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ABSTRACT

Earnings management has become the subject for discussion due to its significance in the
operation and management of the companies. The objective of the research was to examine the
determinants of earning management. The study used both descriptive and inferential
computations. The research was undertaken in the period interval of 2016-2021. The secondary
data were obtained to enhance the research findings. Moreover, multicollinearity, autocorrelation
and normality tests were undertaken. The findings indicated R of 0.733 while R Square was
0.537. This posit that all the repressor variables maximized in the study that included executive
compensation, firm size, financial leverage and performance accounted for 53.7% of all the
variables affecting earning management. Therefore 46.3% were the variable excluded in the
study. Moreover, the findings denoted that, a single positive increment in the firm size caused an
increase of earning management by 0.3%, all factor remain constant. Additionally, a unitary
increase in financial leverage translated to a decrease in earning management by 27.9%
whenever all other factors are kept constant. Further to the findings, an increment in performance
by one unit triggered an increment in earning management by 9.6% and while a single unit
increase in the executive compensation triggered an increment in earning management by 1.6
when all factors are kept constant. From 95% confident interval, it is worth stating that firm size
(t=1.128, p=0.260), performance (t=15.383, p=0.000) and executive compensation (t=1.740,
p=0.083) have positive effect on earning management while financial leverage (t=-5.678,
p=0.000) has negative effect on earning management. The research recommended for quality
booking and accountability.



CHAPTER ONE: INTRODUCTION
1.1 Background of the Study
Earning management incorporates the utilization of accounting policies and principle to arrive at
certain objective. The management maximizes the accounting loopholes to generate certain
outcomes (Scott, 2015). EM occurs in cases of the judgmental decisions through reorganization
of transactions leading to adjustments in the financial statements hence influencing the
contractual outcomes that solely rely on accounting information. Furthermore, it misguides the
stakeholders in their decision-making process. Earning management has been attributed to
flexible accounting standards hence providing gaps for the management to expedite fictitious

accounting figures. The deviations from the accuracy to artificially generated numbers is

misleading to the investors and the shareholders (Nyatichi, et al. 2021).

The theory underpropping this study include positive accounting theory, agency theory and
stewardship theory. Watts and Zimmerman (1978) blueprinted the opportunity given to
management in choosing the appropriate accounting method. Positive accounting theory enhance
the management and governance in adopting best accounting methods to enhance transactions.
Jensen and Meckling (1976) advocated for maximization of value to shareholders and
elimination of contradictory and egocentric pursuits. Donaldson and Davis (1989) advocated for
the management of companies resources based on the trust, reputational reinforcement, high
professionalism, aligning personal needs with organizational demands and reciprocity. The
stewards are driven by both intrinsic and extrinsic motivation to safeguard wealth and maximize
value.

Globally, earning management has been center of controversy. The collapse of giant company

such as Worldcom and Enron subjected the EM to various analysis. Hung, Thi and Dung (2020)



explored the effects caused to the firm value by the earning quality. The study indicated that
gearing, growth in sales and book value were negatively associated with earning quality. Aduda,
Chogii and Magutu (2013) opined that board composition was critical in the earning
management. Irakya et al. (2015) earning must be given comprehensive attention to avoid
collapse of industries. Igbal, Zhang and Jebran (2016) posit that management has no association
with the earning management. The research advocated for CEO duality in the companies to

avoid fictitious accounting.

1.1.1 Determinants of Earning Management

Determinants of earning management are factors that enhance the alteration and change of
accounting by the management (Wangururo, 2014). It entails utilization of loopholes to instigate
falsification of accounting to mislead the investors on the accuracy of the financial performance
of the firm. The motivation behind this is to reap big from the contractual agreements (Wangui,
2017). The practice is a window allowing adjustment while at the same time conforming to the
requirements of GAAP (ljeoma, 2014). The severity of EM contradicts accountability and
transparency. Furthermore, it goes against the integrity of financial statement, increase losses and
eliminate the shareholders confidence. In a nutshell, determinants of earning management are

factors that causes the application of specific accounting policies or cessation of application.

The determinants of earning management are very important in digging deeper to accounting
loopholes. The rampant ways of earning management include revenue and expense recognition.
The firms may go further to amend dates in the books of accounts (Mboko, 2014). Furthermore,
cookie jar, smoothing and big bath are critical aggressive method that may sink the business. The

business going concern must not be underestimated. Earning persistence portray the



sustainability of company’s recorded net income. Licerna and Cano (2017) posit that absence of

reliability, relevance and predictability, renders the financial reports invalid.

Nyatich (2021) assessed corporate governance, firm traits and executive compensation in the
determination of earning management. The research was motivated by contrast, mixed and
inconclusive research. Wangui (2017) analyzed earning management verse the return on assets.
The study indicated that quality revenue management was statistically significant and positively
associated with ROA. The study explored asset and liability, and expense management and
opined that all the predictor variables were positive associated with the ROA. Were (2018)
investigated corporate governance and earning management. The study optimized board
independence, board size, ownership and the board activity. The aforementioned study have
utilized divergent variables hence this study uses firm size, leverage and performance.

1.1.2 Earning Management

Earning management include the utilization of accounting principles selectively to achieve
desirable objectives. EM has been utilized in changing reports (Nyatich et al. 2021). The
loopholes in GAAP motivates the management to alter the financial reports. The management
can prioritize method that delay realization of expenses or advancing the recognition of revenues.
The accountants can utilized discretionary traits to apply selective accounting principles suitable
to their designs. The continuity of alteration is a recipe for fraud and misleading financial
information. Scott (2015) opined that earning management is done under the accounting
framework by maximizing on the gaps.

Earning management incorporate legal and sound judgment that strive to attain stable and

expected financial outcomes. Li et al. (2014) stated that EM is concern with the allocation of



resources, efficiency and the value addition driving the company forward. Were (2018) indicated
that decision making process involve management who are driven by internal target, external
demands and result-oriented motivations. The management may engage in smooth and the
window dressing objective for the purpose of bonus and the IPO. Oluch, Namusonge and
Onyango (2015) emphasized that earning management is not good to the quality of financial
reporting. The variance in the application of accounting principles distorts the financial
statement, motivate management to deviate from quality reporting and engage in the

manipulation of financial reports.

Earning management has been measured using different metrics. Many researchers have
operational EM using discretionary accruals that is quantified using model such as Modified
Jones (Nyatich, 2021). Some researchers have utilized Larker and Richardson Model that utilize
the book value as well as the operational cash flows (Bekiris and Doukakis, 2011). Dechow-
Dichew Model was the modified DD was optimized by Peni and Vihamaa (2010). Others have
emphasized on the intercept and lagged returns relating to assets to approximate the returns.

This study incorporates the modified Jones Model for the study.

1.1.3 Earning Management and its Determinants

Earning management and its determinants have postulated some association based on the
previous scholars. Irungu (2010) explored macroeconomics factors influencing EM. These
factors included the inflation and foreign exchange. The research went ahead to expound the
fundamental role of interest rate and the money supply on the EM. Outa (2013) opined that EM

is lubricated by the desires and the concerns. The engine of EM listed include the desired



procedures, compensation to board, capital market rewards, sourcing external contracts and the
incentives among others. The scholars emphasized on the presence of the certain driving force to

encourage the EM.

Musa (2013) stated CEO objectives and the company size were critical in EM. Garane (2017)
stated external motivations, bonus system, performance and the regulatory requirement were the
driving force behind EM. Nyatich (2021) posit that firms’ traits, compensation and the
governance had an upper hand on the EM. Both local and international scholars have given
divergent views on the determinants of EM. This research sought to expound the knowledge by
looking at the CEO Duality, firm size and performance as the main lubricant of earning

management.

1.1.4 Firms Listed at Nairobi Securities Exchange

NSE became fully licensed and registered under society acts in 1954. The capital market
authority is the main regulatory body of NSE. CMA provides guideline on the operation and the
minimum requirement. The guideline includes the publishing of financial information,
governance compositions to blueprint the size and the independence. The firms listed at NSE
have played significant role in the growth of the economy (Ngunjiri, 2017). The virtual platform
has encourage innovation, collaboration and benchmarking. The developed and developing

nation can share great ideas to promote smooth operation.

NSE enhance the mobilization of domestic savings. The main duty is buying, selling and
issuance of shares (NSE, 2022). This is critical in the re-allocation of financial resources as well

as making clients active from being dormant. Moreover, NSE play chief role in the conversion of



long-term investments to liquid. The open trading platform has enhance equity and equality in
company ownership through the purchase of shares. Furthermore, the company can request for
extra funding for development and enlargement. The firms listed at NSE have shaped the
governance of other institutions. Hence, NSE increase the inflow of global capital. Empirically,
CMA (2015) guides the remuneration of the board. Juma (2015) posit that there have continuous
increment of ESOP from 8.2 billion to 8.5billion in the years 2013 and 2014 respectively.
Furthermore, CMA advocates for the voluntary disclosure and publishing of the financial reports.
The firms listed at NSE have experienced significant growth in terms of assets, leverage, size, as
well as the profitability (Chepkwony, 2018). In a nutshell, firms listed at NSE have exhibited

superiority in their performance.

1.2 Research Problem
Earning management has been subject of controversy for the global market. The determinants of

earning management have associated with macroeconomic factors (Irungu, 2010). Outa (2013)
postulated that there are crucial driving forces that enhance EM, which incorporates management
bonuses, capital market rewards, contractual negotiations, and incentives. Yanthan et al. (2019)
posit that earning quality influenced the market value. Earning management has found windows
in the listed firms due to the loopholes in the accounting policies. Big bath, smoothing and
cookie jar among other have been applied in the firm to arrive at the designed objectives. The
alteration of financial statement increases the risk towards operational oblivion.

Kenya context has recorded major misfortunes due to EM. NBK experienced illiquidity due to
the manipulation of financial figures to suit certain desires (Madiavale, 2011). Unga group,
Tuskys, Nakumatt, CMC motors and Dubai Bank have recorded several predicaments associated

with poor quality of financial statement. Meanwhile, Imperial Bank was put under statutory



receivership in 2015, thereafter, it was followed by Chase Bank in 2016. The uproar in the
financial sector motivated forensic accounting and auditing that associated financial crisis with
managements’ fictitious figures. In Chase Bank, the loans to firm’s director was 25% hence
boosting illiquidity. Waweru and Riro (2013) indicated that firm engaging in the manipulations
were mostly the highly leveraged. Wangururo (2014) emphasized on the negative correlation

between board meetings, size and debt to asset verse EM.

Globally, Igbal, Zhang and Jebran (2016) indicated that board size and audit committee
presented an association with the EM. On the other hand, management were not related with EM.
The mass failure of giant firms such as Enron and Worldcom were associated with severity in the
alteration of financial statement (Wicaksana, Yuniash & Handayani, 2017). Jesus and Emma
(2013) indicated a negative association between governance and EM. However, CEO duality
reinforced earning management. Hung, Thi and Dung (2020) stated that earning quality had
significant effect on the value of the firm. Firm size and dividend recorded a positive association.
However, gearing and revenue growth moved in the opposite direction with EM. The study

recommended for quality financial reporting.

Nyatich (2021) analyzed firms’ traits and the compensation are key engine of EM. The findings
states that board size impacted on EM. Moreover, governance influenced EM significantly while
compensation had weak effect on EM. Aduda, Chogii and Magutu (2013) indicated that board
composition were crucial in elimination of alteration of financial figures. Were (2018) posit that

corporate governance influenced EM. Olange and Akenya (2017) postulated that working capital



played significant role in EM. Nyoka (2018) showed that management were negatively related

with EM. Furthermore, age and independence registered weak impact on EM.

Empirically, the review highlight the conceptual gaps. Majority of the study has concentrated on
corporate governance and working capital as the independent variables. Moreover, global studies
done in Indonesian, US and Pakistan among others may not reflect the Kenyan contexts. In
addition, the study have utilized different methods to measure earning management. Nyatich
(2021) utilized Modified Jones Model. Bekiris and Doukakis (2011) used Larker and Richardson
Model while Peni and Vihamaa (2010) concentrated on DD model. The difference in
methodology might have caused controversy in findings. This research explains theoretical gaps
by incorporating positive accounting theory, agency and stewardship theory. In summary, the
study seeks to bridge contextual, conceptual, methodological and theoretical gaps by answering

question: what are the determinants of earning management?

1.3 Research Objective
The objective of the study is to explore the determinants of earning management for firms listed

at NSE in Kenya.

1.4 Value of the Study
Regulators and the government will obtain relevance knowledge to assist in the policy

formulation. The research will guide the government in sealing the accounting loopholes to
eliminate alteration of the financial information. The findings blueprints the need for government
intervention to promote business continuity. CMA and NSE will use the findings in emphasizing

the need for quality financial reporting.



The study increase the prevailing knowledge. The study of leverage, firm size and performance
add knowledge. It also bridge the theoretical, conceptual, methodological and contextual gaps.
The research promotes the importance of stewardship, separation of duties and adherence to

accounting principles. It reinforce in-depth knowledge necessary for smooth operation.

The study is important to scholars and management. The research optimizes it in referencing.
Management uses it in their internal regulations and controls. In addition, the analytical skills can
be used as the building blocks for the future research. The study is an eye-opener on the
prevailing determinants of EM in Kenya. It also gives superior latitudes to relevance, validity,

quality and prudent financial reports.



CHAPTER TWO: LITERATURE REVIEW
2.1 Introduction
This chapter incorporates theories underpropping the study. Furthermore, it illustrates the
determinants which are the cornerstone of the study. The research encapsulates empirical studies
ranging from global, regional to local. The study also summarizes literature while highlighting

the gaps to be bridge. The research utilizes flowchart as schematic representation portraying

association between the regressor and the regressed variable.

2.2 Theoretical Framework
The research utilizes positive accounting theory to highlight appropriate transactional ways. The

study assesses its building blocks and criticism associated. The agency theory is important in
demonstrating the role of executive in pursuing organizational goal to optimize the shareholders’
value. The stewardship theory emphasizes on the paramount role of protecting shareholders

wealth with ill motive of alteration.

2.2.1 Positive Accounting Theory

The theory anchoring this study is positive accounting theory. Watts and Zimmerman (1978)
indicated that organization makes decision based on the accounting principles. The method is
critical in the reporting of earnings. The theory opined that management chooses the best suitable
method that addresses their personal needs. The theory insinuated fundamental presuppositions
including the bonus factors, political expenses as well as the financial leverage. The theory was
formulated to address the controversy and gaps among investors, the shareholders, and other
users verse management but in conjunction with the financial statements.

The criticism on the theory is the failure to provide the accounting solution to the highlighted

problems. The explanation of accounting and prediction are not sufficient. It only gives the

10



freedom of executive in choosing the method that conform to the self-interest and the egocentric
behavior. The opportunistic practice of engaging in EM can easily be eliminated through utmost
accountability, due diligence and effective governance structures. The theory emphasize on the
accounting methods utilize by the management in advancing EM although it fails to blueprint
futuristic accounting policies to guide in the accounting related decision makings. The theory

emphasize the opportunistic nature of the management in enhancing EM.

The theory is valid to leverage, size and performance. The firm is a system with nexus of
contractual associations. Furthermore, accounting method is critical in reporting earnings. The
reporting of financial and accounting performance is spearheaded by the method chosen. The
accounting reports are critical in stipulating financial health of the company. The opportunistic
practice are unwarranted in the situation where shareholders wealth is chief latitude of the
company. The management must optimize accounting methods that provide true and fair picture
of the company without alteration whatsoever. Profitability, size and leverage are crucial areas in

accounting disclosures.

2.2.2 Agency Theory

Agency theory reinforce the research by illustrating the link between the principal and the agent.
Jensen and Meckling (1976) stipulated the agency-principal association. The theory advocated
for the pursuit of principal’s objective by the management. The agency are mandated to
accomplish the task prioritized by the principal. The shareholders being the principal, expect the

maximization of the value in order to have positive and significant return on their investment.

11



The separation of duties and responsibilities must be well documented to guide the management.

The managers should not pursuit their self-centered motives but firm’s goals and objectives.

The criticism is based on the demands for the segregation of duties, monitoring, evaluation and
auditing. The measures are very important in the balance-checking the operations. However, this
practices create more agency cost. The higher the agency cost, the less the wealth to
shareholders. The management should not engage in the activities that prioritize their needs over
the organizational goals. The theory is one-sided by associating all the challenges facing the firm
with the agents. The theory advocate for clear separation of duties and responsibilities to provide

independence.

Empirically, it is relevant in advocating for segregation of duties to evade conflict of interest.
The opportunistic and egocentric practices lead to EM. It postulates the effective and appropriate
mechanisms that reduce agency problem. Monitoring, evaluation and auditing enhances
accountability, integrity and professionalism. The agency problems can emanates from the
performance, leverage or the size of the firm. The efficient mechanism put the firm on track as

expected by the shareholders.

2.2.3 Stewardship Theory

Donaldson and Davis (1989) coined stewardship theory. The theory sought to address wide array
of issues in the economic and socio-political volatility. The theory advocate for professionalism,
accountability and transparency in the management of firms. Sound stewardship is driven by the

effective policies and accounting principles. It incorporates the safeguarding of firms’ resource

12



to enhance continuity of the business to the unforeseeable future. The quality governance and

sound decision making are great pillars towards stewardship.

The drawbacks of stewardship theory is the demand for transactional cost to solve emerging
problems. The absence of auditing and monitoring departments may encourage management to
alter financial statements to suit their needs. It enhance the conflict of interest, hence, governing
board can exploit the shareholders in absence of control mechanisms. The theory promote the
mutual trust without placing mechanisms to mitigate risks. Managers are expected to place
collective and the pro-firms’ objectives first and above their self-interest. The interest of

management and organization must be convergent for the stewardship to progress.

The theory is supreme in this study since it advocate for convergent goals. It gives greatest
latitude to trust and mutual respect. It postulate that low trust increase the transactional and
agency cost. The reward of effective and efficient management is translated to reputation of
management. The achievement of objective is through initial trust disposition. Furthermore, it
coined the importance of responsibility, trust, autonomy and convergent of goals. The
performance and governance of the organization are critical longevity operation of the firm.
Moreover, stewardship theory indicates the importance of building sound business through
honesty and integrity.
2.3 Determinants of Earning Management

The section highlights factors that influence earning management. The fundamental determinants
in this research include firm size, leverage and performance. The three determinants are the

predictor variables of the study.

13



2.3.1 Firm Size

Firm size is critical in the research studies. The scholars have utilized wide array of perspective
to spearhead the firm size which has incorporated total sales and even total assets. The earning
management and firm size remain a major controversial area. Large companies are expected to
have well functional systems. Furthermore, small firms are expected to be struggling to put in

place effective to enhance their operations.

Firm is present an important aspect in the research study. The market size has been useful
method portraying market capitalization. Nalarreason et al (2019) posit that earning management
and firm were inversely associated. The study posit that the greater the size the lower the earning
management and vice versa. Gaffar (2014) on the other hand stipulated a positive association
between firm size and earning management. Nyatich (2021) insinuated a positive association
amid firm size and the Earning management. Therefore, an increase in size caused an increment
in the earning management. The presence of mixed findings demand for more research based in

Kenya.

2.3.2 Leverage

Leverage illustrates the use of debts and equity in financing the operation of the organization.
The financing and sound decision rely on the optimum capital structure to run the operation.
Some financial managers prefer sourcing funds through retaining earnings since it is cheaper.
This is because it does not incorporate transaction and taxation cost. However, some managers
prefer external sourcing to invest in mass projects with immense and positive NPV. Bashir,

Mohamed and Garane (2017) stated the supremacy of financial leverage in credit rating. In

14



addition, the firms undergo credit evaluation before determination of credit suitability. Financial
leverage entails the use of both equity and debts (Wanjohi, 2018). Financial leverage upgrade the
utilization of assets to generate revenues. The managers need to be cautious while borrowing.

The expenses relating to borrowing should be less than the benefits.

The utilization of borrowed funds is advantageous to the firm in reaping much from the
speculative projects. The ability of the firm to remain competitive in the market can be
associated with long term financial leverage emanating from investment in projects with positive
NPV. Borrowed funds can cushion the company in the economic turbulence. Nalarreason et al
(2019) stated that leverage has positive correlation with EM. Nevertheless, Latif and Abdullah
(2015) stipulated that leverage has no effect on EM. Financial leverage reinforce the company to
remain financially stable and fit to maximize the assets to generate revenue. It is critical in
enhancing upfront investments. The payment of dividend is informed by the profitability of the
business. Nonetheless, dividend payment is useful in attracting more investors. Notable, the

findings provided mixed results. Financial leverage is critical and fundamental in the EM.

2.3.3 Performance

The performance of the company is the roadmap demonstrating the financial soundness. The
metric to gauge the maximization of wealth of organization is performance. The businesses use
different parameters to measure performance. ROA and ROE are crucial indicators among others
such as sales and net income. The financial performance has been critical in the study. Goel

(2017) opined that profitability moderated earning management.
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There are minimal studies regarding performance and EM. The analysis highly performing and
lowly performance in comparative with earning management is an eye-opener. Mostafa (2019)
indicated that low-performing firms were notorious in alteration and manipulation of financial

reports. Highly-performing recorded minimal EM in their undertakings.

2.3.4 Executive Compensation

The executive compensation refers to the payment to the management in form of salaries, bonus
and other related compensation (Were, 2017). Moreover, the remuneration include the perks,
incentives and the insurance covers. The capital market authority stipulated the executive
authority (CMA, 2015). Yatich, Iraya, Njihia and Mirie (2021) opined that managers

compensation include the package, perks, incentives, and other benefits.

The board are motivated to upgrade their compensation to reach optimum level where they can
earns bonuses periodically. Larker & Tayan (2016) opined that corporate governance can
influence their pay. Executive compensation is the amount payable to top management team in
exchange for the service rendered. The benefits can either be monetary or non-monetary. In a
nutshell, shares, salaries, binding, contractual agreements, bonus and other stock base

compensation amounts to executive compensation.

2.4 Empirical Reviews

Bashir, Mohamed and Garane (2017) explored the EM. The research focal point was associated
chain firms in the Nairobi County. The study attempted to expound on the private and public

firms. The data collected was from both primary and secondary sources. The research utilized
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multivariate regression model to provide a conclusive finding. The findings stated that
contracting motivation as well as firm performance had positive though insignificant association

with the EM.

Were (2018) analyzed corporate governance and the EM. The research concentrated on the 64
firms quoted at NSE. The study illuminated board independence and size. In addition, the scholar
exploited ownership concentration as well as board meetings to explain the EM. The mediating
variable was the firm size. The outcome stated negative association with the EM from board
independence and board activity. Nevertheless, board size and the ownership concentration

registered a neutral association.

Olowonoyi and Ojinike (2010) assessed determinants of stock returns. The study was done in a
developing country of Nigeria. The scholar scrutinized 170 publicly registered firms. The data
collected ranged from year 2000-2010. Panel data were computed and summarized using
descriptive statistics. The findings posit that firm was positive linked to stock returns. The study

recommended the use accounting methods that enhance integrity of financial reports.

Wangui (2017) studied EM and the financial performance. The study was built on the non-
financial firms operational in the Nairobi City. The key areas under scrutiny included; revenue of
management and the expenses. Moreover, the scholars analyzed asset-liability management. The
research optimized primary data in conjunction with secondary data. Descriptive and inferential

statistics appraised in the study. The research used stratified sampling and computed data
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empirically using SPSS. The finding poised that revenue management enhanced profitability.

Notably, asset-liability management and expense management increased profitability.

Wanjohi (2021) assessed working capital and EM. The research scrutinized 230 manufacturing
firms in Kenya. The explanatory variables included; current ratio, leverage and company size.
The study period spanned from 2016-2020. The scholar optimized secondary data while
approaching the study with the descriptive cross-sectional method. Empirically, multiple
regression was useful in demonstrating association. The data computation used SPSS. The
outcome summarized positive and significant association relating to EM verse leverage and

company size. Current ratio recorded insignificant association.

Arif (2020) analyzed earning quality verse the value of the market. The research spanned from
2009-2019 relating to 40 companies quoted at the NSE. The research used simple random
sampling method to identify the firms. Descriptive statistics reinforced correlation analysis in the
research. Furthermore, multiple regression was optimized to postulate association. The outcomes
emphasized that market value and firm size registered weak positive correlation with EQ.

Financial leverage recorded significant positive correlation.

Rekesten and Kristiansen (2011) explored the EM in Norway. The study focused on the
determinants of dividend payout. The study sampled about 1.5 Million private limited firms. The
research were built on primary data collection via interviews. Moreover, questionnaires were
incorporated to create more insight to the study. The findings showed that EM is significant in

the reduction of minimal losses in the financial statements.
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Kerstein and Rai (2007) looked at 31, 894 data that incorporated years from 1982-2001. The
study was determine to realize the association between accreditation and WC management. The
firms was subdivided into four distinct groups; the first group had positive adjustment in
revenues. The second group recorded negative adjust but in small earnings. The third group had
positive changes in big earning and the last one posted negative changes in great earnings.
However, the study utilized income variation to represent EM. The study did not give conclusive

and comparative findings.

Li et al (2014) assessed WC and discretionary assets. The research optimized longitudinal
technique to illuminate association. The correlation techniques enhanced determination of
association between WC and discretionary assets. Research data classified into four distinct
traits. The findings demonstrated a positive association between working capital management
verse the quartile business that are greater than other quartile firms. The research did not
provided conclusive position on the working capital management and the earning management.
It presupposed that companies possessing strong working capital grew faster than their

competitors due to cash flow retained.

Jesus and Emma (2013) investigated association between corporate governance and EM. The
study was done in Latin America. The study countries in question combined; Argentina, Brazil,
Chile as well as Mexico. The research period spanned from 2006-2009. The data was sourced
from 435 firms after making 17400 observations. Descriptive analysis and regression were

combined to reach key findings. Moreover, time series and cross-sectional analysis were done.
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The metric used to measure EM was Modified Jones Model. The findings indicated that
ownership concentration, institutional investors, and board independence as well as board

meeting had negative correlation with earning management.

2.5 Conceptual Framework
Conceptual Framework is schematic representation highlighting the association in a snapshot.

The flowchart has explanatory and explained variable. It enhance the understanding and greater
insight. Conceptual framework summarizes brief account of the prevailing variables under

investigation.
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Independent Variable Dependent variable

Determinants

Firm Size >
Leverage — 7%
Earning
Management

Performance >
Executive
Compensation '

Figure 2.1: Conceptual Model Source: Researcher: 2022

2.6 Summary of Literature Review and Research Gaps
Aduda and Ongoro (2021) scrutinized WCM and EM. The research was informed by the link

between the operational capital and EM. The study was motivated to bridge the knowledge gaps.
Furthermore, the controversial and contradictory findings surrounding the previous studies
encouraged more investigation. The study was supported by the need to have local research to
blueprint or discredit the preceding findings. From the global studies analyzed, it identified
contextual and methodological gaps. The local studies have indicated conceptual,
methodological and theoretical gaps. Moreover, mixed findings spanning from positive, negative

to neutral association encourage further exploitation of determinants of earning management.
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Moreover, the existence of wide array of discrepancy based on concept, context, methodology
and the theoretical foundation. The majority of the research have looked at working capital Li et
al. (2014), Market value by Arif (2021), corporate governance by Nyatich (2021) and financial
performance by Wangui (2017). The idea driving the preceding studies different from the
prevailing research. Furthermore, global studies showed a different set-up, therefore, mandating
the local study. In addition the different methodological and theories used motivate more studies

on the determinants of EM.
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CHAPTER THREE: RESEARCH METHODOLOGY

3.1 Introduction

The chapter presents the research design useful to the research. Furthermore, it provide
comprehensive statement on the population. Moreover, it highlighted data collection and the
type. In addition, it discussed data analysis method and its empirical model. Notably, diagnostic

and significance studies were evaluated.

3.2 Research Design
Research design represents the layout that enhance the accomplishment of the objective in the

investigation studies (Creswell, 2017). Bryman and Bell (2007) opines that design is the
structure providing the roadmap in the implementation of research and preceding analysis. The
layout appraises generation of binding evidence suitable to specific criteria and conform to
research question. The study maximizes descriptive survey design to enhance comprehensive
illustration of earning management verse the predictor variables such as firm size, leverage and

performance.

3.3 Population
Population entails all the objects, individuals or elements that exhibit similarity in their traits.

The study strived to assess all the 65 firms quoted at the NSE as at 31% December 2021. The
chosen population represents a census and gives accurate accounts for generalizations.
Population is aggregate items under the investigation. The published financial report having
complete data for the firm size, leverage and the performance. Kothari (2004) indicates that

population plays integral role in the study.
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3.4 Data Collection

The panel data was crucial for the research. The secondary data was sourced from published and
audited reports. The study source the data already documented to make meaningful findings. The
study period relates to 2016-2021. Data collection is the garnering and gathering raw data from
divergent source for objective quantification and analysis (Creswell, 2017). To create insight and
deep knowledge, the study assess firm size, leverage and performance. The data was sufficient

for juxtaposition, presentation, inferences, description and interpretation.

3.5 Data Analysis
The data garnered was subjected to a thorough and comprehensive process. It entailed cross-

checking to enhance accuracy, validity and relevance of the data. Furthermore, the data was
edited, reviewed, coded and analyzed via SPSS. The multiple regression was crucial in creation
of the association amid earning management verse firm size, leverage and performance.

Descriptive analysis, tabulation and graphs aid the presentation and interpretation of the research.

3.5.1 Diagnostic Test

The analysis were undertaken to give greater knowledge concerning the magnitude and direction.
Moreover, under multicollinearity the researcher used Durbin Watson while normality optimizes
VIF and autocorrelation used Kolmogorov-Smirnova. It summarizes the type of association
relating to the variables. Normality test is critical in the elaboration of data distribution pattern.
Moreover, it gives greater latitude to the effect on the P-Value. Autocorrelation is supreme in the
narration of lagged, randomness in even the past influence and design. The researcher can

upgrade the model fit by capturing the structure and data. Multicollinearity presents the inter-
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relation between the predictor variables. The presence of inter-association leads to elimination of

highly associated regressor variable.

3.5.2 Analytical Model
The multiple regression was useful in illustrating the association. The model highlights the
association that combines all the variables. It links the variables by blueprinting the line of best
in the approximation. Resnik (2003) stated the supreme role of linearity nature in defining
association.
Y=00+B1X1+P2Xo+PaXa+ €
Whereby:
Y= Earning management (Modified Jones Model)

ao=Y intercept of the regression (constant variable)

X1=Firm Size (Natural log of total assets)

Xo=Financial Leverage (Debt/Equity)

Xs= Performance (ROA)

Xa= Executive Compensation (N