018).

Empirical evidence on effectiveness of empowered steward was inconclusive. Tagiuri and Davis
(1996) argued that in family controlled ownership the management and ownership were not
significantly separated hence agency theory perspective could not hold. Wesley (2010) established
no direct relationships between CEO attributes relating to stewardship theory including board
structure and firm performance. However, the study established that family ownership structure

moderated on the connections between firm performance and CEO stewardship attributers.

Critiques of stewardship theory argue that lack of independent challenge to the CEO by the
independent board may lead to the powerful steward to maximize their benefits at the cost of
owners (Finkelstein & Boyd, 1998). Further, Albanese, Dacin and Harris (1997) concluded that
stewardship theory had failed to address the agency problem by focusing on the behavioral aspect
that promotes motivation. This means that the stewardship theory had not completely addressed

all governance problems.
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The implication of these theory is that it offers an alternative perspective on how boards should be
structured to ensure effective governance. This theory also offers an another perspective to explain
corporate governance dilemmas on how to ensure accountability and trustworthy thus avoiding
problems like earnings management practices. This theory further can be used to explain the role
of auditing process and significance of audit opinion. This information was useful in formulating

the conceptual framework.

2.2.3 Stakeholder Theory

As argued by (Freeman, 1984) stakeholder theory has proved to be a relevant theory as it proposes
practical, ethical and effective way of managing organizations in complex business environment.
At minimum institutions should be able to guarantee protection of interests of various stakeholders.
The theory does not recommend satisfying the interests of stakeholders at the expense of
shareholders but in a complimentary way. Hill and Jones (1992) further asserts that the
shareholders were not the only stakeholders whose interests must be protected or affected by the
entity. Instead, interests of all other stakeholders, that include customers, employees, suppliers and
the broader community must be protected. According to Letza, Sun and Kirkbride (2004) corporate
governance was best addressed from both shareholders and stakeholder’s perspective. Through
corporate governance mechanisms the both interest shareholders and firm’s stakeholders will be
protected. O’Sullivern (2000) added that by the shareholder putting assets and investments to an
entity, it was not the only way that an entity increased its value. Value could be created by several
groups within the society, including governments, customers and even society that could suffer

the consequences of depletion of resources.
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Proponents of stakeholder theory holds the view that, boards of directors, through decisions could
protect interests of various stakeholders. Audit opinion was therefore useful to all parties external
to the entity. A number of empirical studies have examined the link between corporate social
responsibility practices and the board. Finegold, Benson and Hecht (2007) established that boards
main objective was to maximize shareholders value. Similarly, Kiel and Nicholson (2003)
established a significant positive influence of board size on the value of a firm in Australian public
listed companies. In addition, there existed significant positive relationship between non-
independent directors and firm performance. Garcia-Torea, Fernandez-Feijoo and Cuesta (2016)
examined the effectiveness of boards protecting both stakeholders and shareholders. Using
sustainability reports and transparency as proxies to measure other stakeholders’ interests in
corporate governance. The study established that board effectiveness had significant influence on
other stakeholder’s perspective on a company corporate governance. The study further stablished
that in countries with stakeholders oriented perspective large firms were sensitive and responsible
in addressing the interests of various stakeholders and even provided sustainability and
transparency reports. In the recent past the requirement of activities of the entity to meet both
economic, environmental and social impact have become significantly important (Abeysekera,
2013). Entities must act in a way that does not harm the environment to ensure their survival

(Deegan,2002).

Critiques of stakeholders’ theory point out that the theory had failed to address and solve the
conflicting interests of various stakeholders. In addition, lack of clear ways of measuring the goals
of each stakeholder left an opportunity for management to determine their own performance
measures leading to accountability problems (Mallin, 2004). In addition, Jensen (2001) supported

the argument that advocates of stakeholder theory had failed to solve conflicting interests of
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various stakeholders that needed to be protected by management. He proposed that by maximizing
the interests of shareholders, will by extent maximize the interests of all stakeholders. They noted

it was impossible to maximize shareholders returns without satisfying the goals of all stakeholders.

Boards selection based on this theory therefore should reflect representation of diverse
stakeholders. The boards should be entrusted with the key objective of determining the various
objective of various stakeholders and the potential conflicts and defuse them. This theory was
useful to this study, as it also predicted a connection between board structure and audit opinion.
Moreover, the argument that through the board structure the interests of various stakeholders will

be protected was useful when formulating the conceptual framework.

2.2.4 Managerial Hegemony Theory

Managerial hegemony theory as advanced by Mace (1971) offers a diverse perspective from other
corporate governance theories reviewed in this study. The theory holds that board of directors are
irrelevant in governance mechanism. Boards of directors were not involved in strategic decisions,
because these decisions are mainly, left to professional managers, unless there was a crisis.
Consequently, boards of directors played insignificant role in direction and control of entities.
Further, boards were dominated by professional management and were only left to provide
supportive role mainly to certify management decisions (Jonsson, 2005). In another study,
Schulze, Lubatkin and Dino (2003) using 883 firms in the US concluded that boards of directors
did not always perform their responsibilities of supervising management as they were passive and
tended to follow management decisions. Hung (1998) observed that managers made strategic
decisions, and boards were appointed by the owners to act as those in control, but in reality, it was

the managers that were in control. The CEO and managers could play a role in selecting external
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directors and were likely to choose directors with proven record of not interfering with
management decisions (Hung, 1998). Therefore, directors who were reappointed mostly were

those that tended to agree with management. Board of directors also, received numerous incentives

from management and could not want to differ with the management. In return the directors were

most likely to sympathize with management.

However, critiques of hegemony theory of argue that there is insufficient evidence backing this
argument. In comparison there was sufficient evidence to support other corporate governance
theories including agency theory and stewardship theory (Stiles &Taylor, 2001). This theory was
useful to this study as it offered a different perspective from other corporate governance theories.
It took a contrasting position that boards of directors played minimal roles in governance
consequently, predicting no relationship among the study variables. To test and prove the existing

relationships among research variables both direct and indirect empirical evidence was collected.

2.3 Empirical Literature Review

The literature review, specifically examined the relationship among the research variables with the
objective of identifying the research gaps that were addressed by this study. The studies reviewed
were specifically selected to determine evidence of relationship among the study variables. First
the relationship between board structure and audit opinion. Secondly, the relationship among board
structure, earnings management and audit opinion. Thirdly, the relationship among board structure,
earnings management, audit opinion and firm characteristics. Lastly, the empirical evidence on the
combined relationship among all the research variables including; board structure, earnings

management, firm characteristics and audit opinion.
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2.3.1Board Structure and Audit Opinion

To start, Jouri (2016) tested corporate governance, audit opinion and reporting quality in Tehran
stock markets. Data was collected for the period 2001 to 2008 on 90 listed companies. The study
established that weak corporate governance determined audit opinion in Tehran Market. However,
strong corporate governance did influence unmodified opinion. The contrasting results established

a conceptual gap that needed to be examined further in this study.

Mzenzi and Gaspar (2015) examined external audit reports and accountability in Tanzanian local
governments. The study used auditor office general reports covering a period of 10 years.
Additional primary evidence was obtained through conducting interviews with members of local
parliament and parliamentary committees. Using content analysis, the relationships were tested.
From the study the contribution of audit opinion in accountability of local authorities in Tanzania
was marginal. This may have occurred due to limitation of scope as external auditors only
evaluated financial information. The study also established that audit opinion had not been used
effectively to hold to account those charged with responsibility as envisioned in agency theory.
Failure to effectively hold managers into account using modified audit opinion created a
conceptual gap that needed to be evaluated. The use of content analysis as research technique also

created a methodological gap.

Habib (2013) examined the determinants of audit opinion. The study adopted meta-analysis
techniques to draw conclusion based on findings from different studies. The study revealed that
firm-specific characteristics influenced the odds modifications of audit opinion. But, auditor-
related characteristics did not influence the odds of a firm receiving a modified opinion. The study

established that firms that received MAO shared same characteristics, including size, capital
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structure, profitability and firm-related characteristics. Meta-analysis technique that was used in
this study, statistically aggregated results from various studies, which may have resulted to
misleading information, if there was biasness in selection of studies, or due lack of methodological

quality of included studies.

Sherliza and Sitinorwahida (2011) examined corporate governance and audit report timelines using
evidence from Malaysia. The study established audit committee size, profitability and audit
opinion influenced the audit report timeliness. However, between board independence, audit
committee members’ qualification did not influence audit report timeliness. Cross-sectional study
methodology was used covering the year 2009. From this study a methodological gap was
established as this study undertook longitudinal study in contrast to cross-sectional study used in

study under review.

Ballesta and Garcia-Meca (2007) using evidence from Spanish listed examined corporate
governance and audit qualifications. Board structure and ownership structure was used to represent
corporate governance. The context of the study was in Spain listed firms covering the periods from
1999 to 2002. Logistic regression methodology was employed to analyze determine the nature of
the relationship. The study concluded that insider ownership contributed to lower chance of
receiving audit qualifications while family members increased the chance of firm receiving audit
qualification. The study supported the theoretical argument that insider ownership translated to
improved governance structure leading to quality of financial information that was reflected in
audit opinion. However, the study raises both methodological and contextual gaps. By, employing
logistic regression technique only binary outcomes could be analyzed, while the data used was

only based in private sector context thus leaving contextual gap in public sector.
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Firth (1978) using evidence from UK examined the impact of modified audit reports on investment
decisions. The study specifically examined data from 1500 listed firms in the United Kingdom that
had received modified audit opinion from the period covering 1974 to 1975. The study established
that some forms of audit qualifications significantly impacted on investments. This means that
some forms of audit modifications contained information that influenced investment decisions.
This indicating that various investors reacted differently to various types of qualifications. Lenders
were not willing to lend to companies that had received certain types of audit qualifications in the
United Kingdom. It will be important to consider if the facts hold in Kenya a developing economy

and specifically in the public sector context.

2.3.2 Board Structure, Earnings Management and Audit Opinion

A review of literature on the relationship among board structure, earnings management with mixed
was inconclusive. Sutrisno (2019) examined CEO aggressiveness, earnings manipulations and
audit opinion in Indonesian listed firms. The study collected data covering the period 2014 to 2016.
Using both multivariate and logistic regression to analyze the relationships. CEO overconfidence
was measured using debt, dividend yield and over investment. Real earnings management was
measured using overproduction, sales manipulation and production manipulation. The study
established that CEO bullishness and earnings management positively related. However, there no
significant relationship between audit opinion and earnings management. In addition, CEO
overconfidence had a negative relationship with audit opinion. The study established that earnings

manipulation did not mediate on CEO aggressiveness and audit opinion resulting to a conceptual

gap.
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Mohammed, Che-Ahmad and Malek (2019) evaluated board and earnings manipulation after
review governance code in Nigeria. Using data was from companies listed at Nigeria securities
exchange. The study used return of assets, firm size and firm profitability as control variables. The
study employed generalized method of moment to examine the relationships. The study established
that shareholders as chair of audit committee together with board independence significantly
influenced earnings management in Nigeria. The conclusions are consistent with theory. However,
the use of GMM in analyzing the data, creates a methodological gap as this technique cannot

manage categorical dependent variable in the current study.

Nelwan and Tansuria (2019) examined effectiveness of auditee committee characteristics in
constraining earnings management in Indonesia Listed firms. The study made use adjusted Jones
model measurement for earnings management. Data was collected from listed companies in
Indonesia covering the period 2009- 2011. The study established that audit committee
independence constrained earnings manipulation. In contrast, the audit committee factors did not
influence earnings management in Indonesian listed companies. The study creates contextual gap
as the study was only based in Indonesia and private sector context. It was important to examine

the relationship among the variables in different context specifically in public sector context.

Yasser and Mamun (2016) in Asia pacific tested earnings management and board leadership. The
study adopted panel data using 330 firms covering the period from 2011 to 2013. Board structure
was measured using CEO duality while financial reporting quality was measured using
discretionary accruals, and firm characteristics adopted firm age and size measures. The study
concluded that board structure had not significantly influenced the financial reporting quality and

performance. However, female CEO negatively influenced performance. The study also
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established that larger boards tended to perform better regarding reporting quality. From this study,
a conceptual gap was established as the study concluded that corporate governance mechanisms
did not improve reporting quality. In addition, the study assumed a direct relationship but failed to

test moderating and intervening effects including the audit opinion.

Abolverdi and Kheradmand (2017) examined the relationships between earnings management and
modified audit opinion at Tehran securities Market. The study covered the period 2009 to 2013.
Qualified opinion was the dependent variable while financial distress was used as a control
variable. The study established positive relationship between earnings manipulation and modified
opinion in Tehran listed companies, however, financial distress did not significantly influence the
relationship. To analyze the data audit opinion was aggregated into two to binary logistic
regression leading to a methodological gap. Further, the study used data only from private sector

context, leaving a gap in public sector context.

Chelogoi (2017) using data from Nairobi Securities exchange tested corporate governance and
earnings manipulation. The study employed census technique and collected data from 60 firms for
the period 2005 to 2012. The employed multiple regression model to draw conclusions. The study
established no significant connection between board independence and earnings management.
Thus suggesting that independent boards did constrain earnings management. However, CEO
duality and audit committee were established to constrain earnings manipulation. The mixed
findings on board structure and earnings manipulation creates a conceptual gap as the findings on

board independence were consistent with theory.

Moazedi and Khansalar (2016) in another study in Tehran securities market tested earnings

management and audit opinion in Tehran listed firms. The study covered the period 2008 to 2013
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using data from 117 firms. To test the relationships logistic regression model was employed. Firm
size, firm performance and the nature of audit firm were taken as control variables. The study
established a significant association between audit opinion and earnings manipulation in Tehran
listed firms. A methodological gap arose as a result of using logistic regression, in that the audit
opinion was only limited to binary outcome. The study only used data from private sector context

leaving a gap in public sector context.

Daghsni, Zouhayer and Mbarek (2016) tested earnings manipulations and board factors in French
listed firms. The study covered the period 2008 to 2012 and employed and regression model. The
study established that board size and earnings manipulation were negatively, while CEO duality
and earnings manipulation and board meetings positively related in French Listed Firms. This
means that larger boards constrained earnings management in French firms. The study further
suggesting that CEO duality increased the problem of earnings management due conflict of interest
and domineering CEO. Increased board activity was also established to be a cause of increased
earnings management practices. The study used firm performance and firm size as moderating
variables. The study leaves contextual gap as data used in the study was collected from private

sector leaving a contextual gap in public sector context.

Iraya, Mwangi and Muchoki (2015) using data from NSE tested corporate governance practices
and earnings manipulation. Board independence, ownership concentration, boards size, and CEO
duality as corporate governance practices. The study used 49 listed companies covering the period
2010 to 2012. Employing descriptive research design, the study established that in earnings

manipulation positively related to CEO duality but negatively related to board size. The study did
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not connect the aspect of audit opinion leading to conceptual gap, in addition the study only used

data from Nairobi securities exchange thus leaving a contextual gap in public sector.

Igbal, Zhang and Jebran (2015) examined the link between governance and earnings manipulation
in Listed firms in Karachi. The study examined 89 companies for the period 2003 to 2012. Board
characteristics variables were measured using; CEO duality, managerial ownership, and
independence of the audit committee, while discretionary accruals as proxy for earnings
management. Using multivariate regression analysis, the study established that audit committee
earnings management were negatively related but positively related to CEO duality. Managerial
ownership and board size not determine earnings management. In the study firm size, growth,
leverage and performance were taken as control variables. This study assumed a direct
relationships and therefore did not factor the intervening and moderating effects leading to a

conceptual gap.

Latif and Abdullah (2015) examined corporate governance mechanisms and earnings management
in Karachi securities market. The study examined data for the period 2003 to 2012. The study
established that audit committee independence and earnings manipulations were negatively
related, while CEO duality was positively related to earnings management. Further the study
concluded that effectiveness of corporate governance mechanisms constraining earnings
management differed depending on size of the firm. The study led to a conceptual gap by failing
to examine intervening and moderating variables. Study also, was based in the private sector

leaving a gap in public sector context.

Tsipouridou and Spathis (2014) examined earnings management and audit opinion in Greece listed

firms. Covered the period 2005 to 2011 and data was analyzed using logistic regression analysis.
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The study did not establish a connection between audit opinion and earnings management in
Greece. However firm characteristics variables including size and profitability influenced audit
opinion. The study led to a conceptual gap by concluding that earnings management practices did

not influence the nature of audit opinion.

Fodio, Ibikunle and Oba (2013) tested corporate governance mechanisms and earnings
management quality at Nigerian securities market. Data was collected from 27 insurance
companies covering the year 2007 to 2010. Regression method was used to test the relationships.
The study established that governance mechanisms variables including; board independence,
board size negatively related with earnings management. This suggest that these corporate
governance mechanisms did not constrain earnings manipulation in insurance firms in Nigeria.
However, other governance mechanisms variables including independent auditors and
independent directors in audit committee were positively related. In this study independent audit
was used as control variable leading to a conceptual gap. In addition, the study used least square
regression method a technique that is not flexible to accommodate categorical variables resulting

to a methodological gap

2.3.3 Board Structure, Firm Characteristics and Audit Opinion

Adiloglu and Vuran (2017) examined the key indicators of audit report using data from firms listed
at the Istanbul securities market. The study collected data from 240 firms for a single period using
cross-sectional study. To draw conclusions, the data was tested using logistic model. The study
established that firm performance variables including return on equity ratio and assets returns were

key determinants of audit opinion. The results revealed very high ratio of unqualified opinion,
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which may have been an indicator of bias as result of using data from a single period, this resulted

to a methodological gap. This study used longitudinal data to address this problem.

Budisantoso, Rahmawati, Bandi & Probohudono (2017) tested auditor switch, audit opinion, and
corporate governance. The study obtained data from financial statements covering the period 2012
to 2014 from Philippians, Thailand, Singapore, Indonesia and Malaysia. Data was analyzed using
logistic regression. The study established audit opinion accuracy moderated on auditor switch and
corporate governance. Financial deepening and audit committee were established to have
significantly related to downward auditor switching. This means that independent directors
improved the quality of audit. However, ownership structure did not significantly influence
downward auditor switching. The study using audit opinion as moderating variable and not

dependent variables creates conceptual gap.

Ishak and Yusof (2015) tested the effect of board independence on modified audit opinion in
Malaysian environment using data from non-banking companies, from 2004 to 2009. The data was
analyzed using descriptive and multivariate analysis to draw conclusions. The study concluded
that board independence significantly influenced the probability entity reports being modified and
therefore negatively related to modified audit opinion. In addition, highly leveraged, segmented
companies also had a higher chance of the accounts being modified. The study assumed direct
relationship between the variables ignoring intervening and moderating effect including earnings

management.

Ali, Noor, and Khurshid (2015) tested the connection between earnings manipulation and firm size
and in textile firms in Pakistan. Data was collected from 50 listed companies for the period

covering 2004-2013. Firm size and discretionary accruals earnings management used as control
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variables. The study established positive and significant connection between earnings
manipulations and firm size. The study concluded that firms with large assets were more likely to
receive pressure from investors thus resorting to earnings management practices. This study
assumed a direct link between firm size and earnings manipulation. Other studies considered firm

size as control variable thus creating a conceptual gap.

lanniello and Galloppo (2015) examined the reaction of stock market on the auditor opinion in
Italian context. The study sampled firms using data obtained from annual reports covering the
period 2007 to 2010. Firm characteristics variables including financial leverage, firm size and
performance, were tested as control variables. It was established that overall audit opinion had
significant impact on stock returns in the Italian context. Particularly the study established that
adverse and disclaimer audit opinion negatively affected the stock prices. This means that modified
audit opinions had a negative signaling effect to investors. However, modifications with except
for audit opinion had minimal negative reaction effect on stock returns. The study further,
established that unmodified opinion with emphasis paragraph positively related to stocks returns.
This means that audit opinion contained information that was useful to investors to make
investment decision in the Italian context. The use of event study methodology creates a
methodological gap that needs to be evaluated. The study did not also evaluate the effect of

governance mechanisms resulting to a conceptual gap.

Ahmadi, Sedghiani and Jamali (2014) examined the economic consequences of modified audit
opinion in firms listed at Tehran securities market. Data was collected from 120 companies listed
companies covering the period 2004 — to 2011. Firm characteristics variables including growth,

leverage and size were tested. Regression model was employed to test the connections. No
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significant relationship between modified opinion and expected shareholders’ returns was
established. This means that modified opinion had a signaling effect on investors portraying
information risk that influenced investment decisions. However, no significant relationship was
established between modified audit opinion and credit credibility. This means that lenders relied
on other credit scoring rules and legislations to award credit, consequently they did not consider
modified audit opinion in award of credit. Failure by the modified audit opinion to influence credit

rating creates a conceptual gap.

Kangarlouei, Jam and Motavassel (2013) evaluated corporate governance and audit opinion in
Tehran stock exchange. Using descriptive correlational methodology, the study established that
the ratio of qualified opinion and unqualified opinion was not significantly different with strong
governance mechanisms. However, the ratio of qualified opinions significantly increased with
weak governance mechanisms. The study created a conceptual gap by observing that that ratio of

qualified and unqualified opinion was not significant with strong governance mechanisms.

Swastika (2013) examined audit quality, firm size, board independence and their impacts on
earnings manipulations. The tested data from annual reports relating to 51 companies in Indonesia
covering 2005 to 2007. To approximate earnings management, the Jones modified model was
employed. Regression model was used to test the data. The study established that firm size, board
independence and audit quality predicted earnings manipulations. The conclusions are in
agreement with the hypothesis that large firms were more likely to establish stronger governance
mechanisms and attract competent and qualified independent auditors thus constraining earnings

management.
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Habbash (2012) examined the link between audit committee effectiveness and earnings
manipulations in United Kingdom. Further, the study block holder shareholding and earnings
management. The study sampled 350 UK firms covering the period 2005 to 2007. The study
controlled for firm performance, leverage, firm growth and board size. The study established that
firms that had effective audit committee constrained earnings management. The study further
established that audit committee did not prevent earnings manipulations in firms with higher block
holder shareholding resulting conceptual gap. This may have meant that block holder shareholding

may have affected the independence of audit committee thus making them less effective.

Dechow Sloan and Sweeney (1996) tested the consequences and causes of earnings manipulation.
The study sampled 92 firms in United State of America covering the period 1982 to 1992. After
controlling for bonuses and contracts, the study established that firms dominated by insider
directors and CEO duality engaged in earnings manipulation. In addition, these firms; lacked audit
committee and block stockholders. The study assumed a direct connection between earnings
manipulations and weak boards. This study introduced both moderating and intervening variables

to the relationship.

Carcello and Neal (2000) evaluate the audit committee composition and audit opinion. Using data
from listed firms at New York securities market, and focused on financial distressed firms for the
year 1994. Data was tested using a regression model. The control variables included financial
distress measured by, liquidity, financial leverage and assets returns. The study established that
increasing independent directors in the audit committee lowered the probability of an entity
receiving modified opinion. In addition, the study established that firm characteristics variables

including financial distress in companies significantly moderated on composition of directors in
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audit committee and the type audit reports issued by the independent auditors. This study used

cross sectional study only using data for period 1994 leading to methodological gap.

Mutchler et al. (1997) using data from bankrupt companies in New York Securities tested the link,
between mitigating factors and audit opinion. The study examined data from financially depressed
companies in the manufacturing sector using data from wall street journal index covering the
period 1974 to 1985. The study established that firms that were financially depressed measured by
negative working capital, default on debt repayment and operational financial losses were mostly
to have their reports modified. Further, the results revealed that subsequent events including
significant contrary reporting information before the independent auditors issued their audit reports
significantly influenced the type of opinion. However, mitigating steps taken by the entity to
correct the contrary information were not significant in correcting the audit opinion decision by
the independent auditor. Size of the company was established to have a significant influence the
type of audit opinion. Independent auditors were unlikely to issue modified reports to large
companies possibly because of the confidence that large companies could resolve bankruptcy
issues. This study created a conceptual gap by only focusing financial information and audit

opinion failed to factor the corporate governance aspect including on board structure.

Elliott (1982) examined audit opinion and abnormal return outcomes and ambiguities in United
States of America. The study examined 328 randomly sampled firms using data obtained from
accounting research systems covering the year 1973-1978. The study established that subject to
audit reports had insignificant impact on share returns. The study further established that subject
to audit reports did not receive significant media attention hence their effect was minimal

particularly in the short term. The study controlled for firm and industry characteristics. It was
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established that firm and industry characteristics influenced the type of audit opinion. It means
firms that received modified opinion were mainly from the same industry and faced similar
challenges like decline in earnings. This study failed to examine the corporate governance aspects

that might have influenced the firm characteristics leading to modifications leading to a conceptual

gap.

2.3.4 Board Structure, Earnings Management, Firm Characteristics and

Audit Opinion.

Khalil and Ozkan (2016) evaluated board independence, earnings management audit quality in
Egypt. Data was collected for the period 2005 to 2012 non-financial firms. Board size, insider
ownership, audit committee composition and CEO duality were indicators of corporate
governance. Firm size and leverage were taken as control variables. The study concluded that
independent directors did not constrain earnings management. The study further indicating that the
effect of independent board on earnings manipulations was contingent on ownership levels. The
conclusion that independent directors could not constrain earnings management led to conceptual

gap that needed to be investigated and tested in other studies.

Hadrache (2015) examined qualified audit opinion and earnings management in France banking
sector. The study sampled 162 banks covering the period 2005- 2012. Three control variables were
introduced in the study including; leverage, bank size and growth. The study established that both
audit quality and qualified opinion constrained earnings management in French banks. The
findings established that if managers knew that the quality or audit was high they avoided engaging
in earnings practices for fear of detection. Moreover, firm’s that received qualified opinion avoided

earnings management practices for fear of consequences. Bank size as was found to be positively
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related to earnings manipulations suggesting that larger banks engaged in earnings management.

Other control variables including leverage and growth were found to be insignificant.

Moss (2016) examined corporate governance, earnings management and cost of capital in
Thailand. Corporate governance variables included audit opinion, board independence, managerial
ownership and audit committee. Cost of capital acted as the response variable. Data was collected
from annual reports from Thailand listed firms covering the period 2003 to 2010. To draw
conclusions, the data was tested using a regression model. The study established significant link
between earnings manipulations and cost of capital. This means that earnings management
increased information risk resulting to lenders and investors demanding more returns for the
increased cost. Secondly, the study established significant association between corporate
governance variables and cost of capital. The nature of relationships was both positive and negative
but consistent with agency theory. The hypothesis to use cost of capital as the response variable

created a conceptual gap on the relationship between the variables.

Salleh and Haat (2014) examined audit committee and earnings management in the Malaysian
Bursa market in 2007. Specifically, the study examined audit committee expertise, frequency of
meetings and committee independence with association with discretionary accruals. The study was
based on 280 listed companies covering the period between 2005 — 2008. The study established
that after revision of Malaysian code of corporate governance. Audit committee characteristics
significant influenced earnings management. The firm size, leverage acted as control variables in
this study. A contextual gap was established as it only used data from private securities market and

not public sector.
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Hsiao, Lin and Hsu (2010) examined the relationship among earnings management, corporate
governance and audit opinion. The study examined delisted firms covering the period 1997 to
2007. A logit statistical model was used to examine if financially distressed firms were more likely
to engage in earnings management manipulation. Further, the study aimed to establish if
financially distressed firms lacked board independence. The study established financially
distressed companies were likely to engage earnings management. In addition, it was established

that CEO duality led to unfavorable audit opinion.

Fodio, Ibikunle and Oba (2013) examined data from insurance companies covering the period
2007 to 2010. The study established earnings management was positively related board
independence, board size and audit committee size. This implies that governance mechanisms
could reduce earnings manipulations. In addition, the study established that independent external
audit and audit committee were positively influenced earnings manipulations. This implied that
the independent auditors and audit committee could not reduce earnings manipulations. The study
adopted regression analysis. The study adopted agency theory to develop theoretical framework
for both earnings management and corporate governance variables. In the study firm size was used
as the control variable. It was negatively related to earnings management. This implying that

smaller firms were likely to engage in earnings manipulations.

Caramanis and Spathis (2006) investigated the determinants of audit qualification on firms listed
at Athens securities market. The study used cross-sectional study using a sampled data collected
from listed companies for the year 2001. Data was analyzed using logistic model establish the
connection between the variables. The study established that firms’ characteristics variables

including; firm profit margins, total assets and firm liquidity measured using current ratio were
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significant determinants of audit qualifications. This meant that firms that were experiencing
financial problems reflected by poor liquidity ratios were likely to receive modified audit opinion.
This means that management of poor performing companies were likely to engage in manipulation
of accounting figures using earnings manipulation to impress the stock market resulting
qualifications of their statements by the independent auditors. This study creates a methodological
gap as the study used cross-sectional data for the period 2001 a technique that was prone to bias.

This study will adopt a longitudinal study technique to address this methodological gap.

Farinha and Viana (2009) examined board structure and modified audit opinion in Portuguese
stock exchange. The study adopted a logistic regression to test the relationships. Modified audit
opinion acted as the outcome variable, board structure as the explanatory variable, while firm
characteristic including firm size being used as control variables. The study established that board
diligence and board independence negatively contributed to the odds of a firm receiving the
modified opinion. The board size results were not statistically significant; further the study
established that other variables that determined probability of firm receiving modified opinions
were, earnings, growth and even dividend payout. The board size and diligence through a number
of meetings and the mix in number of professionals helped in ensuring quality of financial
information resulting to unqualified audit opinion. The study was only undertaken in private sector

context leaving a gap in public sector context.

2.4 Summary and Research Gaps

In summary, a review of literature reveals a number of knowledge gaps. A significant number
studies assumed a direct relationship between variables of interest in this study, ignoring the
indirect effect of intervening and moderating effects leading to conceptual gaps. Furthermore,

results from the empirical evidence reviewed are mixed and inconclusive. A number of studies
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concluding that through board structure, earnings management could be constrained (Abolverdi &
Kheradmand,2017; Moazedi et al.,2016). In contrast other studies disagreeing on the effectiveness
of boards (Yasser & Mamun,2016, Tsipouridou & Spathis, 2014). It was important that further
studies be done in the public sector context with the aim of confirming or disapproving the

findings.

Different studies adopted diverse statistical methods to analyze and operationalize study variables
resulting to methodological gaps. Meta-analysis technique employed Habib by (2013) was prone
to risk of bias on selected studies. Additionally, some studies adopted binary logistic regression as
result forced to aggregate the dependent outcome to binary thus losing vital information in the

process (Ishak &Yusof, 2015, Kangarlouei et al., 2013, Farinha & Viana, 2009).

Empirical evidence review further proved contextual gaps, as most studies examined the
relationship between variables mostly using data from companies listed at securities markets.
There were limited studies using information or data from public sector companies including SOEs

leading to contextual gap. See table 2.1 on summary of knowledge gaps based on prior studies.
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Table 2.1Summary of Previous Studies and Research Gaps

FOCUS FINDINGS KNOWLEDGE FOCUS OF
GAPS CURRENT
RESEARCHER(S) STUDY
Earnings  management | Earnings manipulation did | The findings of the | Both moderation
CEO aggressiveness and | not mediate on audit | relationship between | and  mediation
Sutrisno (2019) audit opinion in | opinion and CEO | audit opinion and | are introduced.
Indonesian. aggressiveness. CEO overconfidence
creates a conceptual
gap.
Earnings  management | Earnings  manipulation | Failure of audit | The study
and Audit committee in | and audit committee | committee expertise | introduced both
Nelwan and | Indonesian Listed | independence had | to constrain earnings | moderating and
Tansuria (2019) companies covering the | negative relationship. | management creates | intervening
period 2009 to 2015. However, the audit | a conceptual gap effects.
committee expertise had
no effect in earnings
management in
Indonesian listed
companies.
Mohammed, Che- | Audit committee and | Shareholder as board as | The study analyzed | This study
Ahmad and Malek | earnings management in | chair and board | the panel data using | introduced a
(2019) Nigeria. constrained earnings | generalized method | multinomial
management. of moment that not | logistic
be effective in | regression to
dealing with | deal with
categorical categorical
dependent variable. | dependent
variables.
Kheradmand  and | Earnings  management | The study concluded that | The study used | Multinomial
Abolverdi (2017) and modified audit | significant positive link | binary logistic | logistic
opinion in Tehran. existed between modified | regression leading to | technique  that
opinion and earnings | methodological gap | allows more
manipulations in Tehran | as audit opinion | outcomes of
Securities. could only two | dependent
categories. variable was
used.
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Budisantoso et al. | Corporate  governance | The study established | The study using | Audit opinion

(2017) Audit opinion, | financial deepening and | audit opinion as | factored as the
downward and auditor | audit committee had | moderating variable | outcome
switch. negative connections with | and not dependent | variable.

downward auditor | variables creates
switching. conceptual gap.

Chelogoi (2017) CG and earnings | The study established that | The findings that | This study
manipulation in Kenyan | board independence did | board independence | examined
context. not constrain | did not constrain | effectiveness of

management.  However | earnings board

CEO duality and audit | management creates | independence in
committee constrained | a conceptual gap. public sector
earnings management. context.

Moazedi et al. | The Auditors Opinion | The study examined the | contextual gap as the | This study

(2016) and earnings | relationship between | study was only | addressed  this
management in Tehran. earnings  manipulations | based in the private. | gaps by focusing

and audit opinion in on the public
Tehran listed firms and a sector context in
significant positive addition used a

association was

established.

Daghsni et al. Board characteristics and | Significant positive | private sector | The context of
earnings manipulation in | relationship board | context leavesagap | the study is in

(2016) activity, CEO duality but | in public sector. the public sector.
French Firms. negative relationShip

board size and earnings
management while CEO
duality and in French
Listed Firms.

Khalil & Ozkan, | Audit quality, board | Increasing the ratio of | The findings that | The study

(2016) independence, audit | independent directors did | independent introduced
quality and earnings | not constrain earnings | directors did not | intervening and
manipulation in Egypt. management. constrain  earnings | moderating

management created | variables.

conceptual gap.
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Jouri (2016) Auditor opinions, | Significant ~ association | The findings on | This study
corporate  governance | between weak corporate | weak and strong | examined  the
and reporting quality. governance and | corporate relationship

unmaodified opinion but no | governance creates | further by
correlation between strong | a conceptual gap. introducing
corporate unmodified intervening and
opinion. moderating
variables.
Yasser and Mamun | Board structure and | No significant relationship | The findings that | The study

(2015) earnings management in | between board leadership | corporate introduced a

Asia Pacific. and reporting quality. | governance moderating and
However, female CEO | mechanisms did not | intervening
negatively impacted | improve quality of | variables to
performance. financial reporting | address the

creates  conceptual | conceptual gap.
gap.

Moss (2016) The cost of capital, | Insignificant link between | The study | Both moderation
governance and earnings | cost of capital and | hypothesis that | and  mediation
management in | earnings manipulation but | creates association | are introduced.
Thailand. strong link between cost of | between the cost of

capital and governance. capital and corporate
governance creates
conceptual gap.

Igbal et al. (2015) Earnings  management | Negative but significant | The study did not | The study
and board structure in | association between | factor  moderating | introduced
Karachi Listed firms. earnings management and | and intervening | moderating and

audit committee positive | variables and study | intervening
relationship with CEO | only used data from | variables in

duality. private sector | addition use data
context from
Public  sector
context.

Iraya et al. (2015) Earnings  management | Significant and negative | The study did not | The study
practices, corporate | association among board | factor in moderating | introduced audit
governance on | structure variables and | and intervening | opinion as a
companies  listed at | earnings manipulations. variables. The study | dependent
Nairobi stock market. was based in the | variable, and

private sector | focusing on the
leaving a gap in | public sector
public sector | context.
context.
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Ishak
(2015)

and  Yusof

Board independence on
modified audit opinion in
Malaysian environment.

Board independence
significantly  influenced
the odds modification of
audit opinion.

Use of  binary
logistic  regression
created a

methodological gap.

The
introduced
multinomial
logistics
regression to
address multiple
outcomes.

study

Latif and Abdullah

Corporate  governance

Negative and significant

The study assumed

This study

(2015) mechanisms and earnings | association between audit | direct relationship | introduced a

management in Pakistan. | committee independence | and not did factor | moderating and
and earnings management | moderating and | intervening
but positive association | intervening variables.
with CEO. variables.

Almasarwah (2015) | Earnings  management | Ownership structure | The study did not | The study
and corporate | significantly constrained | factor intervening | introduced
governance in Jordanian | earnings management | and moderating | earnings
industrial firms. compared to  board | variables. management as

structure variables. intervening
variable.
Modified audit opinion, | Modified audit opinion | The study used | Both moderation

and earnings | constrained earnings | qualified opinion as | and  mediation
Hadriche (2015) management in France | management in French | explanatory variable | are introduced .

banking sector. banks. creating a

conceptual gap.

Mzenzi and Gaspar | Examined effect of | The study established that | The use of content | A multinomial
(2015) external audit on | audit opinion contribution | analysis as research | logistic model is

accountability in | in accountability in local | technique creates a | used.

Tanzanian local | authorities in Tanzania | methodological gap.

governments was marginal

lanniello and

Galloppo (2015)

Examined the reaction of
stock market on the
auditor opinion in Italian
context.

The study established that
overall audit opinion had
significant impact on stock
returns in the Italian
context.

Event study
methodology creates
a  methodological
gap that needs to be
evaluated.

A multinomial
logistic model is
used .
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Tsipouridou and

Spathis (2014)

Earnings  management
and audit opinion in
Greece listed firms.

Audit opinion did not

influence earnings
manipulation in Greece
Listed firms.

A conceptual gap by

concluding that
earnings
management
practices did not

influence the nature
of audit opinion.

The study
introduces
moderating and
intervening
variable to
address the

conceptual gap.

Ahmadi et al.(2014)

The study examined the
economic consequences

The study established that
audit opinion significantly

The study did not
focus on what causes

audit opinion is
factored as an

of qualified audit opinion | affected the expected | the audit opinion. outcome
returns. The study also no variable.
concluded audit opinion
had no significant effect
on creditors.
Simpson (2014) Board and governance in | SOEs only complied with | The study only | The study
state owned entities in | minimal issues from legal | focused on the board | emphasizes the
Ghana. frameworks , weaknesses | characteristics effect of the

in board performance
,criteria  of appointment,
balance of executives and
other board characteristics

leaving a gap in its
effect on  other
variables including
audit opinion.

board on audit
opinion.

Omoro (2014) Top management team, | The demographic | The study did not | audit opinion is
voluntary disclosure, | diversity of top | cover the aspect of | factored as an
reporting  quality in | management influenced | audit opinion. outcome
commercial SOEs in | level of financial reporting variable
Kenya quality.

Habib (2013) Determinants of audit | The study revealed that | Meta -analysis | The study made
opinion. firm-specific technique used in the | use of

characteristics influenced | study creates a | multinomial
the propensity of a firm | methodological gap. | logistic
receiving modified audit regression.

opinion.

Swastika (2013)

Firm size, board
independence and audit
quality on  earnings

Firm size, board
independence and audit
quality predicted earnings
management.

Use of multiple
regression  model
creates a

methodological gap.

The study made
use of
multinomial
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management  Indonesia logistic
stock exchange. regression.

Kangarlouei et al. | Corporate  governance | The study established that | The observation that | The study

(2013) and audit opinion in | the ratio of qualified | no significant | introduced
Tehran stock exchange. opinion and unqualified | relationship between | intervening and

opinion was not | unqualified opinion | moderating

significantly different with | and strong | variables to

strong governance | governance solve the

mechanisms. mechanism creates a | conflicts.
conceptual gap.

Fodio et al. (2013) CG and earnings | Governance mechanisms | In this study | This study
manipulation in | variables including; board | independent  audit | examined audit
insurance  firms  at | independence, size and | was used as control | opinion as
Nigerian securities | size of audit committee | variable leading | response
market. constrained earnings | conceptual gap. variable.

management.

Kahle et al. (2014) Anglo- American | Differences existed onthe | Contextual gap as | The study
governance effects of the board size, | study  done in | focused on the
environments. independence and outside | developed markets | public sector in

directors between UK and | leaving gap  in | developing
US Firms. emerging markets. country.
Locke and Duppati | The study examined | Financial performance had | The study did not | The study

(2014)

financial performance in
SOEs after reforms in
corporate  governance
reform in India

improved following
governance reforms.

check if CG reforms
also affected quality
of information audit
opinion.

examined effect
CG reforms on
quality of
financial
information as
reflected in the
Audit opinion

Moradi et al. (2011)

Modified audit reports
and share returns in Iran

Modified audit reports did
not significantly affect
share  prices.  These
conclusions reflecting that
users of audit reports did
not value information
were not aware of it.

The study
conclusion on lack
of effect on share
prices creates a
conceptual gap

Board structure
on audit opinion
are factored.

Lin et al.(2011)

Economic consequences
of qualified opinions in
China.

The study established
MAO did not have
significant economic and
borrowing consequences

especially in state
controlled entities in
China.

The study did not
cover aspect of
board structure.

The study
covered aspects
of board
structure.
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Habbash (2012) Audit committee | Audit committee | The UK context | This study was
earnings  management | constrained earnings | resulting to | be undertaken in
and block holder | management. contextual gap. public sector
shareholding in UK. context.

Sherliza et al. Corporate  governance | Audit committee size | The study made | The study made
and audit report timelines | profitability and audit | cross-sectional study | longitudinal

(2011) in Malaysia opinion influenced the | and only covered | study.

audit report timeliness but | year 2009.
board independence, did
not.

Hsiao et al. (2010) Earnings management, | Earnings managementwas | A logit statistical | Multinomial
corporate governance | linked to  financially | model was used to | logistic
and audit opinion. distressed companies. | examine the | technique that

CEO duality led to | relationship thus | allows more
unfavorable audit opinion. | creating a | outcomes of
methodological gap. | dependent
variable was
used.

Farinha and Viana | Board structure, | Board activity and board | Contextual gap as | Public sector

(2009) modified audit opinion in | independence negatively | the study was based | context.
Portuguese stock | related to the odds of firm | in the private sector
exchange. receiving the modified | context leaving a gap

opinion. in the public sector
context

Caramanis and | Examined the | The study established | The data creates a | This study used

Spathis (2006) determinants of audit | firm characteristics | methodological gap | longitudinal data
qualification on firms | including firm  profit | by use of cross | to address this

enlisted Athens | margin and firm liquidity | sectional data prone | methodological
securities Market. were determinants  of | to bias gap
audit qualification.
Carcello and Neal | Audit committee | independent directors in | The data creates a | This study used

(2000) composition and audit | the audit committee | methodological gap | longitudinal data
reporting. lowered the odds of an | by use of cross |to address this
entity receiving modified | sectional data prone | methodological
opinion. to bias gap
Mutchler et | Contrary  information, | The study established that | Study only used | This study
al.(1997) moderating factors on | firms that were financially | financial data and | introduced board
audit opinion decisions | depressed companies were | audit opinion | structure as the
companies in New York | more probable to receive | leading to | explanatory

stock market.

modified opinion. Large
firms were unlikely to
receive modified audit
opinion.

conceptual gap by
failing to consider
corporate

governance aspects

variable.
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including board

structure.

Dechow et al.(1995)

Examined causes and
consequence of earnings
manipulation

Boards dominated by
insiders’ and CEO duality
were likely to manipulate
earnings.

Prediction of direct
relationship between
earnings
management  and
weak boards creates
a conceptual.

Both moderation
and  mediation
are introduced .

Elliott (1982)

Examined audit pinion

and abnormal return
outcomes and
ambiguities in  united

states of America.

The study established that
subject to audit opinion
had no significant impact
on share prices.

The study failed to

examine the
corporate

governance aspects
that might have

influenced the firm
characteristics
leading to
modifications
leading to a
conceptual gap.

This study
introduced board
structure as
explanatory
variable.

Firth (1978)

Qualified audit reports
and investment
decisions.

audit qualifications had
negatively impacted on
investment decisions.

The historical
period covered in the
study creates

contextual gap

This study made

use of more
recent data
covering the
period .
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2.5 Conceptual Framework

Based on theoretical framework and empirical evidence, it was conceptualized that boards as
structured in commercial state owned enterprises could directly influence the nature audit opinion
issued by the independent auditor. Good governance in SOEs was believed to result in reporting
from management consequently resulting to clean audit opinion by independent auditors. In
contrast, poor governance could fail to constrain earnings management practices resulting to poor
quality in financial information leading to qualified opinion by independent auditors. This study
therefore conceptualized that earnings management mediated on board structure and audit opinion.
Firm characteristics variables including firm size, age and liquidity were conceptualized moderate

on board structure and audit opinion.

Agency theory posts that through board structure the agent could be controlled. Hence, the board
through supervision and advisory could influence quality of reporting by management. If
monitoring was done correctly, it could have resulted to quality information in financial statements
leading to clean reports by independent auditor. The independent variable was therefore, the board
structure operationalized; board independence, board size, and audit committee activity.
Operationalization and measurement of board structure variables was supported by prior studies;
Ishak and Yusof (2015) established significant connection between board independence modified
audit opinion. Latif and Abdullah (2015) concluded that audit committee diligence constrained
earnings management hence was negatively related to modified audit opinion. Yasser and Mamun
(2016) established that larger boards tended to perform better regarding reporting quality. The
dependent variable, the audit opinion was conceptualized to depend on board structure. The audit
opinion was based on evidence obtained after independent auditor reviewed information presented

by management. The audit opinion was grouped into two namely; unmodified opinion and
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modified audit opinion (Hsiao et al., 2010). This classification including; disclaimer opinion,
adverse opinion or qualified audit opinion was also based on guidelines by Intosai (2010) on
deriving the audit opinion. Audit opinion was categorized into four (4) unordered categories
including; zero (0) for unqualified opinion, one (1) qualified opinion, two (2) adverse opinion and

three (3) disclaimer opinion based on empirical evidence from previous studies.

Firm characteristics variables measured by the firm size, age and liquidity were conceptualized to
moderate on board structure and audit opinion. It was believed that firm characteristics variables
including size, age and liquidity influenced the level of governance as large firms were likely to
have stronger governance mechanism (Habib, 2013). Firms with large assets were more likely to

receive pressure from investors thus resorting to earnings manipulation (Ali et al., 2015).

Earnings management was believed to mediate on the correlation between board structure and
audit opinion. It was predicted that due to self-seeking tendencies of the agent, most likely, the
agent could interfere with earnings as a measure of performance to mislead the principal.
Consequently, this could have led to compromise in the reporting quality resulting to modification
of audit opinion. Dechow et al. (1995) stated that earnings manipulation was likely to be achieved
through accruals. This was so as, through accruals management could take advantage of

accounting choices and estimation. See figure 2.1 the conceptual framework.
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Figure 2.1 the Conceptual Model
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63

A\ 4

AUDIT OPINION

Unmodified opinion
= Unqualified

Modified Opinion

= Qualified
= Adverse
= Disclaimer




2.6 Research Hypotheses

The research hypotheses tested in this study mirror the research objectives; in addition, the

hypotheses were based on theoretical review and conceptual framework in figure 2.1.

Hi: The relationship between board structure and audit opinion in commercial state owned

enterprises in Kenya is not significant.

H2: The intervening effect of earnings management on the relationship between board structure

and audit opinion in commercial state owned enterprises in Kenya is not significant.

Hz: The moderating effect of firm characteristics on the relationship between board structure and

audit opinion in commercial state owned enterprises in Kenya is not significant.

Has: The joint effect of board structure, earnings management and firm characteristics on audit

opinion in commercial state owned enterprises in Kenya is not significant.
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CHAPTER THREE: RESEARCH METHODOLOGY
3.1 Introduction
This chapter explains the various research strategies guiding this study. It examines the terms of
collecting data and analyzing the data with the aim of drawing conclusions. Specifically, the
chapter covers; research philosophy, research design, study population, data collection methods,

research variables, diagnostic tests and data analysis.

3.2 Research Philosophy

Ontology and epistemology are the key aspects of research philosophy. Ontology aims to
determine reality and forms of reality, it explains what constitute reality (Crotty, 1989).
Epistemology purposes to determine how to create, acquire and communicate knowledge. Further,
epistemology examines the relationship between knower and what is to be known (Guba &
Lincoln, 1994). According to Easterby-Smith, Thorpe and Lowe (2002) through research
philosophy, a researcher can avoid research mistakes by identifying appropriate methodology from
early stages in research. Research philosophy can help a researcher to identify right research
methodologies thus avoid using unsuitable ones. According to Kuhn (1962) various paradigms
represents different worldviews of thinking shared by a group of scientists on how to solve a

particular problem using research.

To determine a particular philosophical approach, various assumptions are considered. From an
epistemological word view. Positivist approach entails focusing on discovering observables and
measurable facts to ensure that only credible and reliable data could be used in discovery (Crotty,
1998). In addition, one will focus on the causal relationship among the research variables. Further,
one will use existing laws to predict or explain relationship among research variables. The

Positivists believe in objectivism, as the observer is believed to be different from what is observed.
65



In addition, the positivism holds that the researcher should conduct research in impartial way and
be free from influence (Creswell, 2014). In contrast, Interpretevism paradigm holds that an
individual want to develop a subjective meaning world they live and experiences of it. These
experiences and meanings are varied and the inquirer would try to look for complexity in them

(Scotland, 2012).

This study therefore adopted a positivism research philosophy. The study was guided by
positivism research approach. This means that the study was guided by positivist beliefs,
prepositions and methodologies. The justification being that this study relied on existing theories
to explain the relationship among the variables of the study. Additionally, this information was

used to formulate hypothesis.

The primarily examined the board structure and audit opinion after moderation for earnings
manipulation and firm characteristics in commercial state owned entities. The study
conceptualized the relationship among the variables using existing theories as a result developed
the hypothesis. The study operationalized the study variables collecting data and analyzing it to
draw conclusions about relationships among the variables. This study therefore qualifies to be a

positivist study paradigm.
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Table 3.1 Research Paradigms

Beliefs

Positivism Interpretevism

Real Nominal

The world is external to the | The world is  socially
researcher. constructed.

Only on true reality exits.

There are multiple realities.

Science is free of value.

human interest drives science.

Researcher should focus on

Only on variable facts

Focus on meaning

Look for fundamental laws
and causality.

Understand what happens.

Simplest elements.

Evaluate
situation.

totality of each

Hypothesis formulated and
tested them.

Induction from data.

Preferred method

concepts Operationalized to
be measured.

Diverse methods to establish
different aspects of
phenomenon.

large sample so as to
generalize.

Small sample investigated in
depth.

Source: Adopted from Zukauskas, VVveinhardt and Andriukaitiené, 2018
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3.3 Research Design

The study examined the relationship among four variables including: the board structure, firm
characteristics, earnings manipulation and audit opinion. This qualified the study to be both
correlational and longitudinal research designs. According to Field (2009) correlational research
designs involves measuring many variables at the same period of time without manipulating the
data. Unlike experimental research where data variables are manipulated to establish cause and
effect in correlational research causality cannot be determined. Correlational design describes and

measures degree of association between variables (Creswell, 2014).

The justification of using correlational research design was, to adequately test the hypothesis by
measuring the relationship among the variables. In addition, longitudinal research design,
measured the changes of same variables at different points of time. This was to enable the
researcher to explore reasons for progressive shifts that occurred due to corporate governance
developments over time in Kenya. Therefore, it was important to understand the effects of various
developments in board structure. Over time there may have been developments on corporate

governance on these state owned enterprises in Kenya.

3.4 Population of Study

The population constituted all the thirty-three (33) commercial and manufacturing state owned
enterprises in Kenya based on classification by state corporations’ advisory committee (SCAC)
see appendix Il. The study used census, whereby all the variables of interest were collected from
all the 33 commercial state owned entities. Census was preferred because of reliability and
accuracy, as the variables of interest in this study including; specific firm characteristics, board

structure and audit opinion.
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3.5 Data Collection

The secondary data used that was obtained from audited reports presented by management.
Financial data obtained from audited reports was used to compute earnings manipulation based
accruals using the Modified Jones model. Discretionary accruals as proxy of earnings manipulation
was justifiable because management were likely to use accruals. This because, as they are flexible
and are based on management judgement, therefore can easily be used to manipulate the
accounting data. Further various studies on effectiveness of earnings management detection
models reveal, Jones modified model still remains the most effective detection model for earnings
management (Miko & Kamardin, 2014; Dechow et al.,2012). Further, the financial data obtained
from audited annual reports was used to measure firm characteristics variables including; age of
the firm, size, leverage and liquidity. These variables were believed to moderate on board structure

and audit opinion.

In addition, data on board structure including; board independence, boards size directors, and audit
committee activity was collected from corporate governance statements also published in audited
financial statements. The data collection process involved examining the governance statements
in the annual reports. The number of audit committee meetings held in a particular period
represented the audit committee activity. The board size involved measuring the number of board

members. Whereas, non-executive directors represented the board independence.

Data on audit opinion was collected from audit reports presented to parliament by the office of the
auditor general of Kenya. This is the independent office mandated to audit and report on all public
sector entities in Kenya. The audit opinion was categorized and coded into four unordered

categories based on the possible types of audit opinion including; unqualified opinion zero (0) to
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represent unqualified opinion, one (1) qualified opinion, two (2) adverse opinion and three (3)

disclaimer opinion.

The data was obtained for the periods 2007 to 2016. This period covered was justifiable as it
provided useful information on the influence of progressive developments in boards structure over
the periods and their influence on audit opinion in the commercial state owned enterprises in
Kenya. During these period major developments including; new constitution 2010, development
of performance contracting; development of Mwongozo code of corporate governance. These
developments may have influenced corporate governance in commercial SOEs thus affecting other

variables in this study.

The use of secondary data was justifiable, specifically the use of financial data obtained from
annual reports, used to estimate discretionary accruals. The data from audited financial statements
was reliable as it had been audited by independent auditor making the estimates reliable. Similarly,
the secondary data used to estimate board structure variables from corporate governance
statements thus providing reliable information as the information in governance statements that

has also been verified by independent auditors.

3.6 Operationalization of Research Variables

Operationalization of variables is the process of defining the research Variable with the objective
of measurement as hypothesized. The section explains how the variables in this study are measured
and operationalized including; board structure, earnings management, firm characteristics and

audit opinion.
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3.6.1 Operationalization of Board Structure

The board structure was operationalized by; non-executive directors as proxy for board

independence, number of audit committee meetings, and the size of in particular year. Board size

was measured as the total number of board members in particular period. The audit committee

diligence was estimated by the number of audit committee meetings conducted in a particular

period. This was based on literature from empirical evidence from prior studies (Daghsni et al.,

2016; Khalil & Ozkan ,2016; Ali et al., 2015).

Table 3.2 Operationalization of Board Structure

Measurement Scale Source
Variable Indicator
Board Size Board Size Number of board | Ratio scale Corporate
members governance
statements
audit committee | Audit committee | audit committee | Ratio scale Corporate
meetings diligence meetings governance
statements in
annual reports
Non-executive Board Number of non- | Ratio scale Corporate
directors independence executive governance
directors statements in

annual reports

3.6.2 Operationalization of Audit Opinion

Based on audit standards and empirical evidence from prior studies an audit reports can be

categorized two; modified opinion and unmodified opinion. The modified opinion can be further
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categorized into: qualified opinion, adverse opinion and disclaimer opinion. A number of studies
grouped the audit opinion into only two categories; modified opinion and unmodified opinion
through aggregation of all the modified opinions into one, as this allowed use of binary and logistic
regression when for analysis of the audit opinion (Sutrisno, 2019; lanniello & Galloppo, 2015;
Adiloglu & Vuran, 2017; Sherliza & Sitinorwahida, 2011). However, this study examined all the
three forms of modified audit opinion independently to gain additional insights. This means in
total there were classified into four classes whereby unmodified opinion (=0) qualified opinion
(=1) adverse opinion (=2) disclaimer opinion (=3). Operationalization of audit opinion was
supported by literature from prior studies (lanniello & Galloppo, 2015; Hsiao et al., 2010; Farinha
& Viana 2009). In addition, the use of four categories as opposed to two provided additional
information on the contribution of each form of modified opinion that would have been lost by

aggregation the three forms into one category.
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Table 3.3 Operationalization of Audit Opinion

Measurement Scale Source

Audit Indicator Categorical

Opinion
Unmodified | Quality of financial | Unmodified =(0) | Nominal Audit Reports
opinion information
Qualified i(?#g:m;g:‘):nanmal Qualified (1) Nominal Audit Reports
Adverse Quality of financial Adverse(2) Nominal Audit Reports

information

Disclaimer i?#gllr:%;g:‘):nanC|al Disclaimer (3) Nominal Audit Reports

Source: Author, 2021

3.6.1 Operationalization of Firm characteristics

Firm characteristics variables were operationalized by measuring, liquidity. firm age and size. Firm
size as an indicator of firm performance was operationalized through logarithm of total assets.
Hypothesizing that large firms faced more challenges with the likelihood of encouraging earnings
management (Sutrisno ,2019; Habib, 2013 & Farinha & Fiana, 2009). Firm age was
operationalized using the age since incorporation. Age was considered an important firm
characteristic as an indicator of development of corporate governance structures (Ali et al., 2015).
The ratio of current assets and current liabilities represented the firm liquidity. It acted as an

indicator of financial problems and was hypothesized to encourage earnings management practices

(Caramanis &Spathis, 2006).
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Table 3.4 Operationalization of Firm Characteristics

incorporation.

Measurement Scale Source
Firm Indicator Categorical
Characteristics
Firm Size Moderation logarithm  of total | Ratio Scale Financial
effect assets. statements
Liquidity I\#)diratlon Current assets/Current Ratio Scale thtanmalt
ettec Liabilities. Statements
. Moderation . Ratio Scale Financial
Firm Age Age since
g effect g statements

3.6.2 Operationalization of Earnings Management

Computation of discretionary accruals acted as proxy for earnings manipulation was based on

Modified Jones model (Dechow et al., 1995). Discretionary accruals determined as the dereference

between total accruals and non-discretionary accruals as shown below.

Step 1: Calculate Total Accruals

Where

TACC - the total accruals

CA - changes current assets in time t

CL -changes in current liabilities in time t

CASH-Changes in cash in time t

DCL - Changes in debt in current liabilities in time t

DEP - Amortization and Depreciation in time t

Step 2: Estimate the Jones Model
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TAr: ‘T, T TA._, “5Ta,_,

TACC: Total accruals

TA t-1: Total Assets at the period t-1

A REV: changes in net revenue time t less revenue in time t-1

A REC: Changes in accounts receivables time t less time t-1

PPE: property plant and equipment

ala2a3 parameters estimated using regression

&t The residual or the discretionary accruals

Step 3 Discretionary accruals

In step 3: The discretionary accruals were computed by subtracting non-discretionary accruals

( NDACC) from the total accruals (TACC).

Discretionary accrual (DACC) = Total Accruals (TACC) — Non discretionary accruals (NDCA)

3.7 Diagnostic Tests

Multinomial logistic regression model was to test and predict the connections between the study
variables. This technique was preferred because it was flexible and able to accommodate
categorical variable that has more than two response variables. According to (El-Habil, 2012)
multinomial logistic regression model was a less restrictive model when compared with other
multivariate models. Multinomial logistic regression model techniques did not require fulfilment
of demanding assumptions including normality, homoscedasticity and continuous data.
Tabachnick, Fidell and Osterlind (2001) argued that MLR was robust to violations of normality
assumptions required by other multivariate regression models. In addition, the technique did not
assume a linearity between response and explanatory variables. Diagnostics statistics were also

simple to interpret (Bayaga, 2010).
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Various diagnostic tests were undertaken to tests the aptness of the multinomial regression model.
Multicollinearity tests were performed to check for high correlation assumption between the
independent variables. It was important to test for absence of multicollinearity as presence affected
the consistency of the results (Garsun, 2009). The value inflation factor was the collinearity
statistics that was used to test for multicollinearity whereby as a rule of thumb, a tolerance of 0.1

or less is a cause of concern, this is equivalent to VIF of 10 or more.

The Hausman (1978) specification test determined the independence irrelevant alternative
postulation. The assumption puts a condition that addition or deletion of response categories does
not affect the chance of the remaining outcomes. Excluding one outcome from the model was not
expected to influence the relative risk of the remaining outcomes. This meant that multinomial

regression performed better when the outcomes were not substitutes or were unrelated.

The likelihood test ratio test was performed to evaluate the assumption of independent variable
significance. Likelihood test ratio specification tests was used test the condition that coefficients
associated with explanatory variables were simultaneously equal to zero. Goodness of fit test
evaluated the fit of the model with various outcomes categories. Null hypothesis stating that model
fit was good against the alternative (Goeman & Cessie, 2006). Further, to test for the predictive
accuracy of the model, classification table matrices were used. Fagerland, Hosmer, Bofin (2008)
argued that classification tables were useful matrices to test the predictive success of the

multinomial regression model.
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3.8 Data Analysis

The study analyzed the relationship between the variables using both correlational and longitudinal
approach covering ten years’ period. Quantitative techniques including, correlation analysis and
multinomial logistic regression statistical techniques used to evaluate the relationships. The study
tested board structure and audit opinion. Additionally, the study tested both mediating and

moderating effects of earnings manipulation and firm characteristics.

3.8.1 Multinomial Logistic Regression Model

This is a form of generalized regression model, which is flexible to accommodate categorical data
as a depended variable of different categories and accept multiple explanatory variables (El-habil,
2012). Multinomial logistic regression is a multivariate statistical tool with dichotomous
dependent variable with many predictor variables (Pohar, Blas & Turk, 2004). Multinomial logistic
regression as a statistical tool has become preferred tool used by researchers because of its
flexibility as the technique is less restrictive compared to other regression techniques. Multinomial
logistic regression has to meet normality assumption. In addition, MLR fits well in diverse forms

of distribution (Tabachnick & Fidell, 2007)

3.8.2 Hypothesis to Test Relationship between Board Structure on Audit
Opinion
AO = a + B1 BDsizet B2ACmeeting+ B2perIND +