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EDITOR'S NOTE

One of the statutory responsibilities of the Institute of Chartered Accountants of Nigeria is to
determine the standards of knowledge and skill to be attained by persons seeking to become
members of the accountancy profession and to raise those standards from time to time as
circumstances may permit. At the heart of this mandate are environmental scanning and
information gathering through scientific processes, on developments that can impact the practice of
accountancy and financial reporting. It is in pursuance of this that the Institute encourages and
financially supports commissioned and doctoral research efforts not only of its members in
academia, industry and practice but also of others with research interest in accounting and allied
areas. This is aimed at pushing existing accounting practices to new heights. Professional
accountants operate in a knowledge-driven environment hence investment in research is very
important. The output of these scholarly works often assists the Institute to review processes for
the development, issuance and/or re-issuance of standards and practice statements such that their
relevance is sustained.
Furthermore, the governing Council of the Institute, encouraged by the growing number of
professional accountants in academics, conceived the idea of an annual academic conference to
bring together members in academia and corporate world for exchange of ideas, knowledge and
information, a development aimed at helping to bridge the gap between the 'town' and 'gown'. As
knowledge has become the most important asset of most organisations and even nations,
interaction between industry and centres of academic learning will enrich the quality of business
information and no doubt enhance the growth and prosperity of corporate entities. For such
knowledge and information to be useful for their purpose, they must be reliable, objective, credible,
timely and appropriately disseminated. This is therefore the basis for the decision of the council to
publish in conference special editions of the ICAN Journal of Accounting and Finance (IJAF), high
quality research emanating from the academic conference and which has undergone extensive
review by top academics in Accounting, Finance and Business disciplines, in universities in Nigeria
and abroad.
I am delighted to introduce to readers, this publication, the second volume of the special editions
which is the outcome of the 3rd Annual Academic Conference held in April 2017. Its content,
covering various sub themes of the conference theme including Ethics, Finance, Audit,
Management Accounting and Corporate Reporting demonstrate clear contributions to knowledge in
accounting and allied fields. I trust that readers will find them informative enough to encourage
them to attend subsequent Accounting Academic Conferences of the Institute.
I commend the governing Council of the Institute for the initiative to hold the academic conference
and the sustained interest in accounting research; and the members of the Institute in the
academia for taking up these opportunities to contribute to the expansion of the body of knowledge
in the various segments of the Accountancy profession and business generally. This publication is
highly recommended to all academics, professionals and business decision makers.
Ben Ukaegbu (PhD, FCMA, FCIS, FCTI, FHEA, CPA {Aust}, ACA)
Deputy Registrar, Technical & Education /Managing Editor
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(Established by the Act of Parliament No. 15 of 1965)
Plot 16, Idowu Taylor, Victoria Island, Lagos
Tel: 234 01-7642294, 7642295
Fax: 234 01 2617491
Website: www.ican.org.ng
CALL FOR ARTICLES
(Academic and Professional Researchers)
The Institute of Chartered Accountants of Nigeria (ICAN) is a professional body of accountants established
by the Act of Parliament No. 15 of 1965 to amongst other things, determine the level of knowledge and skills
one should possess in order to practice as an Accountant and to raise such standards from time to time.
iiiiiiii
As part of initiative towards strengthening relationship with its members and tertiary institutions across the
country and beyond as well as other professionals who are interested in accountancy research works, the
Institute of Chartered Accountants of Nigeria publishes an academic research journal titled: ICAN Journal
of Accounting & Finance
THE PUBLICATION
This research journal was conceived with a view to creating avenue for members of the Institute in
academia and others in practice who are interested in research work, the result of which will be published
and added to the compendium of research works that contribute to knowledge development and provide
technical information and new developments in the field of accounting, finance, business and other related
areas. The institute is using this medium to call for articles for publication in the journal from Professors,
Deans of Faculties, Heads of Departments, Lecturers, independent academic researchers, students and
professionals generally.
ARTICLE FORMAT
All articles to be submitted for publication in the ICAN Journal of Accounting & Finance (IJAF) should
comply with the following format and Instructions:
(i)
(ii)
(iii)
(iv)
(v)

Articles must be well researched on contemporary issues in the field of Accounting, Finance,
Business and Taxation;
All articles should be typed on an A4 paper in not more than 25 pages using 12 points font size Arial
Narrow type with double spacing;
The title page should include the title and author's contact information affiliation;
The second page should include the title and abstract of not more than 300 words to capture
the main objective, methodology, findings,/contribution to knowledge and recommendation(s) of
the articles; and
The text reference should be author/date (year) type (e.g. Ajayi (2006)); the reference list should
follow the APA style, 6th edition.
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and
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Department of Accountancy, School of Management & Business Studies,
Yaba College of Technology, Yaba – Lagos.
.
Abstract
Acts of greed and financial fraud are annihilatory albatrosses that have been dragging down efforts of
government to improve lives of citizens through efficiency, economy and effective utilization of public
funds. The public sector of any country is critical to her development, but managers of this sector are
enmeshed in fraud and other fraudulent practices. This paper, therefore, attempted to evaluate the
application of forensic accounting skills to the management of public funds in Lagos and Ogun states.
The study, based on public interest theoretical framework adopted a survey design to administer 120
copies of research instruments among the financial literate public servants in Lagos and Ogun states.
The data collected were presented in tables and analyzed using chi-square techniques. The result of
the analysis showed that forensic accounting regime is necessary for ensuring effective accountability
regime which tends to ensure judicious management of public fund for national economic progress. It
also revealed that forensic accounting services will engender timely adjudication of culpable public
officers. It, therefore, concluded that the application of forensic accounting to the management of
public fund is important and recommended that government should take necessary steps to ensure its
inclusion in financial regulations / constitution. A provision that Heads of MDAs must produce a certified
forensic report of a preceding year during presentation of annual budget estimates, would go a long
way in dealing with fraud in public financial management in Nigeria.
Keywords: Forensic Accounting, Fund Management, Public Fund, Public Officers.
Introduction
Headline revelations of widespread fraud perpetrated in Nigerian public sector drew attention to the
roles of professionals in the sector. An example is the allegation by Auditor-General for the Federation
that Mr Steve Oronsaye, the former Head of Service of the Federation perpetrated fraud amounting to
N123billion between 2009 and 2010 (Premiumtimes, September 15, 2014). Also, Kasum (2009), and
Okoye and Akamobi (2009), had all in their separate studies acknowledged the increasing incidents of
fraud and fraudulent activities in Nigeria especially in the public sectors (Abdullahi & Mansor, 2015).
They emphasized that financial fraud is gradually becoming a way of life. Afma (2013) in Abdullahi and
Mansor (2015) also opined that the level of Nigerian fraud has reached the extent that 65% of the
Nigeria revenue goes to only 20% of the Nigerian population whereas the remaining 35% of the
revenue goes to 80% of the Nigeria population. Furthermore, the Chairman of the Presidential
Advisory Committee Against Corruption, Professor Itse Sagay (SAN) said the recklessness with which
public officers spend public fund was insensitive (Akasike, Adetayo & Onuba, 2017). He expatiated
further that while Nigerians justifiably criticized the National Assembly for buying cars of over
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N30million each for lawmakers recently in spite of recession, the NDDC, which is the other name for
uncompleted projects did a similar thing recently by buying over 70 cars. Of those, about eight of them
are Super Lexus Jeep, costing N78million each and about ten are Land Cruisers costing N63million
each. This money was taken from fund for infrastructure, water, housing, hospital, school among
others without conscience, recklessly, without a thought for the wretched people of the Niger Delta.
Corrupt practices such as misappropriation of public fund and embezzlement tend to indicate weak
public accountability. In fact, Ibietan (2013) stated that corruption heightens wherever systems for
ensuring effective accountability are weak. Despite the existence of Internal Audit Departments as well
as enactment of financial regulations and establishment of regulators such as Economic and Financial
Crimes Commission (EFCC), government is yet to secure compliance accountability in the
management of fund in the sector. Furthermore, Ibietan (2013) revealed that various reports (apart
from the foregoing) in the media (print, broadcast and social networks) attest to the fact that corruption
has attained a mega status in Nigeria with high level sophistication in its modus operandi, especially
during the current democratic dispensation and that it is plausible to argue that the theatres of
corruption permeate the Nigerian federal structure from federal government to the local government
and their bureaucracies. Otusanya (2011) argued that professional accountants and financial
intermediaries are the facilitators of such antisocial practices such as tax evasion, tax avoidance and
corruption, despite having ethical codes of practice and despite claiming to be acting in the public
interest. Frauds are acts of dishonesty, deceit, falsifications and manipulations perpetrated to gain
either monetary and, or non-monetary benefits (Dada & Owolabi, 2013). According to Vasiu and Vasiu
(2004) in Abdullahi and Mansor (2015), fraud usually occur when the fraudster deliberately
communicates or present false statements to the victim with the prime intention of enjoying illegal
advantages of the property or something of value. The public sector of every nation is critical to its
national development.
Through its Ministries, Departments and Agencies (MDA), government puts in place policies,
programmes and services that help galvanize development; engender economic progress and
increase trust and connection between the managers of the MDAs and the people. In Nigeria, the
public sector has become an epitome of all that is corrupt, mediocre and fraudulent. Self-preservation
is preferred to national interest and the leadership crisis prevalent at all levels of decision-making has
further deepened the imbroglio (Imhomo & Ugochukwu, 2013). Recently in Nigeria, security agencies
discovered a behemoth stack of foreign currencies in a fireproof bunker which belonged to one man. A
fleet of brand new exotic vehicles tucked out in the bushes was also dug up belonging to another. Both
men were former holders of public offices of trust (Ojo, 2017). Indeed, some public officials in Nigeria
are alleged to have stashed public funds in their foreign accounts. As observed by Igwe (2010), in
Nigeria, the post-independence elite initially invested their new-found wealth domestically only to see
those assets appropriated by incoming administrations. The likes of Sani Abacha who sent an
estimated four billion dollars abroad were careful not to repeat the mistake. The thinking is always: I am
certain to be probed once I leave power, so I had better put everything abroad (Ebegbulem, 2012).
Amake and Ikhatua (2016) opined that recently, Nigerian's public sector have realized that fraud,
corruption and money laundering were becoming the greatest challenge and major hindrance to
national development and decided to introduce forensic accounting to detect, reduce and prevent
fraud. Modugu and Anyaduba (2013) therefore recommended that the government should stimulate
interest in forensic accounting for monitoring and investigation of suspected corruption cases. They
described forensic accounting as a discipline that has its own models and methodologies of
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investigative procedures that search for assurance, attestation and advisory perspective to produce
legal evidence.
In view of the foregoing, this paper, aims to examine the relevance of forensic accounting in the
management of public fund in Lagos state and Ogun state.
Review of Literature
This section deals with review of literatures relevant to the study.
Public fund in Nigeria
Public funds are categorized into three namely; Government Fund, Proprietary Fund and
Fiduciary Fund
(a)

Government fund
Government fund represents fund used for accounting for government resources that
were derived from taxation and revenue generation. In Nigeria, government fund
comprises Federation Account, Consolidated Revenue Fund (CRF), Development Fund
and Contingency Fund.

(i)

Federation Account
This account is established by section 162(1) of the 1999 Constitution of Federal
Republic of Nigeria. It is the account into which all federally collected revenues are paid
with the exception of revenue arising from the personal income tax of the
residents of the Federal Capital Territory (FCT), personnel of the Armed Forces, Police
and Ministry of External Affairs. Examples of such revenues include revenue from Crude
oil sales, Petroleum Profit tax, custom duties, and companies' income tax; value added
tax, royalties and other independent revenue of the government. On the other hand,
charges to the account comprise Joint Venture Cash calls, NNPC priority project fund,
External debt service allocation and Transfer to reserve fund among others. Moreover,
the balance of Federation Account is usually distributed among different tiers of
governments in the Federation (Omolehinwa, 2005).

(ii) Consolidated Revenue Fund
Consolidated Revenue Fund (CRF) is established by Section 80 of the 1999 Constitution
of the Federal Republic of Nigeria. Omolehinwa and Naiyeju (2011) reported that it is the
fund into which share of the Federal Government revenue from the Federation Account is
paid. They posited that other revenues or other moneys raised or received by the Federal
Government apart from the ones payable under the 1999 constitution or any Act of the
National Assembly into any other public fund of the federation established for a specific
purpose are also paid into it.
(iii) Development Fund
This is the fund created for financing capital projects in the country. Adelaja (2004)
explained that all receipts and transfers for capital projects are credited to this fund while
capital expenditure is debited. Apart from transfer from the Federation account, he cited
internal loans, external loans and external grants as other sources of revenue to the fund.
Adams (2014) documented that development fund was established by the constitution of
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the Federal Republic of Nigeria 1999, the Finance (Control and Management) Act of 1958
and the Audit Ordinance of 1956, which stipulates that there shall be established the
Development Fund for the purpose of capital development projects.
(iv) Contingency Fund
This is a fund meant for unforeseen expenditure or for anticipated expenditure of
uncertain amount such as natural disaster and insurgencies in any part of the
country.
Adams (2014) reported that contingency fund is set aside to provide for unforeseen
contingency such as disaster flood, erosion and bomb blast.
(b)

Proprietary fund
According to Adelaja (2004), proprietary fund is used to account for commercial
activities of government that are expected to generate sufficient returns so as to cover
capital outlay as well as record surplus. An example of the proprietary fund is fund given to
MDAs such as Nigerian Television Authority.

(c)

Fiduciary fund
This class of fund is held and managed by the government as a trustee. According
to Adams (2014), it is a Trust Fund established to hold resources in which the
government is seen as a trustee and the proceeds will be utilized in accordance with the
trust deed. He cited Petroleum Trust Fund, Family Support Trust Fund, Nigerian Social
Insurance Trust Fund and Pension Fund. Moreover, Adelaja (2004) opined that the funds
are built up from donations from public spirited individuals and organizations.

For accountability and transparency, the operations of the funds are rooted in the 1999 Constitution of
the Federal Republic of Nigeria and number of legal instruments such as Public Procurement Act 2006,
Due process and Contract Certification 2007, Investment and Securities Act 2007, and Financial
Reporting Council of Nigeria Act 2011. These constitute the bedrock upon which the Public sector
accounting manuals, Treasury Circulars, Financial Instructions and regulations are founded.
In Nigeria, public sectors, according to Adams refers to all organizations that are not privately
established and operated but which are owned and managed by the government on behalf of the
public. These consist of Ministries, Departments and Agencies(MDAs) established and controlled by
the government to ensure creation of enabling environment for the private sector to thrive and as well
provide essential goods and services to the citizenry at no cost or at subsidized rate. Having
established that the Public Sector was set up to provide goods and services to the citizenry at no cost
to the citizenry or at subsidized rate, its accounting system will be different from private sector
organizations which are established to produce goods and services with a view of making profit.
Omolehinwa (2005) documented that the focus of accounting in Government is on the determination of
how much money was received and the sources of such receipts, how much money was spent and for
what purposes and what remains after meeting the financial obligations. He posited that government
accounting is, therefore, more concerned with information gathering that will enable government to
prepare Receipts and Payments accounts as it is the case with clubs and societies rather than the
profits and loss account of a private sector business. And that this point is reinforced by the fact that the
Accountant-General of the Federation is referred to as the “Chief Accounting Officer of the receipts and
payments of the Government of the Federation” (p.50).
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From the foregoing, it is can be deduced that accounting practice in the public sector is to enable
government to prepare receipt and payment accounts on actual cash received and cash
disbursements within a fiscal year. Therefore, public sector accounting practice is based on fund
accounting method. Indeed, it is sad that frauds of different degrees and forms are prevalent in various
public organizations despite several policies and financial regulations made by government. Fasua
and Osifo (2016) opined that public officers and politicians have been found to be unaccountable and
to lack transparency. They disclosed that some perpetrators of fraud have been taken to court while
some cases remain unresolved. They cited the cases of Alhaji Maina who appropriated billions of naira
worth of pension funds of the Nigeria Civil Service. And that Nigeria's parliament has discussed a
report which revealed that $6bn was defrauded from the fuel subsidy. They espoused that the list of
corruption and fraud is endless leading to degrading of our national reputation and representation in
foreign nations. For instance, in 2015 the Transpaency International ranked Nigeria as the 27th most
corrupt, having been placed at 136 out of 175 countries (Akanni, 2015 cited in Uguru 2016). Other
fraud cases involving public sector include House of Representatives report tainted by Farouk Lawan
bribery set up of N4.123bn naira fraud; a damning report by the Office of the Auditor-General for the
federation indicted a former Head of Civil Service of the Federation, Mr Steve Oronsaye, over an
alleged N123billion fraud perpetrated during his tenure, between 2009 and 2010 (The Punch, 2015).
Some of the fraud schemes were perpetrated through procurement and sales of goods such as
inflating the value of inventory and creating fictitious inventories and misappropriation of assets.
According to the Institute of Chartered Accountants of Nigeria (2013), the misappropriation of assets
can be accomplished in a variety of ways including ICAN (2013):
1.
2.
3.

Stealing physical assets or intellectual property. For example, stealing inventory for personal
use or for sale.
Causing an entity to pay for goods and services not received. For example, a payment to
fictitious vendors, kickbacks paid by vendors to the entity's purchasing agents in return for
inflating prices, and payments to fictitious employees.
Using an entity's assets for personal use such as using the entity's assets as collateral for a
personal loan or a loan to a related party.

In the light of failures of numerous enactments and policies, this paper is an attempt to seek better
approach to accounting for public funds in Nigeria.
Forensic Accounting
With an upsurge in financial accounting fraud in the global economy, forensic accounting has become
an emerging topic of great importance for academic research and industries (Modubu & Anyaduba,
2013). Crumbley (2003) defined forensic accounting as the application of laws of nature to the laws of
man. Also, he described forensic scientist as examiners and interpreters of evidence and facts in legal
case that also offers expert opinion regarding their findings in court of law.
Forensic accountants are trained to look beyond mere numbers and deal with business realities of
situations (Bhasin, 2007 cited in Amake & Ikhatua, 2016). Gbegi and Adebisi (2015) reported that
public sector fraud had quickly increased over the years and could be attributed to weak anti-fraud
policy, low level of risk management system, low management integrity, weak internal control,
inadequate application of fraud prevention methods and software. They maintained that in view of the
gravity of fraud in our system, management of various organizations have employed different
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measures blowing red flags with internal control as the most frequently suggested measure yet fraud
has continued in upward trend. Sabo (2003) in Gbegi and Adebisi (2015) noted some techniques
already adopted in Nigeria to mitigate fraud as enactment of financial laws and regulations,
administration of justice to fraudsters by courts and tribunals which he said are all to no avail.
Nevertheless he suggested, among others, strong and functioning accounting internal control and
audit systems, manned by competent and morally upright staff, improving the standard of living of the
general population and empowering them economically as mitigating measures. Cutis (2008) as cited
in Amaka and Ikhatua (2016) argued that fraud can be subjected to forensic accounting since fraud
encompasses the acquisition of property or misrepresentation or concealment. They also cited Okafor
(2004) who noted that fraud is a forensic term and embraces all multifarious means which human
ingenuity can devise which can resort to one individual getting advantage over another in false
representation. Modugu and Anyaduba (2013) perceived that forensic accounting evolved in response
to certain emerging fraud related cases such as Enron and WorldCom scandals. They opined that
forensic accounting is the new branch of accounting which has the sole aim of unearthing fraudulent
activities within and outside an organization so far as the third party's action is in any way reflective on
the activities of that organization. Kasum (2007) also noted that forensic accounting is an offshoot of
the general professional accounting and is affiliated to professional accounting institutes. In presenting
the historical perspective of forensic accounting he cited Joshi (2003) who ascribed the origination of
forensic accounting to Kutilya, the first economist to openly recognize the need for the forensic
accountant whom he said, mentioned 40 ways of embezzlement centuries ago, but further stated that
the term “forensic accounting” was coined by Peloubet in 1946. Kasum also reported that Crumbley
(2001) buttressed same when he stated that a form of forensic accounting can be traced back to an
1817 court decision. He stated also that a “young Scottish accountant issued a circular advertising his
expertise in arbitration support in 1824” but that Peloubet was probably the first to publish the phrase
forensic accounting.
Crumbley (2003) in Hossain and Tanim (2016) noted that stated that forensic accountants were used at
that time to investigate deceptive activity by the arbiters, courts and counsels. Investigation of fraud
and corruption is thus, confirmed not to be new, even in Nigeria. It is only gaining prominence because
of the growing wave of the crime under the seemingly new nomenclature the last five years (Coenen
2005). Forensic accounting, also called investigative accounting or fraud audit, is a merger of forensic
science and accounting.”
Moreover, experts at the roundtable on the role of forensic and investigative accounting organized by
Nigerian Institute of Advanced Legal Studies observed that forensic accounting provides the
accounting analysis that is suitable to the court which will form the basis for discussion, debate and
ultimately dispute resolution by focusing on both the evidence of economic transactions and reporting
as contained within the accounting system of an organisation, and the legal framework which allows
such evidence to be suitable for the purposes of establishing accountability or valuation or both.
Furthermore, the roundtable maintained that experience in forensic accounting engagements enables
the forensic accountant to offer suggestions as to internal controls that owners could implement to
reduce the likelihood of fraud, thus providing some sort of defensive mechanism. This way, forensic
accounting helps organizations and countries to develop policies and procedures directed towards
preventing fraud and criminality. Scholars such as Okoye and Akamobi (2009) Owojori and Asaolu
(2009), Izedomi and Mgbame (2011), and Kasum (2009) had all acknowledged in their separate works,
the increasing incidence of fraud and fraudulent activities in Nigeria and these studies have argued that
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in Nigeria, financial fraud is gradually becoming a normal way of life. As Kasum (2009) noted, the
perpetration of financial irregularities is becoming the specialty of both private and public sector in
Nigeria as individual perpetrates fraud and corrupt practice according to the capacity of their office.
The failure of internal auditing system of the organization in identifying the accounting frauds has led to
the use of specialized procedures to detect financial accounting fraud, collectively known as forensic
accounting (Sharma & Panigrahi 2012 cited in Modubu & Anyaduba, 2013). Consequently, they
reported Bhasin's (2007) opinion that there is a general expectation that forensic accounting may be
able to stem the tide of financial malfeasance witnessed in most sectors of the Nigerian economy due
to its objectives which comprises: assessment of damages caused by an auditor's negligence, fact
finding to see whether an embezzlement has taken place, in what amount, and whether criminal
proceedings are to be initiated; collection of evidence in a criminal proceedings: and computation of
asset values in a divorce proceedings. Conceptually, forensic accounting is a branch of accounting
equipped with techniques for accumulating data admissible as evidence for prosecution in courts of
law. It is the use of accounting, auditing and investigative skills to investigate fraud or embezzlement
and to analyze financial information for use in legal proceedings (Hossain & Tanim, 2016).
Theoretical Review
This section is concerned with a review of general system theory and public interest theory.
1.

The General systems theory: This theory suggests that an organization is best viewed from the
perspective of an open system because of its constant interaction with the environment, and
provides a number of interesting propositions that explain the elements and prerequisites of an
effective management control system (Duke & Kankpang, 2012). An open system is a system
that regularly exchanges feedback with its external environment. The implication of this is that the
design of an organization's management control systems, of which fund and accounting controls
is a major component, should be in accordance with the enabling acts establishing the ministry,
department or agency. Indeed, such enabling acts should derive their power from the Nigerian
constitution. The general system theory is relevant to this study because public fund are to be
organized and managed base on the provisions of the Nigerian constitution and in the interest of
all MDAs. Likewise, MDAs are to ensure that fund control implemented in their organizations is
rooted in the national constitution.

2.

Public Interest theory: According to Dellaportas and Davenport (2007) in Adeyemi and Fagbemi
(2011), public interest is defined as “the collective wellbeing of people and institutions the
profession serves and to protect the economic interest of third parties by facilitating an efficient
economic decision making process through the provision of relevant and reliable economic data”.
Hertog (2010) opined that the concept of Public Interest is indispensable to a modern democracy,
which presumes that public policy is to be undertaken in the interests of the entire community (or
at least a substantial majority), not one section of that community. (IFAC, 2012) documented that
Arthur C. Pigou advanced the concept of the public interest by linking it to the role of government
regulation that is designed to correct inefficiencies and inequities in the marketplace.
Consequently, public fund is to be appropriated in the interest of the citizenry.

Theoretical Framework
From the review of general system and public interest theories above, the public interest theory is
hereby adopted for this study. This is relevant because public interest theory proposes that public fund
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is to be channeled towards the provision of public goods such as security, water, healthcare and good
roads, in the interest of the populace and in compliance with the provisions of the constitution.
Therefore, the relevant hypothesis developed from the above discussion is:
HO:
There is no relationship between public fund management and utilizing public fund for the
provision of public goods.
Methodology
This study employed a survey design to gather data from selected public servants. Based on
convenience and proximity, a well-structured questionnaire was distributed and administered in
Lagos State and Ogun State. The population of the study consisted of staff that were knowledgeable
in financial matters in public service in both states. The questionnaire was subjected to cronbach's
apha tests to ensure the reliability of instrument employed in the
study. However, in considering
sample size, Saunders and Thornhill (2003) in Modubu and Anyaduba (2013) suggested that a
minimum number of 30 for statistical analyses provided a useful rule of thumb. Nevertheless, a sample
size of 120 was chosen using convenient sampling. Out of 120 copies of the questionnaire distributed,
97 were returned. This represents 81% success rate. The data collected were analysed using chisquare technique.
Presentation of result
This section deals with the presentation and analysis of data collected through the research
instrument designed for this study.
Reliability tests

Table 1: Reliability Statistics
Cronbach's Alpha N of Items
12

648

The table 1 presents the properties of measurement scales and the items that composed the scales.
Source: for
Researchers'
Ideally, the cronbach alpha coefficient
the study issurvey
0.648.2017.
This indicates that the scales and the
items of the research instrument show a high measure of internal consistency.

Respondents Demographic data
Figure 1: Length of service versus qualification

Source: Researchers' survey 2017.
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The bar chart depicted in figure 1 indicates that respondents who had spent more than 5years
possessed professional and post-graduate qualifications. They are thus assumed to have advanced
their knowledge in the field of accounting. By inference, the view of these respondents could be relied
upon. Furthermore, it is deduced from data analysed that 81.4% of the respondents have vast
knowledge of issues relating to forensic accounting and management of public fund.

Table 2:

Length Of Service * Checkmate Mediocrity
Crosstabulation
CHECKMATE MEDIOCRITY

LENGTH OF
SERVICE

AGREE

FAIRLY
AGREE

Total

2

5

0

7

5yrs to 15yrs

10

44

0

54

16yrs to 24yrs

0

10

20

30

25yrs and above

6

0

0

6

18

59

20

97

Less than 5yrs

Total

STRONGLY
AGREE

Source: Researchers' survey 2017.
The table 2 depicted that most respondents whose length of service span between 5years and 15
years agreed that the regime of forensic accounting has the tendency to checkmate mediocrity in the
management of public fund. A Further analysis using percentages as shown in Table 3 indicates that
87% of the observed respondents agreed that forensic accounting regime is tantamount to installation
of accountability in public fund operations and could enable the government to secure compliance
accountability in public sector fund management. The table further showed that all the respondents
concurred that the adoption of forensic accounting service will lead to timely dispensation of financial
matters in courts as well as speedy adjudication of culpable public officers. Furthermore, the table
revealed that 81.4% of the total respondents concurred that the operation of forensic accounting shall
lead to increase in revenue from tax. This is because the forensic regime shall install compliance tax
audit. Also, 65% of the respondents indicated that forensic regime has the propensity to increase trust
and connection between managers of government establishments and staff in the Lagos and Ogun
states thus curbing unhealthy rivalry in the establishments of the states. Whereas, 85% maintained
that the enthronement of forensic accounting in public sector will ensure judicious management of
public fund in line with financial regulations. Moreover, 87% representing majority of the respondents
strongly agreed that the adoption of forensic accounting services in public fund management in the two
states shall instill preference for national interest. They strongly agreed that forensic accounting
regime will prompt government policies that will galvanize development to be implemented
appropriately in the country. A larger percentage of the total respondents (item 6) strongly agreed that
an efficient operation of forensic services in public institutions in Nigeria will engender economic
progress because it focuses on channeling public fund towards the full implementation of government
policies and programmes.
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Table 3:
Item

Statement

Agree

Disagree

%

%

1

Forensic accounting applications tend to enable the
government to secure compliance with accountability in
public institutions.

87

13

2

The enthronement of forensic accounting in
the public
sector will ensure that public fund is managed base d on
financial regulations.

85

15

3

Adoption of forensic accounting services will lead to timely
dispensation of financial matters in courts.

100

0

4

The operation of forensic accounting in
tends to increase government revenue
compliance tax audit.

81.4

18.6

5

Forensic accounting will enable government policies to
galvanize development at all levels to be implemented
appropriately.

87

13

6

Forensic accounting regime will engender economic
progress because its application focuses on channeling
public fund towards the implementation of government
programmes as appropriated.

76

24

7

Forensic accounting have a propensity to increase trust
and c onnection between managers of government
agencies and staff thus curbing unhealthy rivalry in
government agency.

65

35

8

Forensic accounting regime is tantamount to installation of
accountability in the management of fund in government
agency.

87

13

9

The installation of Forensic accounting in the public sector
will lead to speedy adjudication of culpable public officers .

100

0

10

Forensic accounting will lead to conscious development of
financial regulations to check fraud and financial
irregularities in the public sector.

79

21

11

The adoption of forensic accounting shall instill preference
for national interest in the management of public resources
by public officers.

87

13

Source: Researchers' survey 2017.
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the public sector
because it installs

Test of hypothesis
1. Hypotheses one:
HO: There is no siginificant relationship between forensic accounting and financial
irregularities in public fund management in Lagos and Ogun states.

Table 4: Chi-Square Test Statistics
FORENSIC ACCOUNTING AND
FINANCIAL IRREGULARITIES
4.103a

Chi-Square
Df

2

Asymp. Sig.

0.129

a. 0 cells (.0%) have expected frequencies less than 5. The
minimum expected cell frequency is 32.3.
Source: Researchers’ survey 2017.
The result of the test of hypothesis using chi-square techniques as depicted in Table 4 reveals that
calculated value is 4.103 at 2 degree of freedom and 95% level of confidence, whereas the
tabulated value is 0.103. Since the calculated value is more than the tabulated value, the null
hypothesis is therefore rejected. This implies that there is a significant relationship between
forensic accounting and financial irregularities in public fund management.
2. Hypotheses two:
Ho: There is no significant relationship between public fund management and utilizing public
fund for the
provision of public goods.

Table 5:

Chi -Square Test Statistics
PUBLIC FUND AND PUBLIC GOODS

Chi-Square

4.103a

Df

2

Asymp. Sig.

0.129

a. 0 cells (.0%) have expected frequencies less than
5. The minimum expected cell frequency is 32.3.
Source: Researchers' survey 2017.
The result of the test of hypothesis using chi-square techniques as depicted in Table
5 reveals that calculated value is 4.103 at 2 degree of freedom and 95% level of
confidence. However, the tabulated value is 0.103. As the calculated value is more
than the tabulated value, the null hypothesis is therefore rejected. This implies that
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there is a significant relationship between public fund management and utilizing public fund for the
provision of public goods.
Conclusions
This paper evaluated the application of forensic accounting in the management of public fund in Lagos
and Ogun states and revealed that there is a significant relationship between public fund management
and provision of public goods. It, therefore, concluded that the application of forensic accounting in
fund management at MDAs in Nigeria is significant because it will assist the court in removing doubts
with the consequence of speeding up fraud cases and speedy adjudication of culpable public officers.
This is believed will put an end to series of adjournment running to months and the new invention of
Senior Advocates of Nigeria defending looters and other financial criminals by deliberately setting out
to cross-examine prosecution witness for weeks in the hope of dragging on the trial indefinitely
(Akasike, Adetayo and Onuba, 2017). It also upheld that the regime of forensic accounting practice
shall egg on efficient management of public fund and effective governance in public service. This shall
transform to an increase in government revenue and economic progress for the nationals. The study,
therefore, recommends that government should make necessary enactments to ensure a periodic
forensic examination of records of government establishment with a provision in the constitution that
annual budget estimate presented by any Ministries, Department or Agencies (MDAs) of government
should be supported by forensic report of the preceding year certified by the Chief Accounting Officer
and Chief Financial Officer of the MDAs.
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Abstract
Tithing is a significant Christian rite and instructed in the Bible. It involves the transfer of resources of
not less than 10% on income and/or returns to, most times, an ecclesiastical organization. Other
religions have varying versions of sacrificial giving as well. An example is Zakah in Islam. Since the
business entity concept differentiates a business from its owners and a corporate entity is held as an
artificial being, it may be necessary to initiate a debate on the possibilities and implications of tithing by
these pseudo-humans on financial reporting. Therefore, this paper challenges the normativity of cash
outflows and academic thought on tithing as a business imperative using Discourse and Queer
theories. This paper also draws on the financial reporting framework of Recognition/derecognition,
Measurement, Reporting and Disclosure (RMRD) as well as models and theories of investment and
taxation to review the implications of business tithing by sole trading enterprises, partnerships and
privately owned companies. Existing knowledge on non-business-related cash outflows such as
donations, taxes and social responsibility abound. It however seems there is literature silence on
business tithing and other religious financial responsibility, except as relates to Islamic finance, where
the institution of Zakah is well established. This paper therefore expands existing knowledge and
argues for the re-evaluation of a significant taken-for-granted variable- Tithing. Other significant
findings of the study establish the practicability of business tithing and policy issues as well as
implications for revenue generation for all the three-tiers of government in Nigeria.
Keywords: Tithe; Investment; Financial Statements; Christian Rite; Islamic Finance
Introduction
Traditionally, the main aim of businesses is profit maximization, although that goal is increasingly
diminishing, as businesses are focusing more on other areas of relative and comparative advantage,
such as shareholders' wealth maximization and stakeholder satisfaction (Berrone, Surroca, & Tribó,
2007). It could still be argued as well that businesses exist to continue to exist (sustainability). This
imperative requires that business managers carry on activities that ensure profitability and liquidity are
maintained at acceptable levels. Some of these activities have to do with careful investment decisions
as relates to capital budgeting, rationing and informed strategic and tactical plans and actions. The
idea is to ensure that returns on investment are sufficient to keep the firm in existence. As long as an
idea leads to economic returns and it is not ultra vires, an organization may have no fear in engaging in
it, despite its risk factor (Berrone et al., 2007). Business literature is rife with empirical evidence to
suggest the effect and impact of both business-related and non-business related "investments" on firm
performance as relates to both profitability and liquidity. Many of the factors that are considered relate
to the size of the investment, risk factor, time frame for the investment, prevailing interest rate and other
economic factors, however the religious inclination of the owner(s) of a business is altogether held as
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insignificant and less considered in literature. This assertion can be drawn since spirituality and/or
religiosity has rarely been taken as a significant factor in investment decisions. Even in corporate
governance studies, it is interesting to see that board size, board diversity and structure are mainly
considered, while the religious inclinations of the board members is limited or ignored. A significant
argument may be the secular nature of many Governments, but even in religious States, religion is
usually not considered as a significant variable in many studies. This view to the author may be
problematic: the exclusion of the spirituality or better still religiosity of the owners and members of a
business may be significant, because beyond hard work, there is a place for the providence of God.
Literature has somewhat divorced the concept of a person's religion from his business acumen, except
in Islamic finance, which is fast gaining literature mention in Nigeria (Lawal & Dandago, 2015). The
need for the consideration of a person's spirituality and religion is strengthened by an argument by
Price and Rahdert (1993) that "spiritual needs are just as important…" It is important to reevaluate the
significance of a person's religiosity and religious obligations in managing sustainable businesses.
One obligation that has significant investment-return attribute and is a religious affair is giving (of
whatever type).
This paper seeks to bring attention to a variable that is both a responsibility and can lead to improved
returns on investment. Tithing, a well-known practice around the world, especially among Christians
usually computed as 10% of income/returns/increase promises multifold returns. Christian business
owners who believe in the efficacy of this spiritual practice may engage it in anticipation to boost their
firm's returns, however, there are no clear cut provisions in the form of standards especially as it relates
to financial reporting as well as for tax purposes. Payment of tithe or tithing as commanded in the Bible
is an individual practice (Price & Rahdert, 1993). The reason for suggesting tithing to business entities
is two-fold: (1) The accounting perspective holds business as different from its owner(s) and this is
referred to as the business entity concept; and (2) the investment aspect, such that businesses need to
maintain returns to ensure sustainability; tithing is a way to achieve that goal. The exclusion of publicly
listed entities is obvious: the ownership structure is highly diversified such that people from different
faiths may own holdings in the company, even governments and they may not be able to reach a
consensus on the tithing issue (Price & Rahdert, 1993). It is imperative to underscore that financial
reporting recognizes three types or categories of cash flows that is, those emanating from operating,
investing and financing activities. The question now is, under what activity should tithe be categorized?
Statement of the problem
Non-business-related outflows such as corporate social responsibility (Chaudary, Zahid, Shahid,
Khan & Azar, 2016; Janggu, Joseph & Madi, 2007; Mattila & Hanks, 2012) donations (Pittel &
Rübbelke, 2006) and taxes abound in literature, creating a significantly sufficient knowledge on nonbusiness-related cash outflows (Sesan, Raman, Clifford & Forbes, 2013). It however seems there is
literature silence on the implications of business tithing and other religious financial responsibility,
except as related to the Islamic faith, where the institution of Zakah/Zakat is well established in the
literature (Lawal & Dandago, 2015; Muhamat, Jaafar, Rosly & Manan, 2013; Samad & Glenn, 2010;
Yaacob, Petra, Sumardi & Nahar, 2015).
Informally, there is evidence to suggest that some companies pay tithe, yet no standard practice
statement on its inclusion (or not) in financial statements nor any other related issue for that matter.
This paper will only bring attention and initiate debate on tithe as a significant taken-for-granted
practice among business organizations.
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Objective and research questions
The objective of this paper is to initiate a debate on the possibilities of tithing by business pseudohumans. This paper strives to answer the following questions:
1. To what extent should tithing be considered for acceptance as a corporate practice?
2. How should tithe be recognized in the financial statement?
3. How should tithe be made to be tax deductible?
Following after a brief overview of tithing and the Nigerian landscape, the remainder of this paper is
structured as follows: Using the Discourse and Queer theories as basis, the paper challenges the
normativity of cash outflows and academic thought in the area of tithing as a business imperative. Then
the author moves to use the financial reporting framework of Recognition/derecognition,
Measurement, Reporting and Disclosure (RMRD) to review the possibilities of corporate tithing,
especially in privately owned businesses and companies and then highlights the implications of
corporate tithing on investment and tax using theories and models of investments and taxation.
Overview of tithing and implications for Nigeria
Globally, there are three widely recognized monotheistic faiths, which are Christianity, Islam and
Judaism. According to Samad & Glenn (2010) these religions share a divine injunction, which
engenders the redistribution of wealth through wealth sharing from the rich to the poor. Among
Muslims, there are diverse forms of giving such as Zakah/Zakat, which has a general 2.5% rate. For a
comprehensive review of giving types and conditions among monotheistic religions (see Samad &
Glenn, 2010). The important point is that, all religions of the world are usually given to the acts of
kindness through giving. Although there are many forms and types of giving across religions of the
world (Price & Rahdert, 1993), this paper focuses on one of the Christian faith- tithe. Tithing is an act
done in submission to God as instructed in the Bible, which involves the transfer of resources of not less
than 10% on income and/or returns to most times, an ecclesiastical organization (Price & Rahdert,
1993). Tithing is usually traced to Abraham (Dahl & Ransom, 1999; Samad & Glenn, 2010) when after
his victory at the valley of Shaveh, he gave tithe to King Melchizedek of Salem . Conclusively, "tithing is
not merely religious conduct; it is also speech." (Price & Rahdert, 1993) as it speaks of the tither's
profession in a faith and as relates to the recipient.
In Nigeria, there are basically three forms of businesses that are allowed to operate: sole trading,
partnerships and companies. Sole traders and partnership businesses are not assessed to tax, but the
owners are assessed to tax on Personal Income Tax (PIT), while companies are assessed on
Companies Income Tax (CIT). This is asides other taxes such as the Tertiary Education Tax (TET) and
for those in the petroleum sector, the Petroleum Profits Tax (PPT). This paper seeks to argue for the
allowance of tithing even by sole trading and partnership businesses. Based on the business entity
concept, Christians who own and/or run sole businesses, partnerships and/or companies may
however feel a sense of responsibility to not only pay tithe on their personal earnings but on their
business earnings. This practice, if allowed will have significant implications for financial reporting and
tax computations.
The objective of financial reporting is to provide financial information for users' informed decisions
(Malagueño, Albrecht, Ainge & Stephens, 2010). If tithe is accepted as a business practice, what it
means is that it has to appear in the financial statement, which will in turn have an influence on
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stakeholders other than owners and members. Since there is no explicit standard for treating tithe
payment by businesses in Nigeria, it may be argued that for example, businesses that pay tithe may be
doing so against the norms of generally accepted accounting principles and may be denying
Governments of some revenue. The author feels tithing is significant, because it promises returns,
while other spiritual acts also promise returns, they are not emphasized even in the Bible as much as
tithing for financial prosperity. One of the important giving types that is equally mentioned in the Bible is
the giving of "first fruits". It is noteworthy that since it is empirically evidential that tithe can produce
significant returns, one of the reasons why businesses may choose to tithe is for selfish reasons- just
for the returns, while others may do it to fulfill a spiritual obligation (Price & Rahdert, 1993).
Challenging cash outflow norms
Cash flows can be business related that is, cash from and to (1) operating activities (2) investing
activities and (3) financing activities. Secondly, cash flows can be non-business related, such as taxes,
donations and social responsibility. It is however noteworthy that in conventional financial reporting,
taxes is considered in the operating activity division of the statement of cash flows. This is surprisingly
so even if there is no attributable evidence that it impacts the business, nor can be attributable to a
significant asset or liability and this is because it is a compulsory social responsibility, although there is
evidence that social disclosures have a significant positive impact on firm performance (Berrone et al.,
2007). Donations and other forms of social responsibility to the environment and host community are
still largely voluntary, although it must be stated that increased attention is being paid to the impact of
organizations on the environment by the accounting profession (Deegan, 2016).
Theoretical evidence
Discourse and queer theories support the challenging of norms, hence the author draws from these
theories. Queer theory has been used to challenge the heteronormativity of gender (sexuality) in
accounting profession (Rumens, 2016), such that we may not just talk about men and women (and
related gender issues) in accounting, without considering lesbians, gay, bisexuals and transgender. It
is important to assert that although the author does not support these queer genders, nor is it legal in
Nigeria, the use of the theory to challenge the norm is what is of interest. Discourse theory also has
been used to explain the changes that occur in political, social and technology landscapes. The
relevance of these two theories is that they help to challenge normative stances and introduce other
relevant issues that may have been an oversight. It is important to argue that tithing, although a
religious act may be accepted as a business practice. This view is extensively recorded in literature as
shown in the submission that follows:
"A restriction on spending to support religion is … a restriction
on religious speech in precisely the same way that a
restriction on a campaign contribution is a restriction on
political discourse. Hence, a governmental restraint on tithes
is, … a hybrid situation that implicates freedom of speech
along with freedom of religion."
“Tithing evinces, in a manner that mere linguistic assertion
cannot, a way of life, one in which a preordained portion of all
one receives is set aside for return to one's God, from whom it
came. Government denial of tithing is a direct, contentspecific assault on the validity of that message." (Price &
Rahdert, 1993, pp. 903, 905)
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Two things make tithing significant to financial reporting. One, it has a stipulated percentage (money
measurement) and two, it is a yearly affair (periodicity). This is evident in two references from the Bible:
"…the tenth shall be holy unto the LORD".
"Thou shalt truly tithe all the increase of thy seed, that the field
bringeth forth year by year".
A third reason why tithe should be favored is the view that it is a "reasonably necessary expense" (Price
& Rahdert, 1993). Yet to determine this as final may be premature, so using the RMRD framework, this
paper generates four broad debate questions (DQ) and discusses them. The International Accounting
Standards Board (IASB) is in the final stage of revising the Conceptual Framework for Financial
Reporting, so the author has decided to use both the 2010 release of the Conceptual Framework and
issues raised in the 2016 Exposure Draft. These documents serve as a guide in understanding the
peculiarities that tithing may pose to financial reporting, since there is no dedicated standard on the
issue currently.
Recognition and derecognition of tithe in financial statements
It is the duty of a reporting entity to report both financial and non-financial items in its annual financial
statements and reports, which provides an historical insight to users of the statement and reports.
Cash flows (inflows and outflows) are significant variables and significantly influence the stability and
performance of an organization and it is agreeable that a 10% on earnings is significant enough to be
reported on the financial statements. In addition, tithing connotes an outflow of financial resource.
Outflows of cash or cash equivalents are initiated for two major reasons: (1) as an expense or
expenditure to settle charge on services rendered or goods bought and (2) as an investment to acquire
an asset. The reasoning behind this is based on the fact that tithes as an expense signifies a cash
outflow, but for what service –the invisible hand of GOD on the business? As an investment, based on
Scriptures, GOD promised huge returns on an ardent keeper of this "covenant practice", so can it be
said to be an investment for returns? The question about the returns is however dicey, because while
10% is given as a minimum pay out, no certain percentage is given as the return percentage except
that according to Malachi 3:10 "…I will pour you out a blessing…and there will not be room enough…"
(Meyers, 2012). These facts raise this paper's first question:
DQ1: How should tithe be recognized in the financial statement: as an expense or investment?
Measurement of tithing
The institution of tithing comes with a 10% standard, although from personal communications, some
people pay even more. Accounting earnings is pervasive including gross profit, profit before tax, profit
after tax and retained earnings, hence going by the standard 10%, on what variable will the 10% be
computed? This is the second question stated as follows:
DQ2: What form should the measurement of tithe take?
Reporting (presentation) requirements for tithing
Elements of financial reports include assets, liabilities, equity, expenses and revenue. These elements
appear in all of the required statements of comprehensive income, financial position, changes in
equity, cash flows and notes to the account. The recognition and measurement parameters proceed to
the issue of presentation.
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DQ3: How should tithe paid by business organizations be reported in the financial statement?
Disclosure of tithe
Disclosures have a significant influence on firm performance (Berrone et al., 2007), and the question
pops:
DQ4: Should the payment of tithe be disclosed on cash or accrual basis?
In disclosing the amount paid, it goes fairly against the principle laid down by JESUS in Matthew 6:1-4,
that acts of kindness should not be done in public. If they don't, how then should it be disclosed to
conform to the concept of accountability?

Figure 1: Financial reporting framework
Source: Author's concept, 2017
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Apart from the financial reporting framework, "to whom should tithe be paid to?" is another question
that requires some further thinking. This is to ensure that mushroom organizations do not spring up to
serve as transmission channel for exempting business profits from especially taxation.
Implications for taxation
"It is always less efficient for government to accommodate religion in the administration of its
programs, because there is always some marginal cost associated with deciding who qualifies for a
religious exemption" (Price & Rahdert, 1993, p. 910). The pure theory of taxation (Edgeworth, 1897) is
a significant theory that provides guidance on this matter, while Adam Smith canon of taxation
illuminates further. The question to be answered here is if tithe should be tax deductible. This question
will raise many fundamental and constitutional issues. This debate does not seek to answer this
question, but to propose that for some reasons and in line with the practice in some advanced
countries, it should be tax deductible.
Conclusion and recommendations
In an era where people are increasingly acknowledging God as not just an invisible hand, the initiation
of this God-ordained practice is germane. In addition, in an era which (Price & Rahdert, 1993) referred
to as "pervasively religious society", the need to lay down some guidance on the issue of tithing may be
significant.
This work has been able to establish that tithing is practicable, yet researchers, policy makers and
practitioners need to brainstorm on an acceptable proviso for its practice in the business realm. It is
hoped that it will generate discourse in the academic environ to establish best practices for its take off
and sustainability. Issues that border on measurement uncertainty, requires estimates by professional
accountants.
Claiming tithe allowance will raise both constitutional (legal) and accounting issues. To resolve these
issues in the accounting domain, discussions on the frameworks have been highlighted earlier for
further debate. To resolve constitutional issues, the author adopts assumptions used by Price &
Rahdert (1993) to favor the allowance of tithing in a bankruptcy situation.
The onus will rest on the business to "demonstrate a sincere religious belief that tithing is a requirement
of her [owner's(s')] faith" [emphasis is mine].
The relevant tax authority may need to verify that tithing is truly a religious obligation, rather than a
mere preference. This is largely known and accepted. This point is rather significant, because of the
fact that other religions may need to claim such similar allowances as their own religious obligations
and it should be noted that the principle must not be discriminatory, even if the religion is a minority.
The business should show "that the tithing claim in question lacks any evidence of a fraudulent
conveyance.”
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Abstract
Prompted by the need to resolve the dichotomy of the impact of the risk-based capital (RBC) and nonrisk based capital (NBC) measures of banks' capital adequacy on banks' financial condition, this study
examined the impact of different measures of banks' capital and operating efficiency on the financial
performance of listed deposit money banks (DMBs) in Nigeria. Using bank-level data obtained from
the annual reports and accounts of 15 banks listed on the Nigerian Stock Exchange (NSE) between
2012 and 2015, a fixed-effect multiple regression analysis revealed the superiority of standard capital
ratio of equity-to-total assets (ETA), an NBC, over other measures. While all measures, both riskbased-capital (RBC) and non-risk-based capital (NBC), showed significant positive effect on banks'
performance as measured by return on asset (ROA), mixed results were obtained from other
indicators- return on equity (ROE) and net-interest-margin (NIM). Overall, only equity-to-total assets
(ETA) positively influenced all-adopted performance indicators although not significant with ROE. It
was also found that operating efficiency measured by cost-to-income ratio (CIR) had negative impact
on banks' performance, but on the average, appeared too high. Thus incorporating equity-to-totalassets into regulatory regime by the banks' regulator-Central Bank of Nigeria is recommended to
ensure its relevance is not eroded.
Key words: Risk-based capital, Non-risk-based capital, Cost-to-income ratio, Banks, Nigeria.
Introduction
Banking business is expected to be run in a way to guarantee a safer return on investment to both
shareholders and depositors. The role that capital plays in this regard cannot be overemphasized.
General consensus that brought about Basel accords- an exercise that has given birth to Basel I, II and
III with a view to entrenching financial system soundness and ensuring sustainable growth and
increased profitability remains a global phenomenon. The significance of adequate capitalization and
efficient running in the determination of the operating performance of a bank has been stressed (Mills
and Schumann, 1985; Eldomiaty, Fikri, Mostafa & Amer, 2015). Capitalization which comes in form of
capital adequacy has been an integral part of the instrument used by bank regulators worldwide to
regulate banking activities (Hogan, 2015). Bank capital could be either risk-based or non-risk based.
Risk-based capital (RBC) conforms to the requirements of Basel Accords and it is aimed at identifying
risk banks but despite this noble objective agreement is yet to be reached on whether RBC ratio has
any value-added benefit over standard capital ratio (Hogan, 2015). While the motive behind the
regulation of bank capital adequacy- shielding them from unexpected collapse (Abdulkarim, Hassan,
Hassan & Mohamad, 2013) remains sacrosanct, the influence ofits accounting measure- risk-based or
non-risk based, is ever controversial (Hogan, 2015).
Evidence from previous research showed that RBC contributed significantly to the financial crisis lately
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(Dowd, Hutchinson, Ashby, & Hinchliffe 2011; Friedman, 2011 Alkadamani, 2015). This has led to the
call by experts for the revocation of regulatory RBC in the United States (Hogan, 2015). Further
empirical evidence showed that 'non-performing assets coverage ratio' (NPACR) – a non-risk based
capital (NBC) adequacy measure outperformed RBC ratio in the ability to detect problem banks and
predict bank failure (Chernykh & Cole, 2015). Although both RBC and NBC ratios are strongly
informative about financial condition of a bank, RBC is seen as the most effective predictor of banks'
financial condition over long time horizons (Estrella, Park & Peristiani, 2000). This might suggest that
NBC ratio has greater positive impact on the performance of banks since profitability is a short-term
measure of performance. The foregoing empirical results are not in tandem with that of Mathuva (2009)
who provided that RBC has significant positive impact on the profitability measures.
Operating efficiency appears a reliable driving force of the banks' corporate performance (Eldomiaty et
al., 2015). An organization believed to be efficient has the capacity to deliver products and services
without sacrificing quality (Allen & Rai, 1996). That is why an efficient banking sector has wherewithal
to absorb unfavourable shocks and improve financial system stability (Odunga, 2016). Broadly,
efficiency is an agent that ensures the inevitability of economic changes (Mat-Nor, Mohd Said &
Hisham, 2006) and banks as an agent of economic growth (Ongore & Kusa, 2013) are required to be
run in a manner to positively impact on the nation's overall economic growth (Rozzani & AbdulRahman,
2013). From regulation perspective, an insight into operating efficiency and on-going measurement of
banks' overall performance ensures better resources allocation, realization of audits objectives and
understanding of banking operations (Barr, Seiford & Siems, 1994).
Apart from the fact that studies providing a linkage of bank operating efficiency and capital adequacy
with their profitability failed to have a consensus view (Mathuva, 2009; Almazari, 2013), previous
studies most especially in Nigerian context have ignored the dichotomy of the impact of RBC and NBC
ratios on bank's performance (see Ejoh & Iwara, 2013; Ezike & Oke, 2013; Olanrewaju, 2016). The
introduction of leverage ratio as a measure of capital adequacy by Basel III which is non-risk based and
designed to act as a credible supplementary measure to RBC requirements (Bank for International
Settlements- BIS, 2010) appears a threat to RBC regime. Based on prior rationale, this study
examined the RBC-NBC dichotomy incorporating measures of operating efficiency and indeed
contributes to the capital adequacy and bank's performance literature.
Literature Review and Hypothesis Development
This section reviews past studies in the capital adequacy and banks' performance literature. It
navigates from conceptual issues to the empirical reviews and culminates in the hypothesis
development.
An Overview of Bank Capital and its Measures
In the regulation of banks, all-encompassing importance is attached to the banks' capital. The strategic
importance of capital in the bank management cannot be overemphasized (Scannella, 2012).There is
evidence in the literature that capital generally accounts for a small percentage of the financial
resources of banking institutions, but it plays a crucial role in their long-term financing and solvency
position and therefore in public credibility (Barrios & Blanco, 2000). The golden value assigned to
banks' capital makes its regulation have international touch (Scannella, 2012), although compliance is
monitored and ensured by central banks of various jurisdictions. Capital plays a dual-role of
investment function and insurance function in the banking sector meaning that their long-term
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investment is covered and stabilizing their economic and financial results becomes easier (Scannella,
2012).It is a known fact that no bank will like to appear undercapitalized because doing so may amount
to risking shareholders' reluctance to contribute new capital (Rime, 2001). Capital is not only the first
but also a very important component of CAMEL model of banks' supervision and regulation. CAMEL is
an acronym for five components of bank safety and soundness: capital adequacy; asset quality;
management quality; earning ability and liquidity (Kumar & Sayani, 2015).
Berger, Herring and Szegö (1995) demonstrated that a decline in the capital ratios of a bank leads to
an increase in the expected costs of financial distress which eventually causes a rise in the probability
of insolvency. This might be responsible for the idea minimum capital requirement. Capital whether
economic, funding, regulatory or risk (Frost, 2004) is expected to be kept at level in which absorbing
shocks will not be difficult. While regulatory or risk capital is a product of Basel Accords which forms the
fulcrum of banking regulation worldwide, economic or funding capital is well-known and remains the
source of standard capital ratio of shareholders' fund over assets. The RBC ratio is computed as ratio
of total RBC to total risk-weighted assets (RWA) (see Bia³as & Solek, 2010; Mayes & Stremmel, 2014;
Hogan, 2015). RBC incorporates Tier 1 (basic funds) and Tier 2 (complementary funds) capital as
defined by Basel accords adjusted for items including intangible assets and unrealized gains or losses
(Bia³as & Solek, 2010; BIS, 2010; Hogan, 2015). Tier 1 and Tier 2 capital are jointly referred to as going
concern capital in Basel Accords standards (BIS, 2010). RWA is the addition of all bank asset
categories multiplied by their designated risk weightings (Hogan, 2015) or an aggregate of credit
RWA, market RWA and operational RWA (Central Bank of Nigeria-CBN, 2015). Apart from ratio of total
RBC to total RWA (TRWA), Basel capital standards also requires a capital adequacy ratio (CAR) of
Tier 1 capital- core capital to total RWA (TWA) (BIS, 2010).
Aside from a standard capital ratio of equity over total assets (ETA), other NBC ratios considered
relevant in the determination of banks' financial condition include gross revenue ratio (GRR), leverage
ratio (LVR), and non-performing assets coverage ratio (NPACR) (see Estrella et al., 2000; Mayes &
Stremmel, 2014; Chernykh & Cole, 2015). GRR is described as the ratio of Tier 1 capital to total
interest and non-interest income (Mayes & Stremmel, 2014), it is comparable to TWA except that its
denominator is bank's gross revenue. There is tendency that gross revenue reflects the riskiness of
bank assets better than traditional total assets but not as well as regulatory RWA (Estrella et al., 2000).
Although the use of LVR as a measure of bank capital adequacy is not novel as it has been in use in the
United States of America (U.S) (see Estrella et al., 2000; Baral, 2005), its incorporation into bank
capital regulation regime by Basel Committee on Banking Supervision (BCBS) accentuates its
importance (BIS, 2010) in the determination of bank's corporate performance.
The need to constrain the build-up of excessive leverage in the banking sector and reinforce the riskbased requirements with a simple, non-risk based backstop measure is paramount most especially
during the banking crisis (BIS, 2010). “Leverage allows a financial institution to increase potential
gains or losses on a position or investment beyond what would be possible through a direct investment
of its own funds” (D'Hulster, 2009, p. 1). Although leverage is of three types- balance sheet, economic
and embedded (D'Hulster, 2009), balance sheet leverage appears most visible and widely adopted
(D'Hulster, 2009). LVR is usually measured as the ratio of Tier 1 capital to total adjusted assets (TAA)
where TAA is total assets less intangible assets which include goodwill, software expenses and
deferred tax assets (D'Hulster, 2009). NPACR, proposed by Chernykh and Cole (2015), is also a nonrisk based measure of capital adequacy and has been found to be a good predictor of bank failure.
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NPACRis defined as the “total equity capital plus loan loss reserves less non-performing assets, all
divided by total assets” (Chernykh & Cole, 2015, p. 132).
Measures of Banks' Financial Performance
A number of indicators are used to measure banks' profitability but the most prominent of them are
return on assets (ROA) and return on equity-ROE (Olson & Zoubi, 2011) as well as net interest margin
–NIM (see; Alper & Anbar, 2011; Aymen, 2013; Ejoh & Iwara, 2014; Eldomiaty et al., 2015; Odunga,
2016; Tan, 2016). ROA is obtained by dividing profit after tax by total assets while ROE is generated
from the results of ratio of profit after tax to shareholders' fund. NIM is the net interest income, that is,
interest received minus interest paid, expressed as a percentage of earning assets, that is, loans plus
other earning assets excluding fixed assets (Eldomiaty et al., 2015). It is a reflection of how successful
a bank's investment decisions are relative to its interest expenses and distinguishes with ROA
because it focuses on profit earned on interest generating activities against ROA's focus on profit
earned per unit of total assets (Tan, 2016). These three variables have been individually or collectively
used in the literature in related studies as dependent variables (see Mathuva, 2009; Almazari, 2013;
Ozili, 2015; Tan, 2016). Thus, they are adopted for this study as measures of bank performance.
Empirical Evidence on Capital Adequacy and Banks' Financial Performance
Past research findings on the impact of bank capital on bank performance are diverse. While some
studies found positive impact, others reported negative effect. It is also important to state that only a
few studies have examined the RBC-NBC dichotomy and in Nigeria, this area is yet to be explored. For
Mathuva (2009) who conducted his study for Kenyan banking environment and examined RBC-NBC
dichotomy, RBC ratio has significant positive impact on bank performance. He specifically found
significant positive relationship between regulated and risk-based capital adequacy measures of
leverage ratio (LVR) and ratio of Tier 1 capital to total RWA (TWA) and profitability measures of ROA
and ROE. He also found standard capital ratio of shareholders' equity to total assets (ETA) to have a
significant negative impact on both measures of profitability. Although Mathuva (2009) found mixed
results of the impact of the ratio of total RBC to total RWA (TRWA) with positive and negative impact on
ROA and ROE respectively, the study showcased the relevance of Basel capital standards with LVR
and TWA. In Saudi context, Almazari (2013) could not empirically establish that any of the capital
adequacy measures- both RBC and NBC ratios have positive relationship with banks' profitability as
well-capitalized banks were found to have negative returns.
In a study examining the effectiveness of various measures of capital adequacy in predicting bank
distress, Mayes and Stremmel (2014) concluded that an NBC and regulatory capital measure of
leverage ratio (LVR) explains bank financial condition best with considerable accuracy against another
NBC ratio- GRR and a RBC ratio of TRWA. An earlier study- Estrella et al. (2000) conducted in the
same banking environment with Mayes and Stremmel (2014), that is, United States of America (U.S),
had confirmed the superiority of both GRR and LVR in the same capacity most especially over short
term horizons as against the TRWA that works more efficiently over long term horizons. While
comparing LVR and GRR, Estrella et al. (2000) further evidence specifically revealed that GRR seems
to have higher significance. Hogan (2015) examined the predictive abilities of RBC and NBC ratios of
the bank risk using standard deviation of stock returns and Z-score indicator of bank insolvency. He
found that both ratios are good predictors of banks' stock returns volatility and z-score but in
comparison, ETA is statistically significant better than TRWA in the prediction of bank stock return
volatility and insolvency most especially during financial crisis. Using univariate logistic regression,
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Chernykh and Cole (2015) empirically found his proposed capital adequacy measure- NPACR to be
statistically superior to regulatory capital ratios: TWA, TRWA, and LVR; as well as ETA in triggering
prompt corrective actions and predicting bank financial condition.
Okafor, Ikechukwu, and Adebimpe (2010), who measured capital adequacy with natural logarithm of
shareholders' fund (NBC measure), found with a bank-level data of twenty banks in Nigeria between
2000 and 2003 that, bank earnings as measured by profit after tax (PAT) are driven by capital
adequacy and liquidity but with a clause that the effect is more pronounced for weak banks than strong
banks. Ejoh and Iwara (2014) tested only the impact of NBC ratio of ETA among other variables using
Engle and Granger two steps procedure in co-integration and found a positive relationship with ROA
for Nigerian deposit money banks (DMBs) with bank-level data of 1981-2011. As found for Nigerian
banking world using bank-level data of systematically important banks (SIBs) between 2006 and 2013,
Ozili (2015) empirical conclusion was that RBC ratio has significant positive impact on bank profitability
as measured by ROA and NIM but Basel capital regime- a binary variable provides no significant
impact on Nigerian DMBs' corporate performance.
Evidence from the foregoing empirical findings reviewed shows that there are mixed conclusions on
the effect of capital adequacy measures on banks' performance. Based on this and the fact that capital
is an important ingredient in the world of bank regulation, it is hypothesized that:
Hypothesis I
Capital adequacy has significant positive impact on Nigerian DMBs' corporate performance. It is
evident that there are different measures of capital adequacy including NBC, RBC and regulatory
capital ratios and each has its place in the literature. Using foreknowledge of different measures of
capital adequacy in the bank, the first hypothesis is divided into the following:
H1a: Ratio of total RBC to total RWA (TRWA) has significant positive impact on the Nigerian DMBs'
financial performance.
H1b: Tier 1 capital- core capital to total RWA (TWA) has significant positive impact on the Nigerian
DMBs' financial performance.
H1c: Standard capital ratio of shareholders' fund to total assets (ETA) has significant positive impact on
the Nigerian DMBs' financial performance.
H1d: Gross revenue ratio (GRR) has significant positive impact on the Nigerian DMBs' financial
performance.
H1e: Leverage ratio (LVR) has significant positive impact on the Nigerian DMBs' financial performance.
Banks' Operating Efficiency and Financial Performance
The central factor which prioritizes the need for banks to operate efficiently is to avert failure (Barr et al.,
1994). A bank efficient operation is noticeable in its ability to compete favourably in the market and
survive in the long run against all odds (Mat-Nor et al., 2006; Rozzani & AbdulRahman, 2013). A bank
or any other business is said to be efficient if it utilizes the technical facilities and input factors in the
optimal way, uses the resources in the best possible way and produces at an optimal scale (Coelli,
Rao, O'Donnell & Battese, 2005).Efficiency could be measured with a number of indicators including
asset utilization ratio (AU) and cost-to-income ratio (CIR) but the discussion about the productivity and
efficiency in banks is often based on CIR (Burger & Moormann, 2008). CIR symbolizes a relationship
between expenses and operating income of a bank or a measure of cost of running a bank as a
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percentage of income generated before provisions (Burger & Moormann, 2008; Eldomiaty, et al.,
2015). The general rule is that a high CIR is synonymous to low productivity and efficiency (Burger &
Moormann, 2008), indicating that a decrease in efficiency ratio is a positive sign while an increase is
undesirable (Odunga, 2016). An insight into the past works in this regard appears to be in compliance
with the CIR-profitability golden rule. The findings of a number of previous studies are that CIR has
negative impact on or is negatively related to bank corporate performance (Mathuva, 2009; Almazari,
2013; Ozili, 2015). Based on this, it is hypothesized that:
Hypothesis II
Cost-to-income ratio (CIR) has significant negative impact on Nigerian DMBs' financial performance.
Other Relevant Variables
There are a number of other relevant variables which have bearing on banks' performance. These
variables as obtained from previous studies include: asset growth (AGR); ratio of assets to liabilities
(RAL); debt-equity ratio (DER) and bank size measured by natural logarithm of total assets- LgTA (see
Ghosh, Narain & Sahoo, 2003; Christian, Moffitt & Suberly, 2008; Mathuva, 2009; Olson & Zoubi, 2011;
Tan, 2016). Others include risk as measured by ratio of risk-weighted assets to total assets- RATA (Van
Roy, 2008), deposit specialization ratio (DPLB) defined as ratio of total deposit to total liabilities (Olson
& Zoubi, 2011), and diversification measured by ratio of non-interest income to gross revenue- NIGR
(Tan, 2016). It is also considered appropriate to examine the impact of deposit growth (DGR), bank
status (BST) and listing status (LST) on bank corporate performance. Asset growth (AGR) is defined
as the difference between current year total assets and previous year total assets scaled by previous
year total assets. Like AGR, deposit growth (DGR) is computed as the difference between current year
and previous year total deposit scaled by previous year total deposit. Bank status (BST) emphasizes
whether a DMB is classified as systematically important bank (SIB) or not. '1' is assigned if a DMB is
classified as SIB, '0' otherwise. Listing status (LST) is also accorded the same treatment with BST. A
DMB listed in other jurisdiction besides Nigeria is assigned “1”, otherwise “0”. All these variables as
labeled “control variables” are adopted for this study. It is expected that AGR, LgTA, DGR and BST
have positive impact while DER has negative impact on bank corporate performance. There is no prior
expectation for other control variables.
Methodology
Having realized the need to resolve RBC-NBC controversy, this paper examined the impact of a
number of measures of capital adequacy and efficiency ratio on financial performance of randomly
selected 15 out of 21 Nigerian DMBs. In an attempt to do this, banks' profitability measure is modeled
as a function of capital adequacy ratios (CARs) and a number of control variables on one hand, then as
a function of CIR and other control variables on the other hand. This is presented below:
Bank corporate performance (BCF) = f (CARs and other variables).
Bank corporate performance (BCF) = f (CIR and other variables).
BCF is the dependent variable and has three proxies- ROA, ROE and NIM as adopted for the study.
CAR, as an independent variable, is measured by five indicators: TRWA, TWA, ETA, GRR and LVR
while CIR, an indicator of efficiency, is another independent variable. Based on the purpose of this
study, multiple regression analysis is considered appropriate in determining the effect of CARs and
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CIR on bank profitability. It is recognized that all measures of bank performance have the same
purpose while all capital adequacy indicators are close substitutes, therefore, for each model, each of
the dependent variables is applied to each of the independent variables alongside with all the control
variables at a point in time. This translates into six models for each of the dependent variables. Thus,
relevant models for this study are:
For models using ROA as dependent variable;

…… equation (i)
…... equation (ii)
For models using ROE as dependent variable;

….. equation (iii)
…. equation (iv)
For models using NIM as dependent variable;

…. equation (v)
…. equation (vi)
The equation with CAR as explanatory variable, CAR represents TRWA, TWA, ETA, GRR and LVR,
with each being incorporated at a point in time. Thus five separate models are derived all together.
'ß' stands for bank 1-15, while 't' represents year 2012 – 2015.
Description of all the study's variables is presented in Table 1.
Data were extracted from annual report and accounts of Nigerian DMBs between 2012 and 2015. The
period was so chosen because it marked the era of regulatory change in the financial reporting system
most especially the adoption of International Financial Reporting Standards (IFRSs) by Nigerian
DMBs. Although there are 21 DMBs licensed to operate in Nigeria, only 15 of them have their financial
information in public domain. By this, a 60 firm-year observation was expected but due to missing
annual reports of a number of banks, the analysis is carried out with an unbalanced panel data of 57
firm-year observations.
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The panel data regression analysis requires a choice between fixed effect model and random effect
model based on the result of hausman test. For this study, fixed effects model is found appropriate and
to control for the presence of heteroskedasticity cluster robust is added to the model.
Table 1: Description of all variables of the study
Variable

Variable Name

Measurement

1

ROA

Return on Asset

Profit after tax scaled by total assets

2

ROE

Return on Equity

Ratio of profit after tax to shareholders’ fund

3

NIM

Net Interest Margin

The net interest income, expressed as a percentage of earning
assets,

4

TRWA

Total risk-based capital ratio

Sum of Tier 1 and Tier 2 capitals scaled by risk -weighted assets

5

TWA

Core capital ratio

Tier 1 capital scaled by risk -weighted assets

6

ETA

Traditional capital ratio

Ratio of equity over total assets

7

GRR

Gross revenue ratio

The ratio of Tier 1 capital to total interest and non -interest income

8

LVR

Leverage ratio

The ratio of Tier 1 capital to total adjusted assets

9

CIR

Cost to Income ratio

Ratio of operating expenses to operating income

10

AGR

Asset Growth

Difference between current year total assets and previous year
total assets scaled by previous year total ass ets

11

RAT

Asset-Liability Ratio

Ratio of total assets to total liabilities

12

DER

Debt-Equity Ratio

Total debts scaled by Shareholders' funds

13

LgTA

Size

Natural Logarithm of Total Assets

14

RATA

Risk

Ratio of risk-weighted assets to total assets

15

DGR

Deposit Growth

Difference between current year and previous year total deposit
scaled by previous year total deposit.

16

DPLB

Deposit specialization ratio

Ratio of total deposit to total liabilities

17

NIGR

Diversification

Ratio of non-interest inco me to gross revenue

18

BST

Bank Status

‘1’ is assigned if a DMB is classified as Systematically Important
Bank (SIB), otherwise ‘0’

19

LST

Listing Status

DMB listed in other clime besides Nigeria is assigned “1”,
otherwise “0”

S/N

Source: Author's compilation (2017). Items 4-8 represent different measures of
Capital Adequacy Ratio (CAR) adopted for the study.
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Results and Discussion
This section presents the results of descriptive statistics, correlation analysis and regression analysis.
Descriptive statistics provides majorly the mean, standard deviation, minimum and maximum values
of all variables of the study. Correlation matrix is set to determine the extent of multi-collinearity among
explanatory variables while the regression depicts the impact of each of the explanatory variables on
DMBs' performance in Nigeria.
Descriptive Statistics
Basically, it is observable from Table 2 that Nigerian DMBs have positive profitability between the
sample periods with an average profit of 1.6% and 4.1% for ROA and ROE, but negative minimum
values of -5.6% and -394% should be a source of concern. From capital adequacy angle, Nigerian
DMBs appear to meet the CARs requirements with mean values of 16.8% and 14.3% for TRWA and
TWA respectively. Although CARs (RBC) are as high as 30.5% and 30.3% respectively, the negative
minimum value of 21.46% is also a serious regulatory matter. Among all the CARs, it is only ETA that
does not have negative minimum value though close to zero- 0.5%. Although CIR is as low as 39.8%, a
maximum value of 284% is not tenable for a profit-oriented sector like banking. An average CIR of 78%
is said to be too high compared to average CIR in Egypt, a number of Middle East nations and China
with CIR below 50% (Bratton & Garrido, 2016). Deposit specialization ratio- DPLB and diversificationNIGR are as high 81.6% and 24.2%. Regression results will reveal whether this positively influences
the performance of Nigerian DMBs within sample periods. Other summary statistics are as presented
in Table 2.
Table 2 : Descriptive statistics of all variables of the study
Variables
Observation
Mean Std.Dev Min
ROA
57 0.016
0.016
-0.056
ROE
57 0.041
0.555
-3.94
NIM
57 0.058
0.017
0.03
TRWA
57 0.168
0.094
-0.2146
TWA
57 0.143
0.09
-0.2146
ETA
57 0.137
0.039
0.005
GRR
57 0.777
0.464
-0.74
LVR
57 0.092
0.061
-0.144
CIR
57
0.78
0.33
0.398
AGR
57 0.148
0.143
-0.11
RAL
57
1.44
1.507
1
DER
57
9.85
24.52
3.33
LgTA
57 20.91
0.666
19.32
RATA
57 0.633
0.111
0.32
DGR
57 0.124
0.139
-0.17
DPLB
57 0.816
0.072
0.65
NIGR
57 0.242
0.065
0.15
BST
57 0.386
0.491
0
LST
57 0.316
0.469
0

Source: Author's computation (2017) based on Stata version 14 outputs.
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Max
0.053
0.296
0.115
0.305
0.303
0.23
1.56
0.18
2.84
0.6
11.14
191.2
22.05
0.84
0.56
0.95
0.44
1
1

Correlation matrix
An inference from Pearson product-moment correlation matrix as depicted in Table 3 is there is high
correlation among the independent variables most especially the CARs. This is suggestive of multicollinearity, but having considered CARs as close substitutes and decided not to use them
concurrently in a model has adequately taken care of it. Thus, multi-collinearity is no more an issue.
Another deduction is that high correlation among CARs is indicative of their similar explanatory
potentials. This shows that similar explanatory effects on bank's performance of the TRWA and TWA,
GRR and TRWA, GRR and TWA, LVR and TRWA, LVR and TWA and the LVR and GRR are imminent.
Table 3: Correlation matrix among explanatory variables
TRWA

TWA

ETA

GRR

LVR

CIR

AGR

TRWA

1.000

TWA

0.946

1.000

ETA

0.348

0.364

1.000

GRR

0.864

0.931

0.335

1.000

LVR

0.901

0.959

0.367

0.968

1.000

CIR

-0.595

-0.62

-0.41

-0.64

-0.69

1.000

0.201

-0.17

0.193

0.182

-0.17

1.000

AGR

0.190

RAL

DER

LGTA

RATA

DGR

DPLB

NIGR

BST

RAL

0.055

0.061

0.003

0.109

0.069

-0.04

0.077

1.000

DER

-0.495

-0.48

-0.53

-0.46

-0.44

0.303

-0.02

-0.04

1.000

LGTA

0.484

0.543

0.258

0.699

0.618

-0.50

-0.05

0.094

-0.34

1.000

RATA

-0.110

-0.03

0.016

0.227

0.197

-0.07

-0.03

0.027

-0.10

0.409

DGR

0.214

0.232

-0.19

0.147

0.141

-0.06

0.809

0.106

0.061

-0.10

-0.25

1.000

DPLB

0.223

0.240

-0.21

0.328

0.255

-0.10

0.266

0.122

-0.16

0.340

0.149

0.221

NIGR

0.224

0.197

0.108

0.144

0.217

-0.27

0.099

0.137

-0.14

0.094

0.045

0.132

-0.08

1.000

BST

0.108

0.156

-0.03

0.331

0.246

-0.28

-0.17

0.092

-0.11

0.678

0.361

-0.21

0.258

0.003

1.000

LST

0.185

0.260

0.099

0.421

0.357

-0.31

0.215

-0.12

-0.10

0.460

0.423

0.154

0.203

0.043

0.547

LST

1.000

1.000

1.000

Source: Author's computation (2017) based on Stata version 14 outputs.
Regression results
The results of fixed-effects regression models are presented in Tables 4, 5 and 6 based on the
dependent variables (one for each) adopted for the study. Regression results with ROA as dependent
variable, as contained in Table 4, show that all proxies of CARs have significant positive impact on
Nigerian DMB's performance as measured by return on assets. This means that the higher the bank's
capital ratio the higher its profitability when it is measured by ROA regardless of the measures of CAR
(NBC or RBC). While TWA and LVR are significant at 1%, ETA and TRWA are significant at 5%. GRR is
significantly positive at 10%. Most of the control variables do not exhibit any significant effect except
RAL when GRR is the independent variable and DPLB when CIR is the independent variable. RAL has
significant negative impact at 5% while DPLB is significantly positive at 10%. Despite not being
significant and having no prior expectation, it is deemed fit to report the influence of RAL and LST. RAL
has negative effect- an indication that increase in ratio of asset to liability does not translate to
increased profitability. The negative influence of LST suggests that increased profitability of a bank is
not a function of being listed in another clime. CIR has negative impact as hypothesized and is
significant at 1%. Although BST is also not significant, its results show an inverse relationship between
being categorized as SIB and increased profitability.
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Table 4: Regression estimates of all models with ROA as dependent variable.
Model I

Model II

Model III

Model IV

Model V

Model VI

TRWA

0.0613(2.72)**

……………….

……………….

……………….

……………….

……………….

TWA

……………….

0.0797(3.05)*

……………….

……………….

……………….

……………….

ETA

……………….

……………….

0.3613(2.42)**

……………….

……………….

……………….

GRR

……………….

……………….

……………….

0.0197(1.78)***

……………….

……………….

LVR

……………….

……………….

……………….

……………….

0.1837(5.46)*

……………….

CIR

……………….

……………….

……………….

……………….

……………….

-0.0384(-20.34)*

AGR

0.0398(0.83)

0.0432(0.91)

0.0117(0.49)

0.041(0.91)

0.0347(0.88)

0.0017(0.23)

RAL

-0.0002(-0.32)

-0.0005(-0.93)

-0.0006(-0.84)

-0.0009(-2.15)**

-0.0006(-1.13)

-0.0003(-1.76)

DER

0.0163(0.09)

-0.0017(-0.00)

0.0001(1.26)

-0.0108(-0.04)

0.0001(0.81)

-0.00003(-1.13)

LgTA

0.0035(0.19)

0.0018(0.10)

0.0036(0.16)

-0.0027(-0.15)

0.0099(0.66)

0.0015(0.20)

RATA

-0.0198(-0.45)

-0.0145(-0.34)

-0.0073(-0.37)

-0.0213(-0.49)

-0.0323(-0.73)

0.0055(0.52)

DGR

-0.0377(-0.61)

-0.0392(-0.65)

0.0093(0.30)

-0.0376(-0.66)

-0.0253(-0.52)

0.002(0.21)

DPLB

0.0048(0.11)

-0.0126(-0.26)

-0.0178(-0.45)

-0.0157(-0.33)

-0.0246(-0.53)

0.0266(1.96)***

NIGR

0.059(1.39)

0.0711(1.51)

0.0356(1.01)

0.0782(1.61)

0.0561(1.51)

0.0017(0.11)

BST

-0.004(-0.94)

-0.0037(-0.88)

-0.0034(-0.67)

-0.0035(-0.81)

-0.0041(-1.01)

-0.0035(-1.35)

LST

-0.0028(-0.58)

-0.0031(-0.59)

-0.0036(-0.63)

-0.0035(-0.63)

-0.0055(-1.08)

-0.0044(-1.56)

Cons.

-0.0714(-0.18)

-0.0281(-0.07)

-0.0973(-0.21)

0.0665(0.17)

-0.1792(-0.52)

-0.008(-0.05)

R2

0.3226

0.3360

0.4572

0.3409

0.4266

0.9263

Source: Author's computation (2017) based on Stata version 14 outputs.
Coefficients and t values are reported with t values in parenthesis where *, ** and *** stand for significance at
1%, 5% and 10% respectively.

With ROE as a measure of performance (see Table 5), all the measures of CAR have positive impact
but with only two being significant- TRWA and LVR at 5% and 1% respectively. Like its effect on ROA,
CIR has significant negative impact on ROE. DER has significant negative influence on ROE which is
in agreement with prior expectation. DGR is also significant when CIR is the independent variable.
Using NIM as the proxy of banks' performance (see Table 6), all indicators of CARs exhibit negative
influence except ETA, although TWA and LVR are not significant. While the TRWA and GRR are
significant at 10%, ETA is significantly positive at 5%. CIR maintains its negative influence at 1% level
of significance. Another significant result is that of NIGR which exhibits negative influence regardless
of the independent variables. This result is regarded as statistically sensible because it is justifiable to
say that the higher the ratio of non-interest income to gross revenue the lower the net-interest-margin
(NIM). A summary of findings with expected and actual signs of all explanatory variables is provided in
Table 7 in the appendix.
The findings of this study are consistent with the findings of Mathuva (2009) on the impact of TWA and
LVR on ROA but in contrary to his findings on ETA and bank's performance. They also conform to the
works of Ozili (2015) on the relationship between ROA and TRWA but disagree on the effect of TRWA
on NIM. These findings are also at par with the work of Hogan (2015) on the superiority of ETA despite
using different dependent variables. Although different methodologies were applied, these results
accord substantially with findings of Ejoh and Iwara (2014) on the impact of ETA on ROA. On CIR, there
is an agreement between findings of this paper and those of Mathuva (2009), Almazari (2013) and Ozili
(2015).
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Table 5: Regression estimates of all models with ROE as dependent variable.
Model I

Model II

Model III

Model IV

Model V

Model VI

0.6796(2.15)**

……………….

……………….

……………….

……………….

……………….

TWA

……………….

0.73(1.57)

……………….

……………….

……………….

……………….

ETA

……………….

……………….

2.6415(1.51)

……………….

……………….

……………….

GRR

……………….

……………….

……………….

0.2050(1.39)

……………….

……………….

LVR

……………….

……………….

……………….

……………….

1.8297(3.06)*

……………….

TRWA

CIR

……………….

……………….

……………….

……………….

……………….

-0.3849(-29.14)*

AGR

0.3047(0.68)

0.3484(0.76)

0.122(0.48)

0.3215(0.76)

0.261(0.72)

-0.0697(-1.58)

RAL

0.0017(0.24)

-0.0015(-0.29)

-0.0017(-0.24)

-0.0054(-1.27)

-0.0028(-0.49

0.0003(0.10)

DER

-0.0201(-21.30)*

-0.0204(-19.9)*

-0.0201(-23.33)*

-0.0203(-16.55)*

-0.0197(-20.55)*

-0.0206(-73.25)*

LgTA

0.0291(0.14)

-0.0137(-0.06)

-0.0233(-0.09)

-0.0445(-0.20)

0.0774(0.40)

-0.0056(-0.06)

RATA

-0.3686(-0.87)

-0.3191(-0.83)

-0.275(-1.43)

-0.3847(-0.93)

-0.4932(-1.12)

-0.1149(-1.61)

DGR

-0.2259(-0.39)

-0.253(-0.44)

0.0908(0.29)

-0.23(-0.43)

-0.1103(-0.25)

0.164(2.23)**

DPLB

-0.3998(-0.76)

-0.55(-0.93)

-0.5472(-1.13)

-0.6091(-1.03)

-0.6866(-1.19)

-0.1757(-1.25)

NIGR

0.4179(0.94)

0.5502(1.05)

0.2896(0.74)

0.6259(1.15)

0.4017(1.01)

-0.1442(-1.13)

BST

-0.0203(-0.47)

-0.0159(-0.36)

-0.0134(-0.25)

-0.0147(-0.33)

-0.2051(-0.47)

-0.0149(-0.67)

LST

0.0075(0.19)

0.0021(0.04)

-0.0027(-0.06)

-0.0001(-0.00)

-0.021(-0.46)

-0.0099(-0.60)

Cons.

-0.0391(-0.01)

0.928(0.19)

0.8922(0.16)

1.5951(0.33)

-0.7815(-0.18)

0.9113(0.44)

R2

0.9668

0.9663

0.9685

0.9674

0.9713

0.9966

Source: Author's computation (2017) based on Stata version 14 outputs. Coefficients and t values are
reported with t values in parenthesis where *and ** stand for significance at 1% and 5% respectively.

Table 6: Regression estimates of all models with NIM as dependent variable.
Model I

Model II

Model III

Model IV

Model V

Model VI

TRWA

-0.04258(-2.07)***

……………….

……………….

……………….

……………….

……………….

TWA

……………….

-0.0251(-0.69)

……………….

……………….

……………….

……………….

ETA

……………….

……………….

0.273(2.75)**

……………….

……………….

……………….

GRR

……………….

……………….

……………….

-0.0113(-1.94)***

……………….

……………….

LVR

……………….

……………….

……………….

……………….

-0.0371(-0.97)

……………….

CIR

……………….

……………….

……………….

……………….

……………….

-0.0085(-3.95)*

AGR

0.0204(0.98)

0.017(0.87)

-0.0097(-0.52)

0.019(0.90)

0.0184(0.87)

0.0064(0.62)

RAL

-0.0006(-1.99)***

-0.0005(-1.17)

-0.0006(-1.05)

-0.0002(-0.57)

-0.0005(-1.15)

-0.0005(-1.51)

DER

-0.0001(-1.57)

-0.00004(-0.54)

0.0002(1.92)***

-0.0001(-1.04)

-0.00004(-0.54)

0.00003(0.47)

LgTA

-0.0228(-1.36)

-0.017(-0.93)

-0.0025(-0.12)

-0.0176(-1.02)

-0.0172(-0.95)

-0.0105(-0.55)

RATA

0.0040(0.2)

0.0021(0.10)

0.0126(0.69)

0.0049(0.23)

0.0063(0.31)

0.0091(0.51)

DGR

-0.0487(-1.63)

-0.0455(-1.59)

-0.0027(-0.14)

-0.0479(-1.57)

-0.0477(-1.55)

-0.0333(-2.94)**

DPLB

0.0472(1.18)

0.0508(1.12)

0.0232(0.53)

0.0583(1.42)

0.0508(1.22)

0.0477(1.17)

NIGR

-0.0917(-6.3)*

-0.0997(-5.71)*

-0.1255(-3.87)*

-0.1041(-5.46)*

-0.0966(-6.12)*

-0.1146(-4.45)*

BST

-0.0028(-0.59)

-0.0032(-0.65)

-0.0035(-0.71)

-0.0032(-0.67)

-0.0031(-0.64)

-0.0034(-0.68)

LST

0.0013(0.24)

0.0019(0.34)

0.0027(0.50)

0.0019(0.31)

0.0025(0.44)

0.0022(0.41)

Cons.

0.53000(1.49)

0.4035(1.05)

0.0789(0.17)

0.4151(1.15)

0.4054(1.05)

0.2717(0.66)

R2

0.3658

0.3349

0.4924

0.3619

0.3344

0.3739

Source: Author's computation (2017) based on Stata version 14 outputs. Coefficients and t values are
reported with t values in parenthesis where *, ** and *** stand for significance at 1%, 5% and 10% respectively.
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Conclusions
This paper investigated the potential influence of risk-based and non-risk based measures of capital
and CIR on DMBs' performance in Nigeria. Three measures of performance were identified- ROA,
ROE, and NIM while five measures of capital adequacy were adopted- TRWA, TWA, ETA, GRR and
LVR. CIR was adopted as the indicator of bank's operating efficiency. Two of the capital adequacy
indicators are risk-based (RBC) - TRWA and TWA while the remaining are non-risk based capital
(NBC) but TRWA, TWA and LVR are regulatory. Six models, one for each, based on all the CARs and
CIR were used with particular reference to each measure of performance. This turns out to be eighteen
models in all. The data related to the study's variables were extracted from annual reports and
accounts of all commercial banks listed in NSE between 2012 and 2015.
With fixed-effects models of panel data regression, the findings revealed that all measures of CARs
had significant positive impact on ROA as a measure of performance. All these measures of capital
adequacy also positively influenced ROE with only TRWA and LVR being significant. Nonetheless,
mixed results are obtained with NIM as measure of performance. While the ETA exhibited a significant
positive impact, others negatively influenced DMB's performance with only TRWA and GRR being
significant. The findings also complied with CIR-profitability golden rule by showing significant
negative effect on all-adopted measures of bank's performance.
Based on these findings, it was concluded that, first, the effect of CAR (RBC or NBC) on bank's
performance depends on the measure of performance adopted. It was also observable that RBCs are
still much relevant given their effect on ROA and ROE. The results also provided empirical support for
the inclusion of leverage ratio in the regulatory regime by Basel III. Although ETA is regarded as
archaic, its superiority and much more relevance is manifest given its positive influence on all-adopted
measures of performance. Since the indicators of banks' performance are not restricted to ROA and
ROE (see Eldomiaty et al., 2015), there is an urgent need to take cognizance of a measure of CAR with
consistent predictive potentials on banks' profitability. This conclusion necessitates the need for banks
to include prominently the ETA in their investors' presentations in addition to RBC. Also, the investors
are advised to pay emphasis on the ETA in their analysis of DMBs' performance. Overall, bank
regulators- Central Bank of Nigeria (CBN) should incorporate ETA into regulatory regime by fine-tuning
it for banking supervision model to ensure its relevance is not eroded.
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Appendix
Table 7: Summary of Findings
Var.

Dependent variable = ROA

Dependent variable = ROE

Dependent variable = NIM

Expected sign

Expected sign

Expected sign

Actual sign

Actual sign

Actual sign
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+

+

+

+
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TWA
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+

+

+

+

-

ETA
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+

+
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+

+
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+

+

+

+

-

LVR
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+

+

+

+
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-
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+

+
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+
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?
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NIGR
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-
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-
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+
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Abstract
Corporate decisions may be influenced by institutional investors and if this is true, then the effect that
they have on corporate policies may change with the level of institutional ownership. Hence, this study
examined the causality between institutional shareholding and corporate governance of selected
deposit money banks in Nigeria. Specifically, the study evaluated the Granger causality that exists
between institutional shareholding and board independence, audit committee independence and
board composition. The study used a sample of fifteen (15) deposit money banks quoted on the
Nigerian Stock Exchange. The study employed secondary data which was obtained from Audited
Annual Report of the selected banks in Nigeria for a period of ten years (2006- 2015). The data
obtained were subjected to Granger causality test to determine the causal relationship that exists
between institutional shareholding and corporate governance. The findings showed that there is bidirectional causality between institutional shareholding and audit committee independence while
there is unidirectional causal relationship between institutional shareholding and board
independence/board composition. Based on these findings, the study concluded that there exists a
causal effect between institutional shareholdings and corporate governance among deposit money
banks in Nigeria. Therefore, the study recommended that institutional investors should use their
power to ensure independence of the audit committee in curbing insider related credit abuse which
may affect the return on their investment and the banks' Board of Directors should ensure
independence of the board and audit committee in order to attract more institutional investors to
enhance performance.
Keywords: Audit committee, Board independence, Corporate governance, Institutional shareholding
INTRODUCTION
There has been a remarkable discussion over the last two decades among scholars and practitioners
on what constitutes the best corporate governance practices and the influence the institutional
investors are having on corporate governance. Corporate governance may be influenced by
institutional investors and if this is true, then the effect that they have on corporate decisions may
change with the level of institutional ownership. The figures released by the Nigerian Stock Exchange
(NSE) on percentage of contribution by institutional and retail investors indicated that out of N880.56
billion total market value, institutional investors accounted for N497.86 billion (57%) while the
remaining N382.70 billion (43%) was contributed by individual investors (Nkiruka, 2016).
The predominance of institutional shareholders underscores the role they may play in improving
corporate governance. Moreover, institutional shareholders have long advocated changes in the
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board structure of the companies (Monks & Minow, 2001). Their call has been strengthened by many
corporate governance reforms resulting from major corporate failures. These reforms put great
emphasis on formal issues such as board independence, board leadership structure, board size and
committees. The lack of vigilant oversight functions by the Board of Directors, internal control lapses
(audit), large non-performing insider related loans and advances and passive attitude of the
institutional investors are corporate governance issues faced by Deposit Money Banks (Uadiale,
2010).
Though, measures have been put in place by institutions such as Central Bank of Nigeria, Security and
Exchange Commission, etc. to champion the cause of good corporate governance and changing the
attitude of institutional shareholders, but the problem of corporate governance still remains
unresolved.
Recently in 2016, the Central Bank of Nigeria (CBN) also restructured the Board of Directors and
sacked some members of the executive of Skye bank. One of the major reasons for this action was
hinged on poor corporate governance of the bank, especially the treatment given to insider related
credits and manipulation of accounts respectively (Nwosu, 2016).Therefore, it appears logical that if
institutional investors held a substantial ownership (5%+) in a company, that they could have effect on
that company's governance.
On the other hand, institutional shareholders focus has broadened, not only focusing on companies
with key financials, but those which provide strong investor protection mechanisms and internal
controls by means of corporate governance characteristics of fairness, transparency, accountability
and responsibility (Chung & Zhang, 2011). Therefore, which firms' corporate governance mechanisms
are an explicit determinant of institutional investors' portfolio weighing decisions?
The main objective of this study is to examine the causality between institutional shareholding and
corporate governance mechanisms (board independence, audit committee independence and board
composition). The relationship between institutional shareholding and corporate governance related
to deposit money banks has been ignored by prior researches and none has examined bi-directional
relationship. Thus, understanding the relationship that exists between institutional shareholding and
corporate governance will be of immense benefit to bank regulators, investors, academics, firms and
other relevant stakeholders. The boards will find the information valuable by knowing the importance of
institutional investors concerning the governance of the banks. The result of this study can serve as
reference for further researchers in this field of research.
The study focused on the causal effect between institutional shareholding and corporate governance
of fifteen (15) quoted deposit money banks listed on the NSE spanning from 2006 to 2015.The
remainder of this paper is structured as follows: Section two provides the theoretical framework and
review the literature related to the phenomenon of interest. Section three presents the methodology,
section four analyses the data and discusses the results while section five concludes the paper and
makes recommendations.
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LITERATURE REVIEW
This section contains theoretical background, empirical review, research gap and conceptual model of
the study.
Theoretical Consideration
The theories upon which this study is based are: agency theory and resource dependency theory.
Agency Theory
The principle underlining the issue of corporate governance is the agency theory developed by Jensen
and Meckling (1976) emanating from the separation of ownership and control. Jensen and Meckling
(1976) defined the agency relationship in terms of “a contract under which one or more persons, the
principal(s) engage another person (the agent) to perform some service on their behalf which involves
delegating some decision-making authority to agents.” Under this theory, the main concern is to
develop rules and incentives, based on implicit or explicit contracts, to eliminate or at least, minimize
the conflict of interests between the owners and the managers (Akpan &Riman, 2012). According to
Biserka (2007), the issues that appear most prominent in the literature to mitigate this conflict are
Board composition, board independence, the separation of CEO and chairman positions and the role
and responsibilities of the Board Directors and its committees. Also, institutional shareholders have
emerged over the years as an important corporate governance mechanism that can mitigate this
agency problem by effective monitoring of managers through its influence on the board and
consequently reducing the agency cost (Akpan & Riman, 2012). This was well supported by Fama and
Jensen (1983) and Akpan and Riman (2012) that found that corporate governance really helps owners
to exert control over corporate affairs.
Institutional investors as principals have a fiduciary responsibility to oversee the agents. As agents,
they are expected to function in the best interest of their principals. However, there is a principal-agent
problem that exists which can result in corporate governance issues. From this perspective, the board
and institutional investors are seen as one means of reducing agency problem by ensuring that the
board is composed largely by non-executive Directors (independent) who will be able to control the
activities of managers and thereby maximize shareholders' wealth (Rashid, 2011; Kaymark& Bektas,
2008);as well as an audit committee which helps to alleviate the agency conflicts that exist by
improving the quality of financial reporting, reducing the information asymmetry between agent and
principals and insider related transaction (Lui & Lu, 2007).
Resource Dependency Theory
The resource dependency theory was first described by Pfeffer and Salancik (1978) as the most often
referenced in academic research in relation to composition of the board and board independence.
They further argued that external independent directors may serve to connect the external resources
with the firm to overcome uncertainty, which is very important for long term sustainability. Hillman and
Dalziel (2003) emphasized that a majority of external members could bring the most needed business
skill into institutions. Also, Rehbein and Jeanne (2013) explained that shareholders in general should
be considered neither as egoistic principals, nor as stakeholders as such, but as providers of an
important resource crucial to the company's survival. In this theory, shareholders and in particular
institutional shareholders can be seen as not merely providers of capital, but residual claimants
seeking a financial return on their investments. They invest in many different companies, and by doing
so acquire information and knowledge from other companies that can be used by the company to
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improve its performance (Pfeffer and Salancik, 1978). From this perspective, the board and
institutional investors are seen as one means of reducing uncertainty by creating influential links
(Hillman and Dalziel 2003; Rehbein et al. (2013).
This study adopted both agency and resource dependency theories because they focused on principal
and agent relationship relevant to the board as a mechanism for good governance and institutional
investor, as owners of large resources, their presence as investors might be of crucial importance to
the survival of the company.
Empirical Evidence
Many researchers have examined the relationship between variety of corporate governance
mechanisms and institutional shareholding. Some examined only the impact of corporate governance
and institutional shareholding mechanisms on performance such as Chung and Zhang (2011),
Wahabet al., (2008), Huang, Wang, Lin and Jhao (2010), Harasheh and Nijim (2010) while others
investigated the influence of several mechanisms (discretionary accruals, capital structure, operating
cash flow return etc) on either institutional investment or governance (Shehu & Abubakar
2012;Kennedy, Josiah & Nixon 2015).
Huang et al. (2010) studied the relation between corporate governance mechanism and institutional
ownership in 220 exchange-listed companies in Taiwan during 2004 to 2006. They found that the
corporate governance mechanism increases ownership of institutional investor. Bianca, Txomin and
Amcia (2009) investigated on Italian corporate governance, financial structure and firm performance of
21 non-listed firms. They used multiple regression analysis and found a positive relationship between
outsider on board of directors and institutional investors. Kurt (2012) examined the effect of outside
directors and CEO turnover on institutional investment of 55 listed companies in Illinois using OLS
regression. The result showed that ownership structure and audit independence have significant
positive effect on institutional investors. Theo, Hans and Elmer (2013) examined corporate
governance on firm performance and institutional investors using OLS regression and found a
negative influence between the board composition and institutional investors.
Mizuno (2014) examined the influence of institutional investors on corporate governance and the
relationship between institutional investors and firm performance in France, using multiple regression
analysis. Using performance as proxy for corporate governance, the study found that there is no
statistically significant difference between the changes in share ownership of institutional investors
and firm performance. Cheng (2016) carried out a study on corporate governance and performance
effect of institutional investors using Two-stage least square method. The study also used financial
performance as a proxy for corporate governance and found that institutional investors' holding is
significantly positively related to corporate performance. The difference in their results can be
attributed to the difference in methodologies.
In Nigeria, very few studies were conducted concerning corporate governance structure and
institutional investment. Nwaiwu (2014) examined the influence of corporate governance structure on
institutional investment of 32 listed companies on the NSE, covering the period of 2006-2010, using
multiple linear regression (MLR) analysis; they found that corporate governance structure (board
independence, board size, audit committee independence, audit size) does not have influence on
value and number of institutional investors, but institutional investors have significant and positive
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influence on corporate governance structure. Ogbowu (2014) examined corporate governance
structure, financial performance and institutional investment of 32 listed companies on the NSE,
covering the period of 2004-2008, using multiple regression analysis. The study found that board
independence, shareholders representative in audit committee, size of audit committee and audit
independence have positive influence on institutional investors.
Osisioma, Egbunike and Adeaga (2015) investigated the impact of corporate governance on Deposit
Money Banks' (DMBs) performance in Nigeria. The study used primary data and panel data for twenty
four (24) banks selected for the period 2006-2013. They employed multiple regression method of
analysis. Their findings revealed no statistically significant difference between corporate governance
practices among the DMBs based on the perceptions of the shareholders and there is significant
relationship between DMBs' performance and corporate governance proxy variables.
Research Gap
Researchers such as Ogbowu (2014), Nwaiwu (2014), Theo et al. (2013), Kurt (2012) etc. have
examined the relationship between Institutional Shareholding (IS) and Corporate Governance (CG) or
Corporate Governance and Institutional Shareholding in other contexts using different kind of data
analysis techniques such as Ordinary Least Square, Multiple Linear Regression. However, not many
of these studies examined bidirectional relationship between institutional shareholding and corporate
governance using Granger causality test. Therefore, the gap this study intends to fill is examination of
bidirectional causal effect between institutional shareholding and corporate governance of quoted
deposit money banks in Nigeria.
Conceptual Model
Corporate Governance
mechanisms

Board Independence (BIND)
Institutional Shareholding

Audit committee independence
(ACIND)

(INST)
Granger causality

Board composition (BCOMP)

Figure 1: Conceptual model between institutional shareholding and corporate governance.
Source: Author (2017)
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Model Specification
To test for Granger causality, the model employed in this study was panel data model proposed by
Hurlin and Venet (2001) and applied by Hood, Kidd and Morris (2008), Erdil and Yetkiner,
(2009)among others. For each cross section unit i and period t, the following model is estimated:

Where
and
are i.i.d. (0, ).
It is assumed that the autoregressive coefficients â k and the regression coefficients è k ’s are
constant for k º [1,N]. Moreover, it is further assumed that parameters â k are identical for all
individuals, while the coefficients è k could have an individual dimensions.
The following models are specified from the model above:
To test for causality between institutional shareholding and corporate governance, the study used
the following model:

Likewise, to test for causality between corporate governance and institutional shareholding, the
study used the following model:

Where:
INST
BIND
ACIND
BCOMP

=
=
=
=

% of institutional investors shareholding (substantial holding).
Proportion of non-executive directors on the board
% of non-executive directors in the committee.
Total number of directors.

Variables
Institutional shareholding (INST)
The study measured the investment behaviour of institutional shareholders in terms of their
substantial shareholdings (5%+). Substantial holding is holding more than 5% of DMBs' total issued
share capital which must be disclosed in the banks' annual report. This is in line with Lamba and
Stapledon (2001) measurement for institutional shareholding.
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Where:
INST
BIND
ACIND
BCOMP

=
=
=
=

% of institutional investors shareholding (substantial holding).
Proportion of non-executive directors on the board
% of non-executive directors in the committee.
Total number of directors.

Variables
Institutional shareholding (INST)
The study measured the investment behaviour of institutional shareholders in terms of their substantial
shareholdings (5%+). Substantial holding is holding more than 5% of DMBs' total issued share capital
which must be disclosed in the banks' annual report. This is in line with Lamba and Stapledon (2001)
measurement for institutional shareholding.
Measurement & Variables
The corporate governance variables are: board independence, audit committee independence and
board composition. Board independence (BIND) was measured as proportion of non-executive
directors to the total number of directors (Prabowo and Simpson, 2011). Audit committee
independence (ACIND) was measured as % of non-executive directors in the committee (Nidhi & Anil,
2016). Board composition (BCOMP) is measured as the total number of directors on the board. The
study used board independence, audit committee independence and board composition as corporate
governance variables based on the fact that they are required to keep in check unscrupulous activities
such as insider dealings that may hinder good governance. Also, the presence of non-executive
directors goes a long way in ensuring investor trust (Leung, Richardson & Jaggi, 2014).
METHODOLOGY
The study employed ex-post facto research design using panel data. Ex-post facto design allows for
the collection of past and multi-dimensional data which provide basis for the full establishment of the
causal relationship between institutional shareholdings and corporate governance of deposit money
banks' in Nigeria. The target population is the nineteen (19) deposit money banks in Nigeria where
fifteen (15) quoted deposit money banks on the Nigeria Stock Exchange (NSE)were sampled using
purposive sampling technique. The secondary data of the selected banks had been extracted from
their annual reports for ten (10) years.
Panel Granger causality test was applied to determine the causal relationships between the variables.
Granger causality test is a method used to determine the direction of relations of causality between
variables formulated by Clive Granger in 1969. According to this test, if the inclusion of information on
the variable X into the model provides contribution to prediction of the variable Y, then the X variable is
the cause of Y. Hurlin and Venet (2001) argued that Granger causality test based on panel data have
higher accuracy than those based on individual time series.
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Model Specification
Hypotheses Testing
RESULTS
Table 1:– Causality between Institutional Shareholdings and Board Independence

Null Hypothesis

F-stat

P-value

Institutional Shareholding does not Granger cause board independence

2.6475

0.0763*

Board independence does not Granger cause Institutional Shareholding

3.9148

0.0373**

Note: ** and * indicate rejection of null hypothesis at 5% and 10% significance level respectively
Source: Author's Computations, 2017

Table 2 shows the causal relationship between institutional shareholding and the audit committee
independence of Nigerian Deposit Money Banks, with the use of pair wise Granger causality test. The
result shows that there is bidirectional causality relationship between institutional shareholdings and
audit committee independence. This means that institutional shareholding Granger cause audit
committee independence likewise audit committee independence Granger cause institutional
shareholdings as indicated by F-stat (6.3803 and 3.1315) with P-value (0.0026 and 0.0484)
respectively at 5% significance level. This means that audit committee independence and institutional
shareholding enhance each other.
Table 3: Hypothesis Three – Causality between Institutional Shareholdings and Board
Composition

Null Hypothesis

F-stat

P-Value

Institutional Shareholding does not Granger cause Board Composition

1.5068

0.2272

Board Composition does not Granger cause Institutional Shareholding

3.9781

0.0380**

Note: ** indicates the rejection of null hypothesis at 5% significance level.
Source: Author's Computations, 2017
Table 3 shows the causal effect of institutional shareholding and the board composition of Nigerian
Deposit Money Banks, with the use of pair wise Granger causality test. The result shows that there is
unidirectional causality relationship between institutional shareholdings and board composition. This
means that institutional shareholding does not Granger cause board composition as indicated by Fstat (1.5068) with P-value (0.2272) at 5% significance level, while board composition Granger cause
institutional shareholdings as indicated by F-stat (3.9781) with P-value (0.0380) at 5% significance
level. This means that board composition influences institutional shareholding.
Discussion of Findings
Results from table 1 show that board independence significantly Granger cause institutional
shareholding. This implies that Nigerian deposit money banks with more Non-executive directors
(NED) on the board attract institutional investors. This is consistent with the findings of Bianca et al
(2009) and Ogbowu (2014) but inconsistent with the result of Nwaiwu (2014) who found that board
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independence does not have influence on the value of institutional investors. Also, institutional
shareholdings Granger cause board independence, which implies that institutional shareholders do
have influence on the proportion of NED to executive directors on the board. Similar view is shared by
Nwaiwu (2014).
From Table 2, it shows that audit committee independence Granger cause institutional shareholding
likewise institutional shareholding Granger cause audit committee independence; this is consistent
with the findings of Kurt (2012) and Ogbowu (2014) but against the result of Nwaiwu (2014). This
implies that audit committee independence of Nigeria deposit money banks enhances their reputation
thereby attracts institutional investors. Likewise institutional investors have significant influence on the
composition of NED in the committee.
Results from Table 4 show that board composition Granger cause institutional shareholdings; this is
consistent with the findings of Theo et al. (2013) and Ogbowu (2014) but against the result of Nwaiwu
(2014). This implies that the total number of directors on the board of Nigerian deposit money bank has
influence on the investment decision of institutional investors. However, Institutional shareholdings
does not granger cause board composition; this is also against the finding of Nwaiwu (2014). This
means that institutional investors do not have effect on the number of directors making up the board.
Conclusions
The study concludes that there exists a causal effect between institutional shareholdings and
corporate governance of deposit money banks in Nigeria. However, when individual components are
evaluated, there is bidirectional causality relationship between institutional shareholdings and board
independence, bidirectional relationship between institutional shareholdings and audit committee
independence and unidirectional relationship between institutional shareholdings and board
composition.
Based on the findings in this study, the following recommendations are made:
i.

Given the size of their holdings, institutional shareholders should use their power to enhance
independence of the board and audit committee in curbing insider related credit which may affect
the return on their investment.
ii. The board of deposit money banks' should continue to enhance the corporate governance
variables (board independence, audit committee independence and board composition) in order
to send a positive signal to potential institutional shareholders.
iii. Institutional shareholders should take corporate governance variables into consideration when
taking investment decisions as these can provide strong investor protection mechanisms and
internal controls by means of corporate governance characteristics of fairness, transparency,
accountability and responsibility.
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ABSTRACT
This study examines the effect of the level of education, firm-specific experience and industry
experience of Chief Executive Officers on firm performance. Data on 15 listed banks in Nigeria, from
2006 to 2015, are analysed using a regression model that controlled for capital adequacy. The data set
includes human capital variables of 29 top executives who served as Chief Executive Officers (CEOs)
of the 15 listed banks within the 10-year period of the study. Results of the analyses show that firmspecific experience of CEOs significantly affects the performance of banks. The level of education
(whether first or second degree) as well as the industry-specific experience acquired by top executives
prior to appointment as CEOs, do not significantly affect firm performance in the Nigerian banking
industry. The finding suggests that investments in training that improve the knowledge and skill on firmspecific processes will contribute more to firm performance (measured by return on assets) than
generic training. This finding has implications for Boards of Directors of Nigerian banks that recruit
outsiders directly into the position of Chief Executive Officers.
Keywords: CEO Human capital, Firm performance, Firm-specific experience, Industry-specific
experience, Nigerian banking industry.
INTRODUCTION
The performance of an entity depends largely on its ability to cope with the ever-increasing
competitive, dynamic and turbulent business environment. A firm may deal with these problems by
effectively combining the competence of its workforce with other available resources in producing
goods and services that satisfy market demands. It is the responsibility of the Chief Executive Officer
(CEO) to lead the firm in leveraging its resources in order to overcome the challenges in the business
environment, remain competitive and achieve organisational goals. How far the entity will go in
effectively harnessing its resources to achieve desired financial performance, productive services,
and sustained competiveness depends, at least in part, on the human capital – the knowledge, skill,
and abilities – of the Chief Executive Officer (Capenter, Sanders & Gregesen, 2001).
A number of studies have examined the relationship between different aspects of CEO human capital
(such as education, firm-experience, prior experiences) and firm performance measured by return on
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assets, total stock market returns, Tobin Q and return on sales. While some studies provide evidence
linking firm performance to CEO human capital (Chen & Hambrick, 2012; Hutchinson, 2014; Olson,
2015); other find no significant association between the measures of human capital they examined
and firm performance (Thomas, 1988; Fitza, 2014). Therefore, the evidence provided so far is mixed.
Additionally, these studies are based on data obtained mainly from advanced economies where
biographic data of CEOs are readily available. Many of the studies on CEOs in Nigeria deal with
corporate governance issues such as CEO duality and tenure (Kwanbo& Abdul-Qadir, 2013; Ugwoke,
Onyeanu & Obodoekwe, 2013).There is little, if any evidence, on the relationship between CEO
human capital and firm performance for the banking industry in Nigeria, possibly due to the difficulty in
obtaining data on human capital variables of CEOs in Nigeria. This study is aimed at addressing this
gap in the literature.
There are a number of components of human capital stock in the literature. This paper does not deal
with all the components of CEO human capital because some of these measures cannot be readily
obtained from annual reports and other published information of banks in Nigeria. Specifically, this
study examines the relationship between three human capital variables – firm-specific experience,
industry specific experience and education – and firm performance (measured by return on assets).
The study is based on biographic data on CEOs extracted from different sources and data on return on
assets computed from the published financial statements of listed banks in Nigeria from 2006 to 2015.
The study contributes to the growing literature on the effect of human capital investments in the field of
management, accounting, and economics.
LITERATURE REVIEW AND HYPOTHESES DEVELOPMENT
Human capital
Human capital is the aggregate of knowledge, skill, motivations, vigour and productive abilities
embodied in people. It is broadly categorized into general human capital and specific human capital,
depending on whether peoples' knowledge and abilities are relevant across firms and industries, or
applicable only to specific business contexts. Thus, general human capital is the sum of human
competences and commitments that can be useful across entities; the variables for measuring this
dimension of human capital include education, managerial and administrative training, age,
reputation, and experience. Specific human capital, on the other hand, is the knowledge and
capabilities gained from understanding the unique processes, context, employees, contacts,
strengths, weaknesses, opportunities, and threats of an organisation (Bailey &Helfat, 2003; Gowan &
Lepak, 2007).
One of the important variables of human capital is education. The level of investments in education is
expected to influence employee productivity. The association between employee education and
productivity has gained a lot of research attention, but the evidence provided is mixed. In a study
based on Ghana, Mexico, and Sri Lanka, it is found that no significant relationship exists between
differences in educational level and productivity (Little, 1980), but Kampelmann and Rycx (2012)
provideevidence from Belgium which shows that higher level of education (including over education)
is positively associated with productivity.
Human capital theory suggests that employee productivity will be enhanced when investment in
human capital variables such as education is increased. Given this knowledge, a number of CEOs
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invest in their general managerial skills by obtaining MBA degrees. There is a general increase in the
demand for CEOs with higher general knowledge, and this has led to higher pay for CEOs with MBA
degrees, suggesting that the relevance of general human capital is increasing (Kampelmann & Rycx,
2012; Murphy & Zobojnik, 2006).
Experience is another important human capital variable that is expected to differentiate the
contribution of individuals to firm performance. Thus, the CEO with relevant experience will perform
better than the one without such experience. As noted earlier, experience may be broadly grouped into
specific and general. Specific experience may be sub-divided into firm-specific (i.e. arising from the
learning processes of a firm); industry-specific (experience relating to a specific industry) and
occupation-specific experience: the knowledge and skill that stems from training and practice in a
profession.
CEO Human capital and firm performance
The employee with firm-specific experience before appointment as CEO is likely to contribute more to
the organisational performance than the one appointed as CEO from another firm, even where such
persons previously served as CEO in a firm in the same industry or in another firm of the same size
(Hamoni & Koyoncu, 2015). Thus, the financial performance of a firm is affected by the differential
levels of abilities of CEOs, and this is applicable to various dimensions of CEO human capital. An
empirical study of firms listed in Australian Stock Exchange by Hutchinson (2014), which examines the
type of investment in CEO human capital that is associated with firms' financial performance, find that
general human capital measures are associated with bankruptcy, while the firm-specific experience of
CEOs has a significant positive relationship with financial performance. Results from the study suggest
that investment in general human capital will produce less desirable financial outcome than investment
in firm-specific experience.
The extent to which a CEO's knowledge and skill fit into the leadership needs of a firm affects the
performance of the firm (Chen & Hambrick, 2012). The research by Olson (2015) which investigates
whether the financial performance of a firm is affected by CEOs differential skills also supports the view
that CEOs whose skills and abilities agree with the leadership needs of an organisation has a
significant impact on the financial performance of the entity.
Results from Olson (2015) and Chen and Hambrick (2012) support the view that CEO human capital is
significantly associated with firm performance. The study by Chang, Dasgupta, and Hilary (2012)
provide further support for this view. Chang et al. (2012) investigate 298 cases of CEO exit in the United
States from 1992 to 2002, and the results show that differences in the human capital of CEOs within
and across industries affect market value and financial performance. The findings do not support the
view that firm performance depends entirely on factors outside CEO abilities (such as physical assets
and other employees).
CEOs, therefore, play important role in the success or failure of corporate entities as they can influence
the financial performance of firms. In a very extensive study which uses firm characteristics, CEO
human capital and financial performance measures (return on assets, return on sales and market-tobook ratio), and 60 years (1950 to 2009) data from 1015 firms, Quigley and Hambrick (2014) find
significant increase in the extent to which CEOs affect firm performance, but the influence of firm
characteristics and other non-CEO factors has decreased over time, suggesting that the human capital
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of CEOs and their discretions have had more impact on firm performance in recent years.
The ability of a CEO to impact performance may not be separated from the decision power of the CEO.
Adams, Almeida, and Ferreira (2005) examine whether the extent of CEO's decision power impacts
financial performance. Findings of the study indicate that CEOs with greater decision-making powers
had more impact on the financial performance of firms. The results are the same with different
measures of performance
.
A number of CEOs serve in countries outside their home countries, and therefore, acquire international
experience. Capenter et al. (2001) examine whether CEOs experience from international assignments
can enhance the performance of firms and the pay received by the CEOs. Using evidence from US
multinationals, the study finds that such experience has a significant effect on firm performance.
Similarly, the research by Roth, 1995 on the characteristics of 74 CEOs, support the view that
international experience affects firm performance.
CEOs are mobile, moving from one job to another for more favourable entitlements. Prior experience of
CEOs (i.e. the experience gained as CEO in a previous job before the current position) and its
association with firm performance has been examined by some studies. Findings of Bragow and
Misangyi (2015) show that CEO prior experience is negatively associated with market measures of firm
performance, but if the experience was gained from firms of the same size, such negative association
will be moderated. Almost consistent with Bragow and Misangyi (2015), Hamoni and Koyoncu (2015)
find that even when the experience was gained from firms in the same or similar industry, or from firms
of the same size, prior CEO experience is still negatively related to firm performance. The result is
consistent even when different accounting measures of performance are used. The results from these
studies show that prior experience does not matter for the purpose of achieving competitive financial
performance.
Given the above, this study formulates three hypotheses in the null form.
(i) CEO educational level is not associated with the financial performance of firms in the Nigerian
banking industry.
(ii) Firm-specific experience of CEOs has no statistically significant relationship with financial
performance of firms in the Nigerian banking industry
(iii) CEO industry experience does not significantly affect the financial performance of firms in the
Nigerian banking industry.
RESEARCH METHOD
Research Design
This study examines the relationship between CEO human capital variables and the financial
performance of banks in Nigeria using the correlational research design. Data on CEO human capital
variables and return on assets during the tenure of each CEO are accumulated and analysed at the
same time.
Sample
The study covers a period of ten years (2006 - 2015), beginning from the first year after a number of
banks were merged by the Central Bank of Nigeria. The number of listed banks in the Nigerian Stock
Exchange is fifteen. Given this number, together with a study period of ten years, the sampling frame
consists of 150 firm-year observations which will yield a sample of 120, if the Taro Yamene formula on
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sample size selection was applied at a sampling error of 4 per cent. However, relevant data on CEO
human capital are not readily available for all the years. Therefore, the study used all the years for
which relevant data are available.
Table 1
Final Sample for the study
Sn

Bank

Note

Period covered
in the Study

Number of firm -year
observations

1

Access Bank Plc

2006 to 2015

10

2

Diamond Bank

2006 - 2015

10

3

Eco Bank

1

2006 - 2010

5

4

FCMB

2

2006 - 2012

7

5

Fidelity Bank

2006 - 2015

10

6

First Bank

2006 - 2015

10

7

GT Bank

2006 - 2015

10

8

Skye Bank

3

2006 - 2014

9

9

StanbicIBTC

4

2011 - 2014

4

10

Sterling

2006 - 2015

10

11

UBA

2006 - 2015

10

12

Union Bank

5

2010 - 2015

6

13

Unity

6

2008 - 2013

6

14

Wema

7

2007 - 2014

8

15

Zenith Bank Plc

2006 - 2015

10

Final sample

125

8

Notes
(1) Beginning in 2011, the Annual Financial Statements of EcoBank was presented in dollars. Since
the presentation currency is different from all the other banks, data on the Bank from 2011 were
not included in the study
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(2) The industry specific experience of Mr. Peter Obaseki, who became MD of the FCMB Group in
2013 could not be determined readily from available information. So data on FCMB from 2013
were excluded from the study
(3) Annual Report of Skye Bank for 2015 was not available at the PH Stock Exchange
(4) Facts on Mr. Chris Newton (who was MD of Stanbic IBTC from 2008 to early 2011) were too
sketchy to determine his level of firm-specific and industry specific experience. Also, the Annual
Report of Stanbic IBTC for 2015 was not available at the PH Stock Exchange
(5) Facts on Dr. Bath Ebong (who was MD of Union Bank before 2009) were too sketchy to determine
his level of industry specific experience.
(6) Financial Statements of Unity Bank for 2006 and 2007 were not available at the PH Stock
Exchange, and could not be obtained from the bank's website. Also, there was a high turnover of
MDs since August 2013 when Mr. Ado YakubuWanka resigned as MD of the bank.
(7) Financial Statements of Wema Bank for 2006 and 2015 were not available at the PH Stock
Exchange, and could not be obtained from the bank's website
(8) During the statistical analyses, six influential observations were eliminated from the data set; thus
resulting in 119 firm year observations.
Data
Biographic data of all bank CEOs in Nigeria are not available from any source that the general public
can readily access. Therefore, the data on CEO human capital is obtained from a variety of sources.
The first and most important source is the profile of directorsdisclosed in the published annual report
and accounts of listed banks in Nigeria. Other sources include banks' websites, Wikipedia, Bloomberg
and websites such as nigerianbiography.com.
More than thirty bankers served as MD/CEOs of various banks within the period covered by this study
(2006 to 2015). However, only twenty-nine of them with available data are included in this study. The
accounting data used for the study are obtained from the annual financial statements published by
banks in Nigeria. These annual reports are obtained from Port Harcourt Stock Exchange, Nigeria, and
from the banks' websites.
Model
Human capital theory suggests that differences in the knowledge and skills of individuals will affect
their productivity. In the case of CEOs; therefore, it is expected that their differential skills and abilities
will affect firm performance. Accordingly, the model used for this study relates firm performance
(measured by return on assets) to human capital variables (education, firm-specific experience, and
industry experience).

ROAit = á 0 + á1EDit + á2FSEit + á3INDit+ á 4CAit + 
? it
Where
ROAit

=

Return on assets of firm i in year t

EDit

=

FSEit

=

An indicator variable for the level of education. The variable is set to 1 if
the CEO has a master’s degree, and 0 otherwise
Firm-specific experience of the CEO firm i in year t

INDit

=

Industry experience of the CEO firm i in year t
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CAit
=
?
=
it
á1, á2, á3, á4,
=

Capital adequacy of firm i in year t
Error term
Coefficients

Measurement of variables
Dependent variable
The dependent variable for this study is firm performance proxied by return on assets (ROA),
calculated by dividing the net profit after tax by total assets. ROA as a measure of performance has
been used extensively by studies investigating firm performance in relation to human capital measures
and other variables (Hamori, & Koyuncu, 2014). Unlike total stock market returns, which is based on
the perception of market participants, return on assets is an accounting-based measure which shows
how efficiently the assets of an organisation have been used. Since the study focuses on examining
the relationship between CEO human capital and operational performance of the firm, ROA is
considered the appropriate measure of performance.
Independent variables
The independent variables for this study are three measures of human capital, namely, education, firmspecific experience, and industry specific experience. Firm-specific experience is the total number of
years a banker has worked in the bank in which he/she served (or serves) as CEO; while industry
specific experience is the total number of years the CEO has worked in the banking industry in Nigeria
and abroad. Years spent as CEO in the legacy banks that were merged in 2005 are included in industry
experience because the idiosyncratic learning processes in a bank may not be identical with the
processes that will exist when the bank is merged with four or five other banks.
The third independent variable is education. It is measured using a binary variable set to 1 if the CEO
has a master's degree, and 0 otherwise. Prior studies have shown that these variables affect firm
performance (Bhagat, Bolton & Subramanian, 2010; Hutchinson 2014; Kampelmann & Rycx, 2012;
Murphy & Zobojnik, 2006; Quigley & Hambrick, 2014; Wang, Holmes, Oh, & Zhu, 2016).
A control variable is included in the model used for this study. The variable is capital adequacy
(measured as total equity/ total assets). Prior studies have found that capital adequacy affects the
return on assets of banks in Nigeria (Ejoh & Iwara, 2014).
Analysis of Data
The study used ordinary least square regression to test the effect of CEO human capital on firm
performance. The regression analysis used robust standard errors to ensure that the issue of nonuniformity of residuals does not affect the results of the study. Collinearity diagnostics on the model
returned a variance inflation factor of less than two for each variable, and a mean variance inflation
factor less than two, suggesting that the estimates are not affected by the problem of multicollinerity.
The Durbin Watson score of 1.5 suggests that the variables are not serially correlated. Panel
regression analysis was conducted using the STATA 12.0 software.
The Hausman specification test shows that the random effect model is appropriate to the panel data
used for this study. This may be due to the fact that some CEO human capital variables used in this
study did not vary with time. For instance, some bankers assumed the office of CEO/Managing
Director with master's degree and had this qualification all through their period as Chief Executive
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Officer. Most of the CEOs who preface their names with “Dr.” are actually honorary (not academic)
doctorate degree holders. Also, some of the bankers who had a first degree before they assumed office
as Chief Executive Officers did not pursue further studies to obtain academic degrees. The random
effect model allows “time invariant variables to play a role as explanatory variables” (Torres-Reyna,
2007 p. 26).
Also, the nature of the data used is such that it covered the entire sample period of ten years for some
banks, but a lesser number of periods for other banks because of incomplete information on CEO
human capital measures. The fixed effect model will not be appropriate for such data set.
Results and Discussion
Descriptive Statistics
Table 1 reports the descriptive statistics of the variables used in the study. The average return on assets
in the banks in our sample for the period covered by the study is 1.4%. The mean level of education is
0.8. Since education is an indicator variable with higher degree set to 1, and 0 otherwise, the mean of
0.8 indicates that 80 per cent of persons who served as CEOs had higher degrees.
Table1 Descriptive Statistics

N

Min

Max

Mean

Stat

Stat

Stat

ROA

119

-.0625

.0491

.014358

.0016155

.0176225

ED

119

.0000

1.000

.806723

.0363506

.3965382

FSE

119

1.000

30.00

10.9747

.6388485

6.96901

IND

119

13.00

36.00

22.7983

.4267411

4.65519

CA

119

.0052

.2859

.143303

.0049464

.0539584

Stat

Std. Dev
Std. Err

Statistic

Source: Output of descriptive statistics
Average firm-specific experience of the CEOs in our sample is 11years, while the industry specific
experience is 23 years, suggesting that many of the bankers who became MD/CEOs had worked in
banks other than the one in which they became CEO. The mean of industry experience also suggests
that persons who became CEOs were very experienced bankers. This view is further supported by the
minimum industry experience of thirteen years and maximum industry thirty six years.

81

Table 2
Correlation of Variables

ROA

ED

FSE

IND

ROA

1.000

ED

.133*

1.000

FSE

.452***

.099

1.000

IND

.059

.048

.178**

1.000

CA

.391***

.087

.267***

-.112

CA

1.000

Significance level: *p < 0.1; **p < .05; ***p < 0.01
Table 2 presents the correlation of variables used in the study. The correlation between firm-specific
experience (FSE) and return on assets (ROA) is positive and significant at the 1 per cent level,
suggesting that firm-specific experience significantly affects firm performance. The correlation
between industry experience (IND) and return on assets is very weak, suggesting that industry
experience may not drive performance of CEOs in the banking industry as much as firm-specific
experience.
Table 3
Regression coefficients, model summary, and collinearity statistics
Independent

Standardized

Variables

Coeff. Beta

Constant

T

sig

1.621
-

0.108

Collinearity Statistics
Tolerance

VIF

ED

0.070

0.883

0.379

0.984

1.016

FSE

0.363

4.311

0.000

0.880

1.136

IND

0.024

0.293

0.770

0.939

1.065

CA

0.290

3.479

0.001

0.898

1.114

Summary
Adj. R2
F

0.263
11.537

Sig. F Change

0.000

Durbin Wats

1.460

Source: Regression output
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Table 4

Panel Regression Results
Robust Std.
Err.

Return on asset
(ROA)

Coef.

Z

P-value

Educational qualification
0.0050927

0.0032158

1.58

0.113

(FSE)

0.0009335

0.0002303

4.05

0.000

Industry experience
(IND)

0-.000012

0.0002246

-0.06

0.956

Capital adequacy (CA)

0.0869014

0.0514082

1.67

0.094

Constant

0-.012410

0.0120697

-1.03

0.304

(ED)
Firm-specific experience

No. of groups

15

Av obs per group

7.9

Max obs per group

10

Min Obs per group

3

R-sq:

Within

0.1347

Between

0.5996

Overall

0.2853

Wald chi2(4)
Prob> chi2

35.37
0.0000

Source: Output of regression analysis from STATA 12.0
Table 3 presents the results of a regression of CEO human capital variables on return on assets. The
model summary shows that the model is significant at 1 per cent level. The Table shows that the
coefficient on firm-specific experience (FSE) is positive and significant at 1 per cent level, indicating
that the level of firm-specific experience significantly and positively affects the performance of a CEO
in the banking industry in Nigeria. This finding is consistent with the prior literature (Hutchinson, 2014)
which suggests that the performance of an organisation is associated with a CEOs firm-specific
experience. The more a bank staffis exposed to the processes and resources of the entity, the more the
employee understands the leadership need of the entity, and the more likely he will fit in when
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appointed the CEO. This background helps to enable him/her perform better than the banker with
lesser firm-specific experience (or the one appointed from outside the bank).
Table 3 also shows that the coefficient on education (ED) is not significant, suggesting that the
acquisition of MBA or MSc degrees may not affect the performance of a bank CEO in Nigeria. This
finding is consistent with Bhagatet al. (2010) who failed to find any significant systematic relationship
between the possession of higher degrees by CEOs and long term firm performance. It is possible that
some senior bank staff who pursue masters degree may not have had all the time to thoroughly
assimilate the content of the lectures delivered. And this may contribute to lack of significant
improvement in general managerial knowledge.
Table 3 further shows that the coefficient on industry experience is not significant. This finding is
consistent with some literature whose research evidence fail to find any significant relationship
between CEO prior experience obtained outside a firm and the performance of the firm (Bragow &
Misangyi, 2015; Hamoni & Koyoncu, 2015). Taken together with the coefficient on firm-specific
experience; the results lead to the suggestion that CEO firm-specificexperience affects firm
performance far more than the industry experience obtained from other banks.
The results reported in Table 4 of panel regression based on robust standards are consistent with the
regression results presented in Table 3. As with the results in Table 3, the p-values reported in Table 4
shows that the coefficient on firm-specific experience is significantly positive, while the coefficients on
industry experience (IND) and education (ED) are not significant. These results further confirm the
importance of CEO firm-specific experience in driving operational performance of banks in Nigeria.
CONCLUSION
This study examines the effect of CEO level of formal education, firm-specific experience, and industry
specific experience, on the performance of banks in Nigeria. The performance measure used in this
study is the return of asset - an accounting measure that shows how efficiently the assets of an
organisation have been used by the persons with power to make decisions. Findings of the study show
that, although a large proportion of bank CEOs have higher degrees, the possession of higher degrees
does not significantly affect their performance as CEOs of banks in Nigeria. Importantly, also, the
performance of bank CEOs is not significantly affected by the number of years the CEO has spent
working in the banking industry. What is more important is the number of years the banker who
becomes CEO has spent working as a staff of the particular bank where he /she becomes CEO. These
findings should inform those who appoint bank CEOs and those that regulate their appointment. The
finding also contributes to the variables that may be used in measuring the effectiveness of human
capital, especially in the Nigerian banking industry.
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Abstract
This study examines the impact of corporate governance attributes on financial disclosure quality of
firms listed on the Nigerian Stock Exchange (NSE) during the period of 2006 to 2015. The paper
modelled financial disclosure quality measurement in line with the studies of McNichols (2002) and
Collin and Kothari (1989). Board independence, board size, institutional ownership and gender
diversity were used as corporate governance attributes. The main finding reveals that the regression
model is not significant at 5% level with the adjusted R-Squared of 23% and 45% respectively. The
regression coefficient showed that BRDIND (-0.144 and -0.7211), INTOWN (-0.032 and -0.122),
GENDIV (-0.751 and -1.831) are not statistically significant with the exception of BRDSIZE (0.245 and
0.278) which though not also statically significant but shows a positive relationship with financial
disclosure quality. The findings revealed that there is no significant relationship between financial
disclosure quality and corporate governance attributes among corporate governance attributes (board
independence, institutional ownership and gender diversity). Only board size showed a positive
relationship with financial disclosure quality. This study recommended that the regulatory authorities
such as Securities and Exchange Commission (SEC) and Financial Reporting Council of Nigeria
(FRCN) should ensure that listed firms in Nigeria comply strictly with corporate governance code
issued by FRCN and SEC and sanctions should be meted to erring companies.
Keywords: Corporate Governance Attributes, Financial Disclosure Quality, Gender Diversity, Listed
Firms in Nigeria.
Introduction
There has been a growing interest and discourse on the issue of corporate governance both in the
developed and emerging economies (Fares, Haitham& Mohammed, 2013). The waves of accounting
scandals and financial crisis brought to fore the relevance of corporate governance mechanism among
policy makers, the academia, financial institutions and investors (Jouini, 2013). Corporate governance
attributes as advocated by several researchers (Casta&Stolowy, 2012; Yau & Emmanuel, 2013;
Dechow, Sloan & Sweeney, 1996) have been a necessary condition to assure and maintain the
confidence of stakeholders. Studies on corporate governance found that it has a positive effect on
financial disclosure quality of firms.
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Corporate governance attributes affect the quality of financial disclosure and could as well pose a
challenge on earnings management (Klai & Omri, 2011; Chtourou, Bédard, & Courteau, 2001). Sound
corporate governance attributes are expected to increase financial disclosure quality. Baxter (2007)
reveals that corporate governance attributes like board independence, audit committee, CEO duality
tend to decrease earnings management which is a good sign of financial disclosure quality. The audit
committee for instance has the responsibility to ensure the integrity and transparency of financial
disclosure and also adhere to the rules and regulation of financial reporting including international
Financial Reporting Standard (IFRS) implementation (Razaee, 2003).
The corporate failure of big companies globally (Enron, WorldCom, Toshiba, Lehman) and in Nigeria
has cast doubt on the quality of financial disclosure which has led to loss of confidence on the
information disclosure by corporate entities. The persistent failure of corporate entities resulting from
weak disclosure has necessitated the need for setting up good corporate governance structure for the
improvement in financial information disclosure. In Nigeria, there are several cases of corporate
failures (Cadbury Plc., Lever Brothers (presently known as Unilever Nigeria Plc., banks failures). All
these are linked to weak corporate governance and poor financial disclosure system (Adeyemi &
Fagbemi, 2010; Umoren, 2010; Wallace, Naser & Mora, 1994).
There has been a greater call by users of corporate information on the need for greater transparency
for published financial reports. The information asymmetry between the managers and shareholders
has led to an increase in the gap between what is expected by users and what is actually disclosed.
This can be called the disclosure gap. This assertion has been the cause for motivation that the
implementation of corporate governance mechanism by listed firms in Nigeria will improve the quality
of financial disclosure and enhance the credibility of financial information. This study therefore,
contributes to the growing literature on the subject of corporate governance by empirically examining
the impact of corporate governance attributes on the quality of financial disclosure quality of listed
firms in Nigeria.
Despite the increasing importance of corporate governance practices, there is a notable lack of
empirical evidence on the impact of corporate governance attributes on financial disclosure quality of
listed firms in Nigeria. However, there are few studies (Peter and Eyesan, 2015; Imeokparia, 2013; Yau
and Emmanuel, 2013) that examined the relationship between corporate governance and financial
disclosure quality found in the literature. None of these studies have examined the impact of corporate
governance attributes on financial disclosure quality of listed firms using both accounting and market
based measure as a financial disclosure measurement. In this study, accounting and market based
measures are used to measure financial disclosure quality for Nigerian companies.
The main objective of this research is to empirically examine the extent to which corporate governance
attributes have impacted financial disclosure quality of listed firms in Nigeria using both accounting
estimate and market based measure to capture financial disclosure quality.
The rest of the paper is organised as follows. Section 2 discusses the review of the literature and
theoretical framework. Section 3 discusses the methodology adopted as well as research design.
Section 4 presents information regarding the data analysis and empirical results and Section 5
concludes the paper and presents recommendation.
Literature Review
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This section examines the conceptual framework, review of prior literature; the research hypotheses
and theoretical framework.
Corporate Governance Attributes and Financial Disclosure Quality
Corporate governance is an important concept which has attracted public interest because of its
importance for the financial and economic health of companies and public in general (Nwokoma,
2005). The intensity of corporate governance discourse has led to codes of governance in Nigeria.
Such developments in Corporate Governance codes are attempts to address corporate leadership
failures in public organizations in order to create value for the shareholders ultimately. Ajibola (2017)
posits that strong corporate governance attributes have aggregate impact on the voluntary information
disclosure due to the composition of members at the board level which makes it impossible for one
individual to influence financial information.
In the U.S., the Sarbanes-Oxley Act of 2002 came in the wake of corporate collapses in the U.S.. Earlier
on, the Organization for Economic Cooperation (OECD)(1999) principles on corporate governance
subsequently revised in 2004, focused on rights and role of shareholders in corporate governance,
equitable treatment of shareholders, disclosure transparency and responsibilities of the Board, among
others. The board is responsible for monitoring and evaluating management to act in the best interest
of the shareholders through an effective corporate governance structure. To perform this task
effectively, the directors should be adequately diverse to ostensibly mitigate the expropriation of firm
resources for example by rent extraction.
One function of financial disclosure quality is to restrain management to act against the shareholders'
interest (Watts and Zimmerman, 1978). Global investor opinion survey of McKinsey & Company
(2002) reveals that majority of the institutional investors is willing to pay a high premium for companies
having good governance and accounting disclosures are the most important factor that influences their
investment decisions. Good governance goes hand-in-hand with reduced risk of financial disclosure
problems and other bad accounting outcomes (Hermanson, 2003). Information disclosed by the
companies in their annual reports can be used as important input in various corporate governance
mechanisms (Bushman and Smith, 2001).Good governance can influence financial reporting
disclosures, which in turn has an important impact on shareholders confidence. Previous studies have
shown that good corporate governance reduces adverse effects of earnings management as well as
likelihood of creative financial reporting arising from fraud or errors (Beasley, 1996; McMullen, 1996).
Review of Prior Empirical Studies
Bashiti and Rabadi (2006) examined corporate governance and dividend policy in Jordanian Industrial
Companies for the period of 2002-2007, the study measured corporate governance using seven
criteria namely: disciplined management, transparency, independence, accountability, responsibility,
justice, and social awareness. The findings revealed that corporate governance mechanism has
impacted the dividend policy of Jordanian Industrial companies. The study also showed that good
corporate governance is a positive indicator of the firms' performance in terms of profitability.
Mehul and Varadraj (2014) conducted a study on the impact of corporate governance on financial
disclosure of Indian firms. The study used a cross section data of 325 listed firms for the period of 20092010. Corporate governance variables used were board size, board independence, board activity,
CEO duality, institutional shareholdings while financial disclosure was measured by 171- item checklist
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based on disclosure requirement of accounting standards. The study found that board size and
institutional shareholdings improve disclosure while board independence does not have influence on
financial disclosure.
Alakeci and Al-khatib (2006) investigated the impact of the effectiveness of corporate governance on
the financial performance of companies listed on the Palestine Securities Exchange. The study used
the descriptive method with a sample of 20 companies, representing 71.4% of the study population.
Simple linear regression and multiple regression were used to determine the effect of the change in the
quality of governance on the financial performance, represented by the return on equity, return on
investment, the share price to its profitability, and market value to book value, and the varying rate stock
daily. The study found a positive correlation between the effectiveness of the application of the rules of
corporate governance and financial performance.
Jiang, Lee, and Anandarajan (2008) studied the association between corporate governance and
earnings quality. Their results suggested that only firms in the highest category of corporate
governance experience significantly improved quality of earnings. They documented that corporate
governance is negatively associated with small earnings surprises. Their findings imply that firms with
weak corporate governance are more likely to manage earnings in order to meet or beat analyst
forecasts. Similarly, Cornett, McNutt and Tehranian (2009) examined whether corporate governance
mechanisms affect earnings and earnings management at the largest publicly traded bank holding
companies in the United States. They found that CEO pay-for-performance sensitivity (PPS), board
independence, and capital are positively related to earnings and that earnings, board independence,
and capital are negatively related to earnings management. They also found that PPS is positively
related to earnings management. Finally, they asserted that PPS and board independence are
positively related and the relationship is bidirectional. While both PPS and board independence are
associated with higher earnings, their results indicated that more independent boards appear to
constrain the earnings management that greater PPS compels.
The board, which comprises a number of independent directors, has a greater monitoring and
controlling ability over management (Fama & Jensen, 1983). In Bangladesh, SEC corporate
guidelines stated that one-tenth of the total number of the company's board of directors, subject to a
minimum of one, should be independent directors. But in Malaysia, if a company has only three board
members, two of them are required to be independent. Fama and Jensen (1983), Ho and Wong (2001)
found a significant and positive association; but Eng& Mark (2003) and Gul & Leung (2004) found a
negative association.
This study thus predicts that:
There is no significant relationship between Board Independence and Financial Disclosure
Quality.

H01:

A larger board size may bring a greater number of directors with experience that may represent a
multitude of values (Halme & Huse, 1997) on the board. On the contrary, a reduced number of directors
imply a high degree of coordination and communication between them and managers (Jensen, 1993).
Therefore, this paper hypothesizes that:
H01:

There is no significant relationship between Board Size and Financial Disclosure Quality.
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Considering the influence of shareholder activism in governance reforms is important to obtain insight
into governance practices (Daily, Dalton & Cannella, 2003). To date, institutional investors'
participation has emerged as an important force in corporate monitoring mechanism to protect minority
shareholders' interest. However, the study of Khiari &Karaa (2013) found that institutional ownership
has not done enough to enforce good financial disclosure quality.
Therefore, this paper hypothesizes that:
H03:

There is no significant relationship between Institutional Ownership and Financial Disclosure
Quality.

There have been arguments that gender diversity could improve the effectiveness of the board. Such
arguments specifically recommend that companies can benefit from the existence of professional
women in their boards. Higher participation of women on corporate board is generally promoted as
women members are believed to bring important information and knowledge to the board due to more
wide-ranging professional experiences (Srinidhi, Gul &Tsui, 2011;Bellucci, Borisov, & Zazzaro, 2010).
Therefore, this study predicts that:
H04:

There is no significant relationship between Gender Diversity and Financial Disclosure Quality.

Theoretical Framework
This study adopted stewardship theory because it underpins the relationship between two parties, the
principal (shareholders) and the stewards (managers) (Donaldson & Davis, 1991). Stewardship theory
is built upon the quality of the relationship between the principal and steward and ideals of the
organization (Corbetta & Salvato, 2004). This theory posits that board members represent the interest
of the principal (shareholders) which they serve as custodian of shareholders assets. The assumption
of the theory is that the relationship between principal and steward is based on choice. Once both
parties choose to behave as stewards and put the principal's interest first, there will be a positive impact
on financial disclosure quality because both parties work towards a common goal (Eddleston &
Kellermanns, 2007).
Methodology
The longitudinal research design is adopted in this study because it involves repeated observation of
the same subjects or variables (corporate governance and financial disclosure quality) over a 10-year
period (2006-2015) as it relates to companies quoted on the Nigerian Stock Exchange as at 31st
December 2015.The population under study relates to all companies quoted on the Nigerian Stock
Exchange as at 31st December, 2015 which is 183 (Nigerian Stock Exchange Factsheet, 2015). The
sample size consists of 75 companies selected from the total population using the stratified random
sampling in order to give each member of the population equal chance of being included in the sample.
The stratified random sampling was intended to homogenize the sectors that were quoted on the
Nigerian Stock Exchange and against the backdrop that the sectors were not evenly distributed in
terms of the number of companies. The data on the study variables were collected from the annual
reports sourced from the company's website and African financials website for the periods of 2006 to
2015 which was the latest and most complete financial period available for data collection at the time
this study was carried out.
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General least square (GLS) regression method was used to estimate the parameters for the model.
Measurement of Variables
The independent variables include board independence, board size, institutional ownership and
gender diversity; while the dependent variable is financial disclosure quality.
Board size (BRDSZE): number of board members of firm “i” in year “t”.
Board independence (BRDIND): the number of board outsider members of firm “i” in year “t” divided by
total number of board members of firm “i” in year “t”.
Institutional ownership (INTOWN): the total shares of firm “i” in year “t” belonging to banks, insurances,
financial institutions, holding companies and governmental institutions.
Gender Diversity (GENDIV): This is measured as percentage of women on the board to the total
directors.
Financial Disclosure Quality (FINDISC) is measured by residual standard deviation of two models of
McNichols (2002) and Collins and Kothari (1989).
McNichols (2002) Model is stated as:
ACCTit/TA it -1 = á 0 /TA it– 1 + á1CFit -1/ TA it– 1+ á2CFit / TA it– 1+ á3CFit +1/ TA it– 1+á4? REV it/ TA it– 1+
á5PPE it / TA it– 1

Where ACCRit is the total current accruals, CFit is the operating cash flows of the current period, CFit-1
is the operating cash flows of the previous period, CFit+1 is the operating cash flows of the next period,
ÄREVit is the change in revenues and PPEit is the level of property, plant and equipment. All these
variables are scaled by lagged total assets (TAit-1).
Collins and Kothari's (1989) model is stated as:

RETit = á i + á1EARNit + á2? EARNit + á3NEGit + á4EARNit * NEGit + ?

i

Where RETit is the annual stock returns of the current year, EARNit is the net income per share of the
current year, ÄEARNit is the variation of earnings per share between year't-1' and year't', NEGit is a
binary variable equal to 1 if the firm makes a loss and 0 otherwise and EARNit*NEGit is the interaction
between the earnings per share and their sign.
In order to better evaluate financial disclosure quality of the sample, a principal component analysis is
utilised. A single axis called “FINDISC” which includes an accounting estimate (discretionary accruals)
and a market-based earnings (Informativeness of earnings) measures of the financial information is
used. A high value of this factor implies a poor financial disclosure quality.
Control variables (CONTROLS): Firms size (FIRMSIZE) is the natural logarithm of firm i in year t.
Firm's age (FIRMAGE) is the distance between the times of firm establishment to the study period.
Audit size (AUDITSIZE) is if a firm is audited by Big Four audit organization, it takes 1, otherwise 0
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Model Specification
To examine the impact of corporate governance attributes on financial disclosure quality, a fixed effect
panel regression model was used to perform an analysis regarding various parameters included in the
model as follows:
FINDISCit= â0 + â1BRDINDit +â2BRDSIZEit +â3INTOWNit + â4GENDIVit + â5∑CONTROLSit
........................... +i

Data Analysis and Discussion of Findings
This section presents the descriptive and inferential analysis and results obtained from the study are
discussed on the basis of the literature.
TABLE 1: Descriptive Statistics
Variables

N

Min

Max

Mean

Std.
Dev.

BRDIND

750

0.00

0.473

0.1210

0.0589

BRDSIZE

750

9

18

0.1469

0.0749

INTOWN

750

10

19

14.82

2.263

GENDIV

750

0.00

0.4

0.1544

0.0543

FIRMSIZE

750

19

22

11.02

0.513

FIRMAGE

750

0.0075

0.7196

0.745

0.1412

AUDITSIZE

750

0.0049

0.0878

0.0242

0.0142

McNichols (2002)

750

0.0011

0.0418

0.02

0.01

Collins and Kothari
(1989)

750

0.0035

0.7816

0.8166

0.2112

Source: SPSS Version 20, 2017.
Table 1 presents the descriptive statistics of the explanatory and the dependent variables. It showed
that there are 750 observations (10 years annual computation of 75 sampled companies) in the
Nigerian listed firms. The average proportion of female directors (GENDIV) is 15.4% which signals a
low participation of women on the board of listed firms in Nigeria. The highest number of board
members that were women is 4 while some boards did not have women presence. As regards other
corporate governance variables, the average board size is 14 and does not surpass the stipulated 20
members and on average, independent directors' ratio is 12.10% of board members. This low value
shows the need for more directors without direct or indirect financial interest on corporate boards. With
the minimum number of 0, some board failed to include independent directors while others had as
many as 4. However, the mean of FIRMSIZE, FIRMAGE and AUDITSIZE was 11.02, 0.745, and
0.0242 respectively.
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TABLE 2: CORRELATION MATRIX
FINDISC

BRDIND

BRDSIZE INTOWN

GENDIV

FIRMSIZE FIRMAGE

FINDISC

1

BRDIND

-0.259

1

BRDSIZE

0.175

0.240

1

INTOWN

-0.122

-0.459

-0.45

1

GENDIV

-0.272

0.155

0.485

-0.398

1

FIRMSIZE

0.318

0.595

0.477

-0.558

0.763

1

FIRMAGE

-0.197

-0.040

-0.341

0.246

-0.018

-0.4

1

AUDITSIZE -0.474*

0.575

0.535

-0.497

0.575

0.65

-0.22

AUDITSIZE

1

Source: SPSS20 Output from survey, 2017. Significant at 5% level
Table 1 provides a correlation matrix for the variables. It shows that corporate governance mechanism
has a little or no impact on the quality of financial disclosure of listed firms in Nigeria. Most of the
explanatory variables such as BRDIND (-0.259), INTOWN (-0.122) and GENDIV (-0.272) showed
negative relationship with financial disclosure quality; only BRDSIZE (0.175) showed a positive
relationship. The control variables such as Firm age and Audit size showed a negative relationship with
financial disclosure quality. The analysis provides evidence that corporate governance mechanism
has a little or no impact on the quality of financial disclosure for listed firms in Nigeria.
Variables

McNichols (2002)

Collins and Kothari
(1989)

(Accounting Estimate)

(Market Based
Estimate)
t-stat

Â

t-stat

BRDIND
BRDSIZE
INTOWN
GENDIV
FIRMSIZE

-0.114
0.457
-0.032
-0.751
0.124

0.076
2.452
0.495
1.312
0.053

0.401
0.01
0.444
0.18
0.821

-7.211
0.278
-0.122
-1.831
0.321

3.658
3.886
4.361
4.422
2.095

0.18
0.001
0.25
0.05
0.173

1.405
1.568
1.989
2.251
2.968

FIRMAGE
AUDITSIZE

-0.775
-5.290

0.759
0.954

0.399
0.346

-1.473
-2.166

3.651
0.398

0.08
0.540

3.450
3.689

Intercept

-1.002

0.021

0.871

-9.119

1.74

F-Statistic
Adjusted

R2

Durbin watson

Sig.

â

Collinearity
Statistics (VIF)

0.000

0.000

0.2345

0.4501

1.6578

2.1245

5% Significance level respectively
Source: SPSS Version 20, 2017.
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Sig.

0.207

Table 2 presents the result of regression analysis. In order not to violate the assumptions underlining
the application of regression analysis, multicollinearity diagnostic statistics (variance inflation factors
(VIF) and tolerance) were computed. The results showed that VIF ranges from 1.405 to 3.689 which
are lower than the upper limit of 10.These indicate that the explanatory variables are not strongly
correlated; hence there is not a problem of multicollinearity (Lind, Marchal &Wathen, 2010; Argyrous,
2005). In addition, it showed a Durbin-Watson test (which measures the presence of autocorrelation)
d=1.6578 and 2.1245 which lies between the two critical values of 1.5 and 2.5 (i.e. 1.5<d<2.5). The
results of the hypothesis are discussed below.
H01:There is no significant relationship between Board Independence and Financial Disclosure Quality

The regression coefficient for BRDIND (-0.114 and -0.7211) for both models are negatively not
significant at five percent. This finding is consistent with the findings in the studies of (Bradbury et al.,
(2006) and Vafeas (2000). However, the result is inconsistent with the findings of Farber (2005) and
Ditropoulous & Asterious (2011). The finding showed that board independence does not have
significant impact on financial disclosure quality. Thus, the null hypothesis (H01) is accepted.
H02:

There is no significant relationship between Board Size and Financial Disclosure Quality.

The regression coefficients for BRDSIZE (0.245 and 0.278) for both models are positively significant at
five percent. This finding is consistent with the studies of (Fama & Jensen, 1983; Sharma, 2006). The
finding showed that board size has a significant impact on financial disclosure quality. Thus, the null
hypothesis (H02) is rejected.
H03:

There is no significant relationship between Institutional Ownership and Financial Disclosure
Quality.

The regression coefficient for INTOWN (-0.032 and -0.122) for both models are negative but not
significant at five percent. This finding is inconsistent with the studies of (Bozec&Bozec, 2007;
Shleifer&Vishny, 1997). The finding showed that institutional ownership does not have significant
impact on financial disclosure quality. Thus, the null hypothesis (H03) is accepted.
H04:

There is no significant relationship between Gender Diversity and Financial Disclosure Quality.

The regression coefficient for GENDIV (-0.751 and -1.831) for both models are negatively not
significant at five percent. This finding is consistent with the studies of (Aliani&Zarai, 2012 and
ZemZem&Ftouhi, 2013). The finding showed that gender diversity does not have significant impact on
financial disclosure quality. Thus, the null hypothesis (H04) is accepted.
Conclusions
The study investigates the impact of corporate governance attributes on the financial disclosure quality
of listed firms in Nigeria during the period 2006-2015. The study show that board independence,
gender diversity and institutional ownership are negative associated with financial disclosure quality
while board size shows a positive and significant relationship with financial disclosure quality. In
addition, no evidence is found to support significant relationship between control variables (audit firms
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size, firm size and firm age) and financial disclosure quality. These findings show that these corporate
governance variables are not meaningfully associated with the level of financial disclosure quality. In
conclusion, corporate governance structure in Nigeria is not at the acceptable level.
The paper recommended that the regulatory authorities (FRCN, CBN and SEC) should ensure that
listed firms in Nigeria comply strictly with corporate governance code and sanctions should be meted
to erring companies. It is therefore, recommended that regulatory authorities in Nigeria should review
mandatory disclosure requirement with a view to making some voluntary disclosures mandatory
irrespective of the firms' size.
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Abstract
This paper examined the extent to which corporate governance deficiencies have contributed to the
Nigerian banking crisis. Publicly available secondary data from 2007 -2013 for 22 operating
commercial banks in Nigeria were obtained and analysed using descriptive analysis to establish how
corporate governance deficiencies may have contributed to the crisis. The paper found that corporate
governance deficiencies have contributed significantly to the dismal performance in the Nigerian
banking sector. The paper therefore recommended as policy actions; the continuous enforcement of
uniform corporate reporting date (i.e. December 31 for all banks), regular and periodic review of
disclosure requirements in line with current realities, entrenchment of best practice for market
discipline and discouragement of insider-dominated boards as ways of curtailing bank distress.
Keywords:
Introduction
Banking crisis appears not to be a phenomenon that is particularly synonymous with the Nigerian
economy. This opinion has a support in the submission of Laeven and Valentia (2012) which identifies
one hundred and forty seven (147) times that different countries in the world (including Nigeria)
experienced banking crises between 1970 and 2011. The International Monetary Fund (IMF) (1998)
defined banking crisis as a situation in which actual or potential bank-runs or failures induce banks to
suspend the actual internal convertibility of their liabilities or which compels the government to
intervene to prevent this by extending assistance on a large scale. A banking crisis may be so
extensive as to assume systemic proportions. It may involve sharp declines in asset prices and failures
of financial institutions and non-financial corporations. In a similar manner, Contessi and El-Ghazali
(2011), viewed banking crisis as a systemic crisis which occurs when a country's financial and banking
industry experiences a significant number of defaults, while financial entities face vast problems
fulfilling financial contracts on time. As a consequence, a country experiences a large increase in nonperforming loans, and a large part of the capital in the banking system is reduced. Sometimes, these
events follow a fall in the prices of assets (for example, in the real estate market) and sometimes
overlap with runs on banks but, in order to be defined as systemic, such crises must involve a large
number of institutions or cover a large portion of the banking system.
The Global Financial Development Report (GFDR) (2014) noted that banking problems can often be
traced to a decrease in the value of assets. When asset values decrease substantially, a bank can end
up with liabilities that are bigger than its assets. Bank problems can also be triggered or deepened, if a
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bank faces too many liabilities falling due and does not have enough cash to settle those liabilities. In
other cases, off-balance sheet operations of the banking sector were prominent.
Like in some other countries of the world, the banking sector in Nigeria was hit by a banking crisis in the
wake of the global financial crisis of 2008/2009. This crisis in the Nigerian banking sector which has
been argued to have stemmed from corporate governance deficiencies, led to important negative
economic and social consequences. Sanusi (2010) submitted that the world economy was hit by an
unprecedented financial and economic crisis in 2007-2009, tipped into recession by the sub-prime
crisis in the US in August 2007. This crisis led to the collapse of many world renowned financial
institutions. Sanusi further stated that in Nigeria, the economy faltered and the banking system
experienced a crisis in 2009, triggered by global events. The stock market collapsed by about 70% in
2008-2009 and many Nigerian banks had to be rescued. In 2009, the Central Bank of Nigeria (CBN)
announced the results of the stress test conducted on ten banks and determined that five of them
namely, Oceanic Bank, Union Bank, Afribank, Finbank, and Intercontinental Bank were insolvent.
Alford (2011) submits that these banks were chronic borrowers at the Expanded Discount Window
(EDW) of the Central Bank of Nigeria (CBN), indicating that they had little cash on hand. Ten other
banks found to be in “grave situation” were intervened by the CBN with injection of 620 billion Naira of
liquidity into the banking sector. In addition, the leaderships of eight banks were replaced. These were
aimed at stabilizing the system and returning confidence to the markets and investors.
The effectiveness and efficiency with which the banks perform their intermediary roles between the
surplus and deficit spending units of the economy may influence very strongly, the prosperity of any
nation. Efficient functioning of banks provides desirable incentive for the prosperity of total macroeconomic performance of a nation. The CBN (2009) reported that commercial banks otherwise known
as deposit money banks (DMBs) account for over 70% of the total GDP as at 2009. IMF reports further
that by the end of 2011, the 21 operating registered commercial banks in Nigeria had N18.2 trillion
assets and N12.5 trillion in deposits (about US$81 billion). In another report by IMF (2013), as at 2013,
that the Nigerian banking system accounts for over 80 percent of financial sector assets and represents
about 53.6 percent of Gross domestic Product (GDP). While the symptoms of banking crisis in Nigeria
appear to have been overcome, the underlying negative economic and social consequences of the
crisis, such as rising unemployment and poverty, increasing reputational risks and loss of investors'
confidence still persist.
Hossain (2007) submitted that banks are a critical component of the economy while providing financing
for commercial enterprises. The importance of banks to national economies is underscored by the fact
that banking is, almost universally, a regulated industry and that banks have access to government
safety nets. It is of crucial importance therefore that banks have strong corporate governance
practices. Given the criticality and centrality of the banking sector to the prosperity of total macroeconomic performance of the nation and owing to the globalization of banking activity which makes the
banking systems to be contagious, dealing with the banking crisis problems should therefore look
beyond treatment of symptoms to providing appropriate solution to the underlying causes of the
problems. A number of literatures have argued that these problems may be largely traced to corporate
governance deficiencies (Oghojafor et al. 2010; Sanusi, 2012; IMF report 2013 and Odekunle 2016).
This has, therefore, generated a great deal of research interest in corporate governance of banks.
However, while a huge body of empirical studies on corporate governance has emerged which,
addresses its connection with firm financial performance in both developed and developing countries,
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very little research attention appears to have been given to how corporate governance may have
contributed to the crisis in the banking sector. Several symptoms of the problems in the banking sector
have been noted and policy actions taken in Nigeria as in other parts of the world. Against this
backdrop, this paper examines the contributions of deficiencies in corporate governance to the crisis
witnessed in the Nigerian commercial banking sector also known as Deposit Money Banks (DMBs).
The rest of the paper is structured as follows: Section two considers the review of theoretical and
empirical studies; Section three focuses on methods of the research: Discussion of major discoveries
from study is undertaken in section four while section five concludes the paper.
Literature Review
This section focuses on the concept of corporate governance, the theoretical framework on which this
paper is anchored, the implication for the Nigerian commercial banking sector of the regulatory
framework and corporate governance institutions and lastly, it undertakes an empirical review of
selected studies on corporate governance of firms both in the developed and developing countries.
Corporate Governance
Corporate governance has more recently become a popular concept because of its perceived
importance in all forms of organisations. With the increasing interest, several studies have attempted
to capture its essence in various definitions. The most often cited definition of corporate governance
and perhaps the simplest is that offered in the Cadbury Report (1992) which states that corporate
governance is the system by which companies are directed and controlled. This definition
underscores the importance of the role of those that direct the organization in ensuring good
organizational practices. A more extensive definition of corporate governance offered in Organisation
for Economic Cooperation and Development (OECD)'s (2004) Principles of corporate governance
goes further to recognize corporate governance as the system by which business corporations are
directed and controlled and which specifies the distinction of rights and responsibilities among
different participants in the corporation such as the board, managers, shareholders and other
stakeholders and spells out the rules and procedures for making decisions on corporate affairs.
Corporate governance system is thus defined as the relationships between a company's
management, its board, its shareholders and other stakeholders. Its aim is to align the interests of all
the stakeholders in an entity. The OECD further notes that corporate governance comprises the legal
infrastructure such as company law, securities law, accounting rules, regulations, enforcement
mechanisms, business ethics and the operating environment that instigate sound economic
performance. The major elements of corporate governance are good board practices, control
environment, transparent disclosure, well-defined shareholders' rights and board commitment. An
effective corporate governance system ensures that management exercises due diligence and care
and takes decisions in the best interest of the company and shareholders. Although corporate
governance is important to all organisations, most of the attention it has received is directed towards
public limited companies whose securities are traded in recognised capital markets in recognition of
the fact that problems arising from bad managerial decisions are capable of compromising the wealth
of the large number of shareholders. This is particularly more important in banks where more
stakeholders' wealth is involved and because of their unique nature and their central role in economic
wealth of a nation.
102

Several laws and regulations are in place to promote good corporate governance in the Nigerian
banking industry, include the Banks and other Financial Institutions Act (BOFIA), 1991 as amended,
the Companies and Allied Matters Act (CAMA), 1990 as amended, Central Bank of Nigeria Act 1991,
Nigerian Deposit Insurance Act 1988 (as amended), Prudential Guidelines, CBN circulars and
guidelines and various accounting standards (Adenikinju and Ayorinde, 2001). In spite of these laws
and guidelines, several problems have been identified in literature as plaguing the industry stemming
from deficient corporate governance system. These include prevalence of poor quality of risk asset,
large nonperforming insider related loans and advances, rendition of inaccurate returns, failure to
disclose all transactions thereby preventing timely detection of emerging problems by regulatory
authorities, willful violations of banking laws, lack of transparency in financial reporting (Ogbojafor et al
2010, Ogbojafor and Adebisi 2012). Several theories have therefore been used to buttress the need
for a good system of corporate governance.
Theoretical Framework:
Several theories including agency theory, stewardship theory, stakeholder theory, transaction cost
theory, social contract theory, legitimacy theory and resource dependency theory have been
advanced to justify the need for effective corporate governance. The agency theory argued that better
corporate governance should lead to better long term performance and increased shareholders'
wealth because when managers are better supervised agency costs are decreased. However, the
stakeholder theory view provides the basis for this paper. This is justified by the perception of a
corporation as social entity that affects the welfare of not just the shareholders but many stakeholders.
It is argued that banks have more stakeholders than other non-bank firms in line with Olukotun et al's
(2013) submission that the banking industry is so strategic to the economy that virtually everybody is a
stakeholder. What this suggests is that deficiencies in corporate governance will have dire
consequences for the economy as a whole.
The Stakeholder's Theory:
The approach that attempts to align the interests of managers and all stakeholders is known as the
stakeholder theory. The theory lends itself to descriptive accuracy and instrumental power of good
ethics and fairness to all concerned in the existence of a firm. The theory asserts that management has
the responsibility to give due regard to the interests of everyone who has the capacity to affect the firm.
Freeman (1984) defined a stakeholder as 'any group or individual who can affect or is affected by the
achievement of the organisation's objectives'. This definition has the implication of including an
imaginable number of constituencies. In order to succeed and be sustainable over time, executives
must keep the interests of customers, suppliers, employees, communities and shareholders aligned
and going in the same direction. Stakeholder theory underlines a broader perspective of corporate
governance, noting the involvement of institutions, legal and capacity building and the rule of law. This
position is clearly supported by OECD (2004) principles of corporate governance, No. 1 which states
that the corporate governance framework should promote transparent and efficient markets, be
consistent with the rule of law and clearly articulate the division of responsibilities among different
supervisory, regulatory and enforcement authorities.
Carroll (2000) classifies stake-holders as primary and secondary stake-holders. The primary stake
holders are directly involved in the economic process and have an explicit contract with the company.
They include business owners and shareholders, customers, employees, suppliers of funds and
government. These groups of people are essential for the survival of the company since they have a
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direct exchange relationship with the firm. They are the important stakeholders for the survival of the
company's shareholders and management. Secondary stakeholders have more of a moral or implied
contract with the firm. Relations may be voluntary or involuntary. These groups may include customers,
trade union, competitors, the public and society (Clarkson, 1995, Capron and Quairel-Lanorzelee,
2007). They have indirect relationships with the firm but are clearly affected by its actions in terms of
legal, social and environmental consequences. They may have the capacity to influence the company
or may be affected by the company activities. Although, they have capacity to mobilise public opinion,
they are basically, not essential for the survival of the company itself.
Literature has established that the banking sector has more stakeholders than other non-bank firms.
Due to their being strategic and central to the economy, almost everyone is a stakeholder. Each
stakeholder has a self interest in the bank entity to be maximised. Though the interests may be
conflicting, logically, there may be a linearity of relationship between the joint interests of the
stakeholders and bank performance. The interests of the stakeholders in the bank get renewed and
improved as the performance of banks improves and vice-versa. From Carroll's (2000) definition of
stakeholders, the stakeholders of a bank could be classified into primary stake-holders, which
comprise the business owners and shareholders, employees, suppliers of funds, depositors and other
customers and government while secondary stake-holders, comprise community, trade union and the
general public, all having different and sometimes conflicting interests. Figure 1 presents some
foreseeable and imaginable stakeholders in the banking sector and their interconnectedness and
interests.
Figure 1. Interconnectedness of the Stakeholders and their Interests in the Banking Sector.
Stakeholders
Community
Trade Unions
General Public
Government
Owners/Share holders
Suppliers of Fund
Creditors
Employee
Customers/Depositors

Source: Author's Perception (2015). Stakeholders and their varying interests in the banking sector
as identified in literature.
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Considering the plethora of stakeholders, it is obvious that effective corporate governance will need to
rely to a great extent on compliance with laws and regulations and institutions for monitoring
compliance.
Regulatory Framework and Corporate Governance Institutions
Krayenbuehl (1993) submitted that the regulatory framework is a very important vehicle for enforcing
corporate accountability for the financial services industry. Financial services have always been
considered by governments as an especially sensitive sector of the economy. As a result every country
has specific banking legislation and in many countries there is likelihood of extensive legislation for
securities trading. These are laws and institutions that are meant to shape the corporate entities'
behaviour.
Issues relating to the regulation, control and governance of financial activities in Nigeria are sufficiently
contained within the provisions of BOFIA 1991 (Banks and other Financial Institutions Act). Mandatory
corporate governance provisions relating to banks are also contained in the Companies and Allied
Matters Act (CAMA) 1990, as amended, the Investments and Securities Act 1999, the Securities and
Exchange Commission Act (SECA) 1988 (and its accompanying Rules and Regulation), etc.
However, it is important to note that being fully compliant with laws does not necessarily mean that a
company is adopting sound corporate governance practices (ACCA, 2012). In view of this, various
other measures are put in place by the apex institution in the Nigerian financial sector, the CBN, to
regulate the Nigerian banks while ensuring that they all operate in the best interest of their various
stakeholders. As noted by Wilson (2006), the observance of the principles of corporate governance in
Nigeria was secured through a combination of voluntary and mandatory mechanism. The 2003 code
by the Securities and Exchange Commission (SEC) is voluntary and is designed to entrench good
business practices and ethical standards for the listed companies, including banks. The 2008 review
however sought for enforceability of the code. Furthermore, in 2006, the CBN issued a code of conduct
for Directors of licensed banks and financial institutions as well as the corporate governance for banks
in Nigeria post Consolidation - 2006. Compliance with the provisions of these codes is compulsory.
The Key highlights of the Securities and Exchange Commission (SEC) and Central Bank of Nigeria
(CBN) codes include : (i) Principles and Practices that Promote Good Corporate Governance (ii)
Equity Ownership (iii) Organizational Structure which is also divided into (a) Executive Duality, i.e.,
Separating the roles of the CEO and the Board Chairman; (b) Quality of Board Membership (c) Board
Performance Appraisal (d)Quality of Management (e) Reporting Relationship (iv) Industry
Transparency, Due Process, Data Integrity and Disclosure Requirements (v) Risk management (vi)
Respective roles of Internal and External Auditors.
In addition to all these, the Financial Reporting Council of Nigeria (FRCN) in 2016 issued the national
code of corporate governance for the private sector called the private sector code. The code is
applicable to (i) all public company whether listed or not and (ii) all private companies that are holding
companies or subsidiaries of public companies (iii) regulated private companies as defined under the
private sector code.
The code is consistent and strongly aligns in all purposes with other prior codes and especially the
code of corporate governance for Banks and Discount Houses in Nigeria and guidelines for
whistleblowing in the Nigerian Banking Industry issued by the Central Bank of Nigeria in 2014. The two
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codes aim to create alignment with the current realities and global best practice, eliminate perceived
ambiguities and strengthen governance practices
Other regulatory framework include Assets Management Corporation of Nigeria (AMCON), The
Bankers Committee, Nigeria Deposit Insurance Corporation (NDIC), Financial Services Regulation
Co-ordinating Committee (FSRCC), and Code of Corporate Governance for Banks in Nigeria Post
Consolidation.
The implications of these codes, guidelines and regulations for the Nigerian commercial banking
sector are to dilute control and reduce managerial abuses; encourage sound systems of internal
control to safeguard stakeholder's investments and assets; and promote sound, effective and reliable
financial reporting and accountability based on true and fair financial statements duly audited by
competent and independent auditors. Largely, they are to discourage situations where bank Directors
or insiders use their discretionary benefits to exploit the bank for their own purposes. This ultimately will
reduce impairment in the generation of necessary liquidity to aid economic growth as the investors'
confidence will increase.
Empirical Reviews
Although a huge body of empirical studies on corporate governance has emerged in the past,
addressing its connection with firm financial performance in both developed and developing countries,
the recent incidence of global financial-economic crises has further renewed research interests in
corporate governance. Hossain (2007) for instance examines the level and extent of the corporate
governance disclosure of the banking sector in India. The study used the annual reports of 38 Indian
banks for the year 2002-2003, and adopted a regression model to investigate the relationship between
corporate governance disclosure and various corporate attributes such as size, profitability,
ownership, listing, status, age, etc. The conclusion was that Indian banks had very high level of
compliance in corporate governance disclosure, showing that attempts made by the Indian authority to
include Corporate Governance Reporting in the annual report were notable. Taºkin (2012), analysed
the relationship between corporate governance and bank performance during the pre and post crisis
periods in Turkey. Return on assets (ROA), return on equity (ROE) and net interest margin (NIM) are
considered as the measures of bank performance. Taºkin stated that in the pre-crisis period, size of the
banks in general has a deteriorating effect on the return on equity (ROE) and enlarging effect on the Net
Interest Margin (NIM) and Return on Assets (ROA). The analysis concluded that in post-crisis period,
one striking feature is that banks with larger asset sizes are significantly more profitable than their
peers. Odekunle, Isola and Ajide (2014) examined the effects of Corporate Governance Mechanisms
on Return on Assets in the Nigerian Banking Industry.
Despite the plethora of literature on corporate governance and firm financial performance, not much
attention appears to have been given to how corporate governance may have contributed to the crisis
in the banking sector. Whereas, due to their systemic nature and centrality to the economy, corporate
governance of banks requires special attention. When a non-bank firm is distressed, there may be recapitalisation and re-organisation. At worst of situations, only the shareholders bear the ultimate
burden of loss. Whereas, when a bank goes into crisis or distress, it may end up in liquidation. The
liquidation may not only be limited to the particular bank but may have systemic or contagious effects
on other banks and entities in other sectors. The effect on the nation's economy may be catastrophic,
destabilize the nation and elongate poverty. All the stakeholders lose. The few related studies that have
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examined the relationship between corporate governance and bank performance for Nigeria in
particular include Adelegan (2005), Okereke et al (2011), Muhammed (2012), Oghojafor et al (2010),
Odekunle et al 2014 and Odekunle 2016. This paper contributes to the literature by taking a descriptive
approach to examine how corporate governance deficiencies contribute to the crisis in Nigerian
Commercial Banking Sector. The paper further adds that the Corporate Governance of banks differs
from the Corporate Governance of non-bank firms and therefore requires special attention due to their
fragility.
Research Methods
Following the submission of Borg and Gall (1989), that descriptive studies are aimed at finding out
"what is" so observational and, that descriptive studies describe natural or man-made educational
phenomenon that is of interest to policy makers, this paper adopts a descriptive studies approach it is
narrative to examine the role of corporate governance deficiencies in the crisis experienced in the
Nigerian banking sector. Descriptive studies describe, explain or validate research findings. The
sample covers twenty two (22) operating commercial banks in Nigeria in the period 2007- 2013. The
study relies on publicly available data from official reports including CBN reports and IMF Reports
covering the period 2007 to 2013, prior empirical evidence and other documentary evidence in public
domain.
Major Discoveries
From the reports examined, evidence is provided of the role of the following in the Nigerian banking
crisis:
The 2007 Global Financial Crisis
IMF (2013) reported that the Nigeria banking crisis of 2008-2009 was partly triggered by the global
financial crisis and by domestic events. The CBN (2009) also showed that the global financial crisis
which had its origin in the Unites States (US) sub-prime mortgage crisis of 2007 had some effects on
the financial stability of nations including Nigeria. The report shows that by the end of the first quarter of
2008, many financial institutions in the US had tightened credit standards in view of deteriorating
balance sheets. By the end of the third quarter of 2008, the increased sub-prime loans delinquency had
not only culminated in the loss of confidence in the US financial system, but had also escalated and
spread like a wildfire through complex and poorly misunderstood financial linkages to the rest of the
world's financial centres. Consequently, many large US corporations failed, with the attendant
contagion effects transmitted all over the globe, resulting in output decline, credit freeze, inventory pileups, job losses and ultimate bankruptcy of many global financial institutions. For developing /emerging
economies, including primary-export African economies, the inevitable effect of output decline in the
BRIC (Brazil, Russia, India and China) and the advanced countries resulted in persistent decline in
commodity prices, including oil prices, which fell precipitously in the face of declining demand and
induced a significant drop in earnings. In addition, the global financial crisis traumatised the credit and
equity markets, as it triggered substantial foreign investments and portfolio outflows, owing to
spontaneous global deleveraging by investors.
However, the report showed that, although the effect of the global recession threatened the financial
stability in the advanced economies, the ramifications on Nigeria's financial system was limited, owing
to its minimal integration into the global financial landscape. In this regard, the impact of the crisis on the
financial sector was not pronounced until the third quarter of 2008 when the stock market was rattled
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and it registered a continuous drop in its All-Share Index and volume of traded securities at the
Nigerian Stock Exchange, with the market capitalisation plunging from N13.3 trillion in 2007 to N9.5
trillion in 2008 and further to N7.0 trillion by the end of 2009.
The CBN in the same report also shows that banking sector significant assets decline of about 39.8
percent as the crisis that had engulfed the capital market led to higher loss provisioning by banks,
much lower profits and a slump in lending to the private sector. The banking sub-sector also registered
a decline in trade/credit lines from foreign banks, as more credits were recalled or cancelled in the heat
of the crisis within their own domestic economies. This development significantly constrained the
ability of the domestic banks to extend credit to the real sector of the economy, while the interest rate
spreads increased further.
4.2. Governance Issues in the Nigerian Banking Sector
Apart from the economy-wide problems, several anecdotal reports abound which substantiate
incidence of corporate governance deficiencies within the banking industry which had consequently
led untimely, to the collapse of many of the indigenous banks. Such governance issues include:
(a)
Inadequate Disclosures and Transparency/Reporting Games by the Banks
IMF's report on detailed assessment of observance on the Nigeria Financial Sector released in 2013
lists major failures in corporate governance of banks as well as inadequate disclosure and
transparency about the financial positions of banks as part of major contributing factors to Nigerian
banking crisis.
A major corporate governance deficiency within the banking sector is traced to corporate reporting.
Corporate reporting is an important mechanism of corporate governance that represents board
accountability. Corporate reporting ought to be responsibility–driven rather than being
demand–driven. Essentially, financial reporting disclosures are information instrument relied upon by
shareholders of a company to make their economic decisions about the company. United Nations
Conference on Trade and Development (UNCTAD) (2011) affirmed that disclosure is important
because reporting is widely viewed as the most effective tool that regulators have to encourage better
corporate governance. Reporting puts information in the hands of the market. Markets and investors
make investment decisions based on this information.
Many banks are found to be lacking in corporate disclosures about the foreseeable risk factors and
about the systems for monitoring and managing risks. Different reporting year end were also adopted
by the banks which made financial comparison seemingly difficult and provided imaginable
managerial discretion for game playing such that by year end 2009, the CBN issued a policy, directing
all banks to change their accounting years to calendar year thus signifying a uniform reporting date.
Oghojafor and Adebisi (2012) also found that transparency in reporting was weak in Nigeria noting that
with the exception of Guarantee Trust Bank (GTB), bank financial statements were only presented in
local GAAP (Generally Accepted Accounting Principles). The authors observe that Nigerian GAAP do
not require the same levels of detailed disclosure as International Financial Reporting Standards
(IFRS), which always allowed most Nigerian banks to succeed in avoiding the provision of
supplementary information on their Tier-1 and total capital adequacy ratios and detailed information
regarding their loan portfolios in their annual reports. They further note that during the period under
review by the CBN, First Bank was the only bank in the sector that disclosed its share lending exposure
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in its 2008 annual report. Share backed and margin lending were features of many Nigerian banks
over the past two years before this examination was conducted. The CBN estimated sector-wide
exposure to this type of lending to be about N200 trillion as at the end of 2008 which it said represented
30 to 45 per cent of system wide shareholders' funds in 2008. Of this amount, the CBN estimated that
about N400 billion related to margin lending. These facilities were primarily to individuals and stock
brokers for the purpose of acquiring shares. After this exposure which revealed that all performances
after the consolidation were window-dressed, the CBN then required all banks to make appropriate
provisions for non-performing loans and disclose them so that at the end of that quarter, all banks
would have cleaned up their Balance Sheets. Other serious governance problems were also
identified. There were serious cases of insider abuse involving connected lending and other criminal
activities. The authorities responded with a comprehensive range of measures that ultimately
mitigated the shock of the banking crisis. The CBN injected N620 billion of liquidity into the banking
sector, granted a guarantee of inter-bank deposits, introduced a blanket guarantee on all deposits and
foreign credit lines and replaced the management teams in eight banks. The Asset Management
Corporation of Nigeria (AMCON) was established to purchase NPLs of banks and recapitalise the
banks. These quick measures stabilised the banking system.
Several anecdotal reports also abound to substantiate the incidence of financial reporting games
within the banking industry which had consequently led untimely, to the collapse of many of the
indigenous banks. For instance, the Industrial and Commercial Bank, the first indigenous bank to be
established in 1929, was recorded to have been short-lived and liquidated in 1930. Its failure was
attributed to mismanagement, accounting incompetence, embezzlement and the non-co-operative
attitude and denigration of colonial banks. Records also have it that in 1952, Standard bank of Nigeria
went into liquidation and the Directors and auditors of the banks were subsequently charged with
stealing and falsification of accounts. The case of the Industrial Bank of West Africa Ltd. was similar.
Two of its Directors were jailed for falsifying its accounts. Allegations of fraud and embezzlement were
also in the forefront of the winding up of the provincial Bank, Afroseas Credit Bank and the United
Commercial Credit Bank. In 1992, Bank of Credit and Commerce International (including its Nigerian
affiliate) went bust and lost billions of dollars of its depositors, shareholders and employees. NDIC,
2004 had reported that many owners and Directors abused or misused their privileged positions or
breached their fiduciary duties by engaging in self-serving activities. The abuses included granting of
unsecured credit facilities to owners, Directors and related companies, which, in some cases, were in
excess of their banks' statutory lending limits, in violation of the provisions of the law. Five of the ten
banks subjected to stress test in 2009 by the CBN were found to be insolvent.
(b). Ineffective Board of Directors and Insider Abuses
The IMF (2013) report notes that ten (10) banks accounting for about a third of the banking system
assets were either insolvent or undercapitalised. The identified banks had sizable off balance sheet
instruments that concealed nonperforming loans (NPLs) while, in other cases, NPLs were rolled over
or otherwise classified as performing. Supporting this, Sanusi (2010a) submitted that corporate
governance in many banks failed because their boards ignored significant unethical practices as they
were misled by executive management and in some instances participated themselves in obtaining
unsecured loans.CBN bank examinations as noted in Sanusi 2010 also disclosed that insider abuses
by banks Directors were prevalent Banks CEO set up set up special purpose vehicles to lend money to
themselves for stock price manipulations or purchase of estate all over the world the report noted
further that 30% of share capital of intercontinental bank was purchased with customers deposit,
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Afribank used depositors funds to purchase 80% of its IPO. It paid N25 per share when the share price
was trading at N11 on the NSE and these shares later collapsed to less than N3. The Chairmen/CEO of
some banks often had an overbearing influence on their board and, in some cases board members
lacked independence. Many Directors abused or misused their privileged position or bridged their
fiduciary duties by engaging in self-serving activities. The abuses included granting of unsecured credit
facilities to owner's Directors and related companies which in some cases were in excess of their banks
statutory lending limits.The CBN (2011) states that by the performance assessment of the rescued
(intervened) banks, they (the rescued banks) remain technically insolvent since all of them recorded
negative net asset values (capitalisation) and high levels of NPLs as at December 2010.
Table 1 shows the negative asset values, in thousands of millions (Billions of Naira) of rescued
banks as at December 2010.
Table 1: Negative Assets Values, (in Billions of Naira) of rescued banks as at December 2010
Recued Banks
Oceanic Bank International Nigeria Plc
Union Bank of Nigeria Plc
Intercontinental Bank Plc
Bank PHBPlc
Afribank Nigeria Plc
FinbankPlc
Equitorial Trust Bank Ltd
Spring Bank Plc

Assets Values (Billions of Naira)
(94,261)
(135,894)
(330,709)
(242,309)
(260,940)
(104,751)
(27,253)
(87,869)

Source: CBN Press Release (June 2011)
(c)

Non-Compliance with Regulations and Provisions of the Code of Corporate Governance
for Banks
The CBN (2010) annual report disclosed the result of joint target examinations conducted by CBN and
NIDC on the existing DMBs in 2010 aimed at reviewing the quality of risk assets of the banks, in line with
the prudential guidelines, and applying the recommended provisions for the appraisal/approval of the
annual accounts of the banks for the year ended December 31, 2009. As reported in The Punch of June
11 2014, six commercial banks paid N392.77m in fines to the CBN in 2013 for contravening various
aspects of the BOFIA. A breakdown of the figures contained in the individual banks' 2013 annual
reports indicates that Zenith bank paid the highest fine of N276m for the various contraventions. The
offences and fines paid by the respective banks are presented in Table 2.
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Table 2: Offences and Fines Paid by Some Banks in 2013
OFFENCES

PENALTY

Zenith Bank Plc

Fined for promoting top management staff without approval by the
CBN, insufficient data for lodgment, credit report and non -rendition N276m
of original certificate of capital importation.

Sterling Bank Plc

Fined for promoting management officials without CBN’s approval
and for foreign exchange examination infraction, among others.

N52.97m

UBA Plc

Fined for opening a branch without prior approval of the central
bank, improper reclassification of public sector deposits and
appointment of employees without CBN approval, among others.

N43.70m

Diamond Bank Plc

Fined for numerous infractions, including N2m for the delay in
refunding a customer’s $827,223 as directed by the CBN and N4m
for promoting two senior management personnel without the
approval of the central bank. The bank was also ordered to pay
N1.99m for withholding a customer’s fund for 26 days after the
promoters of the customer had written that they were no longer
interested in a facility.

FCMB group

Fined for delayed disbursement for 20 days to beneficiaries under
the commercial agriculture credit scheme, among others.

Skye Bank Plc

Fined for failure to obtain CBN’s approval to promote a senior staff
and under reporting of regulatory returns on public sector deposits. It N6m
was also fined for failure to update documentation on a customer’s
account.

N7.99m

N6.1m

Source: The Punch of June 11, 2014.
The report stated further that though the penalty is meant to enhance corporate governance and
enforce standards, it amounts to waste of the shareholder's funds by the management of the banks.
The contravention is unfortunate, as it would deny shareholders of enhanced dividends during the year.
The CBN likely took the actions towards ensuring that commercial banks comply with rules and
regulations of engagement in order to enhance good corporate governance and adherence to
standards.
Conclusions
The Nigerian financial landscape especially the commercial banking sector has witnessed several
turbulent periods, occasioned by spates of corporate governance abuses, engineered mostly by
corporate managers, in conjunction with major equity shareholders of the banks concerned. This paper
gives a descriptive account of the role of corporate governance deficiencies in the Nigeria banking
crisis. Corporate governance deficiencies in form of insiders' abuse, ownership concentration
especially in family controlled banks and banks having features of connected persons, inaccurate
corporate reporting account for many of the causes of Nigerian banking crisis. This study observed that
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Nigerian Banks lost colossal billions of money to fraud and forgeries alleged to have originated from
fraudulent and self-serving practices among members of the board, management and staff,
overbearing influence of Chairman or MD/CEO, especially in family-controlled banks, weak internal
control, passive shareholders, sit-tight Directors, non-compliance with laid down internal controls and
operation proceedings and abuses in lending. Furthermore, this study found out that substantial
incidence of financial reporting games within the banking industry is a major corporate governance
deficiency contributing to the ultimate collapse of many banks.
It is essential to avoid impairment of corporate finance and curtail bank liquidation. There should be
entrenchment of best practice for market discipline, enhanced investors' confidence, accountability
and corporate governance practices. This is to enable banks to generate the required liquidity for the
economy to stimulate growth, productivity and enhance social life. To avoid situations where bank
Directors or insiders use their discretionary benefits to exploit the bank for their own purposes, insiderdominated boards should be strongly discouraged through appropriate regulations by the supervisory
institutions. Also, there should be enforcement of codes, rules and regulations on the basis of “comply
or get sanctioned” approach by the regulators. Finally, for governance and regulatory actions to have
immediate effect, governance codes should be reviewed by relevant supervisory and enforcement
institutions in line with the current realities.
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Abstract
The study investigated the influence of corporate governance mechanisms on earnings management
of non-financial firms in Nigeria between 2006 and 2014.The study employed secondary panel data.
The study population consisted of 159 non-financial firms listed on the NSE between 2006 and 2014. A
sample of 50 firms was purposively selected whose shares were traded during the sampled period and
with complete data. Data on board independence, board size, board sex ratio, audit committee
independence, board meeting, managerial ownership, ownership concentration, leverage, return on
asset and firm size of non-financial firms across sectors in Nigeria were obtained from the Nigerian
Stock Exchange fact books and the companies' annual reports and accounts. Data collected were
analysed using fixed and random effects model techniques. The results showed that board sex ratio
and return on assets had positive significant influence on earnings management while board
independence and managerial ownership had negative significant influence on earnings management
of non-financial firms. The study recommended that shareholders should critically examine
components of earnings reported to reveal the true performance of firms especially during public offer
of shares. Board composition should include more female members as this gender representation has
indicated a significant effect on earnings management.
Keywords: Earnings, Governance, Firms, Nigeria
1.
INTRODUCTION
Efforts by board members to reduce earnings management in non-financial firms have increased after
the case of Cadbury plc and the collapse of African petroleum plc in Nigeria. These financial crises
have raised interest of researchers in assessing the effectiveness of corporate governance. Corporate
governance refers to those mechanisms that influence the decisions made by managers when there is
a separation of ownership and control. Some of these monitoring mechanisms are the board of
directors, institutional shareholders, and operation of the market for corporate control (Larcker,
Richardson and Tuna, 2015).
Recently, a lot of business failures occurred, which were as a result of accounting scandals and fraud
involving well-known firms such as Enron and World Com (US), One Tel (Australia), Nortel (Canada),
Parmalat (Italy), Transmile Group Berhad (Malaysia), and Cadbury (Nigeria). This has informed the
need to look into why companies engage in earnings management. The collapse of these companies
was aggravated by the absence or the ineffectiveness of corporate governance in place. Also, where
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there is corporate governance, it is often the case that some of what it embodies in order to have a hitch
free firm are not often practised (Uwuigbeet al., 2014).
Effective corporate governance mechanisms are expected to restore the assurance of shareholders
and other users of financial statements of which earnings is a component. This has prompted different
countries to review their corporate governance codes. Such as US Sarbanes Oxley Act, 2002; Code
for Best Governance Practices, 2005 in Nigeria, in an attempt to see where it is deficient in order to
make corrections where necessary so that many areas not captured by the existing code will be taken
care of.
Earnings management on the other hand, is the adjustment of a firm's reported economic performance
by the insiders either to mislead some stakeholders, or to influence contractual outcomes. Earnings
management, unlike fraud, involves the selection of accounting procedures and estimates that
conform to generally accepted accounting principles (GAAP) (Gulzar and Wang, 2011). The act of
managing earnings does not necessarily re?ect the true performance of the company, a situation that
may contribute to shareholders and investors making inaccurate judgments about the company. Thus,
effective board monitoring is important in reducing the incidence of earnings management when
incentives for such manipulations are high (Gulzar and Wang, 2011).
Corporate governance plays numerous roles which include reducing the divergence of interest
between shareholders and managers. It deals with the welfare and goals of all the stakeholders
including shareholders, managements, board of directors, lenders, regulators, and the economy as a
whole.
Different items in financial statements which are often arrived at, after series of accounting estimates,
premature restructuring changes, premature recognition, reserves and write-offs of purchased inprocess research and development (Healy and Wahlen, 1999) allowed management to engage in
earnings management.
The weakness of corporate governance is perhaps the most important factor blamed for corporate
failure and corporate crises. There is much that can be done to improve the integrity of financial
reporting through greater accountability, the restoration of resources devoted to audit function, and
better corporate governance policies (Saudagaran, 2003).
Several studies have looked at the aspect of accruals earnings management extensively, but the
emerging area of shift from accrual earnings management to cash based earnings management in
Nigeriais still begging for an attention. Graham, Harvey and Rajgopal (2005) and Cohen, Dey and Lys
(2008) have shown that managements have shifted away from discretional accruals earnings
management to cash-based earnings management after Sarbanes Oxley Act was introduced. Cashbased earnings management is achieved by the manipulation of the operating activities of a company
(Okolie, 2014). Also, evidences are not available on the studies of the relationship between corporate
governance and cash-based earnings management in non-financial firms in Nigeria. In Canada, Park
and Shin (2004) investigated the effect of board composition on the level of earnings management in a
sample of 539 firm-years. Using modified Jones model as a proxy for earnings management, they
observed that independent outside directors do not reduce discretionary accruals, whereas outside
directors from financial intermediaries and active institutional shareholders do reduce earnings
management. On the other hand, Osma (2008) explored different types of earnings management and
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analysed the effect of independent boards on constraining research and development (R & D)
spending manipulation. Osma considered the entire UK non-financial firms and the sample consisted
of 3, 438 firm-years, for the period of 1990 to 2002. The results from the study showed that
independent directors are capable of identifying and constraining earnings management practices.
Omoyeand Eriki(2014) investigated the relationship between corporate governance and earnings
management by classifying earnings management into two categories of low and high levels. This
study on the other hand combined manipulation schemes to estimate earnings management in firms.
Okolie, (2014) examined the relationship between audit firm size and cash-based earnings
management. This study examined the influence of corporate governance on cash-based earnings
management. Also, where the studies of Uadiale, (2012 and Osahaon, (2012) used questionnaires to
collect data on corporate governance influence, and chi square for testing the stated hypothesis, this
study used panel data analysis. The broad objective of this study is to investigate the influence of
corporate governance mechanisms on earnings management of non-financial firms in Nigeria.The
rest of this paper is divided into four sections. Section two focuses on literature review, while section
three discusses methodology. Results and discussion of findings are contained in section four and
section five rendered the conclusion.
2.
Literature Review
A study by Thorne, Massey and Magnan(2003) directly investigated the relationship between female
auditors and their level of tolerance of opportunistic behaviour and finds that female auditors are less
tolerant of misappropriation behaviour than male auditors. There have been a lot of argument and
claims on the ability of female directors in constraining earnings management. Adams and Ferreira
(2009) claimed that female directors are more likely to have board diligence and exert more effort to
demand and monitor managers' performance. Adams, Gray and Nowland (2010) also argued that
female directors are more likely to think independently and monitor executives more effectively. This is
a very critical control for earnings management: firms with more females on the board can have better
earnings quality and lower earnings management because independent thinking is critical for
checking opportunistic activities and providing better quality financial information.
Rose (2007) evinced that there is no significant association between female board representation and
firm performance. Conversely, Omoye and Eriki(2014) investigated how corporate governance relates
to high and low categories of earnings management. The study finds that board gender representation
has a negative and significant influence on the probability of Nigerian firms adopting absolute high
earnings management.
Yeo, Tan, Ho and Chen (2003) examined the relationship between managerial ownership, audit quality
and earnings management, using a sample consisting of 490 firm-year observations drawn from the
firms listed on the Stock Exchange of Singapore for the period from 1990–1992. Their findings
suggested that when management ownership is less than or equal to 25%, managers' opportunistic
behaviour is reduced. However, as it crosses 25%, management ownership is positively related with
aggressive income-increasing discretionary accruals. Similarly, Johari, Saleh, Jaffar and Hassan
(2008) investigated the impact of board independence, competence and ownership on earnings
management. Using a sample of 224 firms listed on Malaysia Stock Exchange and employing different
accruals estimation models; they found that management ownership is positively related with
discretionary accruals in all models. This suggests that the higher the ownership of a firm's shares by
its managers, the more the presence of earnings manipulation.
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However, You, Tsai and Lin (2003) examined the effect of managerial ownership on management
adjustment of accounting accruals. With a sample of 393 corporations listed on Taiwan Stock
Exchange between 1999 and 2000, the study documented a negative and significant relationship
between managerial ownership and discretionary accruals. In like manner, Hashim and Devi (2008)
studied the interaction between corporate governance, ownership structure and earnings quality in
Malaysia, using a sample of 426 non-financial firms listed on Bursa Malaysia Main Board for the period
between 1999 and 2005. The study found no significant relationship between managerial ownership
and the quality of financial reports.
In Nigeria, Oladipupo and Ibadin (2013), using Pearson Product moment correlation, studied the
determinant of earnings management and found director shareholding to be positively correlated with
earnings management.
This study was anchored on agency and stakeholder theories. Agency theory views the relationship
between the shareholders and managers from the angle of principal–agent relationship. The
recognition that may be given to managers will make the managers act not only in their own interests
but also in the interest of shareholders, thereby reducing the agency cost arising from monitoring and
control of managers as a result information asymmetry. However, stakeholder theory believes that
managers have wide range of people to serve and their existence in a firm can affect or be affected by
decision making.
3.
Methodology
The study employed secondary data. The study population consisted of 159 non-financial firms listed
on the Nigeria Stock Exchange NSE between 2006 and 2014; the range of the years covered the
period of global financial crises. A sample of 50 firms whose shares were traded during the sampled
period and with complete data was purposively selected. Data on board independence, board size,
board ratio, audit committee independence, board meeting, managerial ownership, ownership
concentration, leverage, return on asset and firm size of non-financial firms across sectors in Nigeria
were obtained from the Nigerian Stock Exchange fact books and the companies' annual reports and
accounts.
Data were analysed using percentages, Fixed and Random Effects Models. Other diagnostic tests
such as unit root test, Hausman test were carried out.
3.1 Model Specification and Measurement of Variables
The following models were adopted as stated Roychowdhury (2006) and Cohen et al. (2008).
3.1.1 Measurement of Earnings Management
(1)

Normal Level of Cash-Flow from Operation:
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Prod. ,it (Production Cost)= COGS (Cost of Goods Sold) plus change in (Inventory) INV = Normal
production cost for company i in year t

Asset i ,tSales

1

= Total asset of a company i in year t - 1
sales
of
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The abnormal level of discretionary expenses was calculated as the actual discretionary expenses
minus the normal discretionary expenses that was calculated using the coefficients from the
regression model in equation (5).
3.2 Influence of Corporate Governance on Earnings Management
This regression model was adapted in line with Okolie (2014).

The abnormal level of discretionary expenses was calculated as the actual discretionary expenses
minus the normal discretionary expenses that was calculated using the coefficients from the
regression model in equation (5).
Table 1: Measurement of Variables
S/N

Variables

Definition

Type

Measurement

1

CBEM

Dependent

Abn. CFO + Abn. Prod. Cost
+ AbDisex.

2

BIND

Cash-Based
Earnings
Management
Board
Independence

Independent

?2 < 0

3

BS

Board Size

”

4

AUDCI

Audit committee
independence

”

Number of independent nonexecutive directors
board/total board members
Total number of board
members
A proportion of non-executive
audit committee to total audit
committee members.

5

BM

Board meeting

”

?5 < 0

6

BSR

Board Sex Ratio

”

7

MANSOWN

Managerial
Ownership
Ownership
concentration

”

Number of meetings
conducted
Female Board Director/total
number of directors
Total number of shares held
by managers of a firm
A Combined number of 10
significant shares held by
highest block-holding/total
shares outstanding
Total Debts Equity
Earnings before interest and
tax/total asset × 100
Natural log of company’s total
assets

”

8

OWNC

9
10

LEV.
ROA

Leverage

Control
”

11

FIRSIZE

Company Size

Control
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A Priori
Expectation

?3 < 0
?4 < 0

?1 < 0
?6 < 0
?7 < 0

?8 > 0
?9 > 0
? 10 > 0

4.
Results and Discussion
4.1 Descriptive Statistics of the Data
The overview of sample statistics of data from the descriptive analysis is presented in Table 2 revealed
that the mean value of cash based earnings management is 16.79% which shows that on the average,
17% of sampled firms engage in cash based earnings management. Minimum value is 7.95%. It
indicates that firms not less than 8% do not employ cash based earnings management and maximum
value of 21.25% suggested that 21% of firms do not involve in earnings management. The mean value
of Board Sex Ratio is 0.79 which shows that 80% of firms had a female board member in the board
composition. The minimum value of 0 indicated that some firms had no female board member. The
maximum value of 3.00 indicated that those with female member, the number of female is not more
than 3. This gives a good indication of the involvement of females in board activities as it is expected
that they are capable of ensuring a sound stewardship. The standard deviation is 2.23%.
The mean value of board independence is 6.37 which indicated that more than half of the required
board members (10 or 13) are non-executive as stipulated by corporate governance code of conduct.
The firm with the least number of board members has 4, while the highest number recorded for the
sampled firms is 10. This maximum value shows that majority of board members are non-executive
members.
Board size has a mean value of 9.23. This average value showed that most firms have close to the
required board size. Minimum value of 5 recorded for board size is suggesting that some firms have
less than the average value. Maximum value of 16 indicated that most of the firms have started
increasing their board members since the beginning of serious campaign on corporate governance.
Audit committee independence gave a mean value of approximately 6 members which indicate that a
good proportion of firms have all their audit committee members to be independent. Minimum value of
4 for the variable is an assuring figure that firms are conscious of involvement of shareholders'
representatives in the audit committee in order to achieve independence. The maximum value is 7
which is still within the allowed number.
Board Meeting has a mean value of 4.84 which indicated that in a financial year, most firms hold 5
board meetings as against the required 4 board meetings for corporate governance. This shows that
the meetings are held quarterly. The minimum value indicated at least the board meets 3 times in a year
while some firms meet 9 times at maximum. More than 75% ownership in most firms lies in the hands of
the highest block holders as given by its mean value of 0.76.
As revealed in Table 1, all the series in the panel data set displayed high level of consistency as the
mean and median values are within the range of minimum and maximum values of the series.
However, the standard deviation (SD) which measures the level of variation or degrees of dispersion of
each series from its mean value as shown are high for cash based earnings management, board
independence, board size, board meeting, managerial ownership, ownership concentration, leverage,
return on assets and firm size. The result showed that all variables are not stable during the sampled
periods. Meanwhile, board sex ratio and audit committee independence displayed low standard
deviations which imply stability in the variables.
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Table 2: Descriptive Statistics for Variables of the Study (2006-2014)
Variables

Obs

Mean

Minimum

Maximum

16.79

Std.
Deviation
2.23

CBEM

450

7.95

21.26

BSR

450

0.80

0.78

0.00

3.00

BOARDIND

450

6.38

1.64

4.00

10.00

BS

450

9.23

2.39

5.00

16.00

AUDITC

450

5.88

0.52

4.00

7.00

BM

450

4.84

1.20

3.00

9.00

MO

450

2.86

1.24

0.00

7.54

OWNC

450

0.76

2.48

0.00

20.00

LEV

450

9.16

1.29

6.00

11.50

ROA

450

13.73

11.94

11.29

64.61

SIZE

450

11.48

6.26

2.14

15.01

Source: Author's computation, 2016
4.2 Correlation Analysis of the Study Variables
From the correlation matrix obtained and presented in Table 3, some variables have positive
correlations while some show negative correlations, but all the correlation coefficients are generally
low. The highest correlation values obtained is 0.711 indicating that all the independent variables are
not highly correlated with one and other. This suggests that all variables can be included in regression
analysis.
Correlation coefficient between cash based earnings management and board sex ratio (r = -0.086),
board independence (r = -0.088), board size (r = -0.012), audit committee independence (r = -0.071)
and managerial ownership (r = -0.068) is negative and weak. Meanwhile, correlation between cash
based earnings management and board meeting (r = 0.028), ownership concentration (r = 0.036),
leverage (r = 0.04), return on asset (r = 0.093) and firm size (r = 0.219) is positive but weak.
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Table 3:Correlation Analysis of the Study Variables

CBEM BSRD BIND

BS

CBEM

1

BSRD

-0.086

1

BIND

-0.088

0.149 1

BS

-0.012

0.016 -0.083 1

AUDCI

-0.071

0.104 0.508

BM

0.028

0.161 -0.000 0.100

0.711

AUDCI BM

MO

OWNC LEV

ROA

SIZE

1
0.088

1

-0.050

-0.090

1

-0.067

0.049

0.039

1

MO

-0.068

0.075 -0.242 -0.094
-

OWNC

0.036

0.058 -0.010 -0.062
-

LEV

0.001

0.146 -0.126 0.027

-0.042

0.006

0.023

-0.086

1

ROA

0.093

0.212 -0.079 0.232

0.019

-0.088

-0.222

0.245

-0.048

1

SIZE

0.219

0.015 -0.131 0.497

0.324

0.056

0.153

0.078

0.077

0.165 1

Source: Author's computation, 2016
4.3 Panel Unit Root Test of the Study Variables
Stationarity of the variables was tested and result is presented in Table 4. Levin Lin Chut, Augmented
Dickey Fuller and Philip Perron unit root test results were selected to reach a final conclusion on
whether all the variables: Board Sex Ratio (BSR), Board Independence (BOARDIND), Board Size
(BS), Audit Committee Independence (auditcind), Board Meeting (BM), Managerial Ownership
(MANO), Ownership Concentration (OWN), Leverage (LEV), Return on Assets (ROA) and Firm Size
(size) were stationary or not. From the result, it is obvious that all the variables were stationary at level.
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Table 4: Unit Root Test for the study variables
Variables
CBEM
BSR
BOARD IND
BS
AUDIT
BM
MO
OWNC
LEV
ROA
SIZE

Levin, Lin &Chut

ADF – Fisher

12.11
(1.00)
-9.89
( 0.00)

58.09
(0.10)

PP-Fisher

Status
At level I(0)

-11.60
(0.00)
-10.31
(0.00)
-3.04
(0.00)
-12.51
(0.00)
-4.54
(0.00)
-1336.53
(0.00)
-21.57
(0.00)

38.51
(0.00)
72.67
( 0.06)
0.19
(0.02)
23.1093
( 0.18)
44.76
(0.02)
39.4399
(0.495)
115.12
(0.00)
232.88
(0.00)

82.20
(0.00)
43.42
(0.00)
79.08
(0.02)
97.48
(0.00)
26.56
(0.08)
59.88
(0.00)
51.15
(0.07)
104.16
(0.00)
262.72
(0.00)

At level I(0)

-19.75
(0.00)

168.150
(0.00)

179.34
(0.00)

At level I(0)

225.680
(0.00)

280.382
(0.00)

At level I(0)

-44.96
(0.00)
Note: Probability values are in bracket.
Source: Author's computation, 2016

At level I(0)

At level I(0)
At level I(0)
At level I(0)
At level I(0)
At level I(0)
At level I(0)

4.4 The Hausman Test of the Variables
Decision on whether to use fixed effect or random effect for estimation of the model was reached by
conducting Hausman test. The result presented in Table 5 suggested that fixed effect is appropriate for
estimation of the model on the influence of corporate governance mechanisms on earnings
management of non-financial firms after rejecting the null hypothesis of random effect is appropriate
against the alternative hypothesis of fixed effect.
The model was estimated using fixed effect because the result of the Hausman test showed a p-value
of 0.03 that is less than 5%.
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Table 5: Test cross-section random effects

Test Summary
Cross-section random

Chi-Sq. Statistics
19.79

Chi-Sq. d.fProb
10

0.031

Source: Author's computation, 2016
4.5

Discussion of findings on the Influence of Corporate Governance on Earnings
Management of Non-Financial Firms in Nigeria
This section reports the influence of corporate governance on earnings management of non-financial
firms in Nigeria. The result of the analysis is presented in Table 6. The result includes both the fixed
effect and the random effect. The appropriate model used for drawing inferences depends on the
Hausman test conducted. The result of Hausman test indicated fixed effect as the appropriate model
used for drawing conclusion.
The results show that board sex ratio (t = 3.76, P < 0.05), board independence (t = -2.87, P < 0.05),
managerial ownership (t = -2.37, P < 0.05) and return on asset (â = -1.69, P < 0.10) are significant in
influencing the dependent variable.
Coefficient of board sex ratio has a positive and significant influence on (t = 3.76 and a P < 0.01) cash
based earnings management non-financial firms in Nigeria. This result advocates that an increase in
board sex ratio will lead to a rise in earnings management. The possible explanation for this is that only
few number of females are included in the board composition. The direct relationship is against the
finding of Thorne, Massey and Magnan, (2003) that female auditors are less tolerant of
misappropriation behaviour than male auditors. Conversely, Omoye and Eriki (2014) found that board
gender representation has a negative and significant influence on the probability of Nigerian firms
adopting absolute high earnings management.
Coefficient of board independence has a negative and significant (t = -2.87, P < 0.05) influence on
earnings management of non-financial firms in Nigeria. The negative relationship suggests that the
action of the board members in ensuring that there are good corporate governance mechanisms will
always constrain attempt by managers to engage in earnings management.
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Table 6. Influence of Corporate Governance on Earnings Management of
Non- Financial Firms in Nigeria
Variables

Fixed Effect
Â
t –stat
0.415***
3.76
(0.00)
-0.332***
-2.87
(0.00)
0.108
0.95
(0.35)
-0.349
-0.80
(0.43)
0.365
0.38
(0.71)
-14.75**
-2.37
(0.02)
-0.911
-0.31
(0.83)
-0.161
-0.21
(0.83)
-0.277*
1.69
(0.10)
0.383
1.33
(0.20)
0.214
0.39
(0.69)
0.89

Board sex ratio
Board independence
Board size
Audit committee independence
Board meeting
Managerial ownership
Ownership concentration
Leverage
Return on Asset
Firm size
Constant
R-squared
Adjusted R-squared
F –statistics
Hausman – F Statistics

0.88
71.49

Random Effect
â
t –stat
0.0792
1.183
(0.24)
-0.038***
-2.310
(0.00)
0.121
0.288
(0.00)
0.7195
0.687
(0.49)
0.223
1.144
(0.25)
-0.070
-2.000**
(0.05)
-0.041
-0.269
(0.78)
-0.054
-1.264
(0.21)
0.244***
2.774
(0.00)
1.010 ***
3.498
(0.00)
-0.678
-0.284
(0.77)
0.72
0.71
51.30

19.79(0.03)

Source: Author's computation, 2016
***, **, * significant at 1%, 5%, 10%
Note: Probability values are in bracket.
This implies that board members who are non-executives will be ready to intensify their efforts in
ensuring that managers do not involve in any act that can affect the company negatively. This is
because most independent board members do not have close prior managerial relationship in a firm.
This supports the finding of Osma (2008). The results from the study showed that independent
directors are capable of identifying and constraining earnings management practices. The study of Alkhabash and Al- Thuneibat (2009) also support the previous study that firms with boards and/or audit
committees composed of independent directors are less likely to have larger abnormal accruals.
Further, Uadiale (2012), found that board dominated by outside directors brings a greater breadth of
experience to the firm and are in a better position to monitor and control managers, thereby reducing
earnings management.
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Parameter estimate of managerial ownership is negative and significantly (t = -2.37, P < 0.05) related to
earnings management of non-financial firms in Nigeria. The negative relationship suggests that an
increase in managerial ownership will decrease earnings management. Managers who have been
privileged to hold shares of firms and thus form parts of the owners of such non-financial firms would be
conscious of their stakes and ensure that they do not lose these stakes by not involving in any
opportunistic behaviour. This effort and other stewardship inputs will have an alignment effect on nonfinancial firms since the motive behind the managerial ownership arrangement is to make managers to
protect the interest of firms and that of the managers themselves. This relationship supports the
agency theory where managers are expected to achieve wealth maximisation objective of the
shareholders. This finding is line with You, Tsai and Lin (2003) who documented a significant negative
relationship between managerial ownership and discretionary accruals. The result is however contrary
to Johari, Saleh, Jaffar and Hassan (2008) who found that management ownership is positively related
to discretionary accruals.
Coefficient of return on asset is negative and significant (t = 1.69, P < 0.10). This result suggests that an
increment in the performance will reduce earnings management of non-financial firms. The implication
of this is that the performance of firms can influence earnings management. Managers would not see
reasons to manage earnings where they are meeting the stated targets and in turn receiving the
incentives associated with high performance. Companies making profits will not have the desire to
manage earnings as the level of profitability determines their business relationships with outsiders
such as creditors and financial institutions.
However, all other variables such as board size, audit committee independence, ownership
concentration, board meeting, leverage and firm size were not significant.
5.
Conclusion and Recommendations
From the findings of the study, it could be concluded that corporate governance mechanisms have a
significant effect on earnings management. This has confirmed the need for the restructuring that has
been carried out on governance practices by firms which is evidenced from separation of the position of
chairman and CEO and independence of audit committee.
Managerial ownership should be introduced, so as to reduce the problems that are often created by
principal-agent relationship and earnings management. Board composition should include more
female members as this gender representation has indicated a significant effect on earnings
management. This is necessary so that their intolerance towards fraud and misappropriation can be
useful in monitoring managers. Non-executive persons who have no prior relationship in any regards
with a firm should be included in board composition so as to ensure compliance and stern monitoring of
the corporate governance codes.
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From the table 3, it is seen that the overall R Square is 0.8842. This implies that 88.4% of the variations
of the fees charged by auditors are explained by the variables in the model while 11.6% of the
variations in audit fees are explained by variables not captured in the study.
The results of both OLS and GLS indicated that the client size has a significance positive influence on
audit fees with p value of 0.00 which is less than 0.01. This is inconsistent with prior studies including
Kimeli (2016), Hallak and Silva (2012), who found significant positive relationship between client size
and audit fees. The results also established that Big4 status of audit firm has a significant positive
influence on audit fees with p value of 0.00 This is in line with the findings of Soyemi (2014), ElGammal (2012), Hallak and Silva (2012), who found significant positive relationship between client
size and audit fees. A significant negative impact is observed on audit fees by the client risk at 5% level
of significance in OLS and 10% level of significance in GLS. This is inconsistent with the results of
Monsuru (2014) and Soyemi (2014) who found that client size has significant positive impact on audit
fees. The results in both OLS and GLS did not support any significant relationship between audit fees
and client complexity, client profitability, auditor size and time lag, as their p-values were higher than
the level of significance of 0.05. Therefore, these variables are not significant determinants of audit
fees of the listed insurance companies in Nigeria. This contradicts the findings of Urhoghide and Emeni
(2014), Hassan and Naser (2013), who established that there is significant positive relationship
between audit fees and client complexity, client risk, client profitability auditor size and time lag.
Conclusions
Based on the findings of the study, it is concluded that the size of insurance companies in Nigeria is a
major determinant of audit fees of insurance companies in Nigeria. This implies that the more client
business is expanding in size and total assets the higher its audit fees would be. This is in line with most
of the findings of the prior studies. The results also revealed that Big four status of audit firms is another
major determinant of audit fees on insurance companies in Nigeria. Big four audit firms in Nigeria
charge high fees for their services supporting the argument that Big four firms render high quality audit
services, and due to their superiority on non-Big four firms in terms of technology and technique.
Significant but negative impact was also observed between client risk and audit fees. This shows that
the risk factor is almost ignored in Nigeria by auditors. A rationale for this could be that, in Nigeria rules
and regulations are not strict and hard like developed countries where auditors are mostly held liable
and punished for manipulation of accounting figures. It can be presumed that auditors of insurance
companies in Nigeria ignore the risk factor while negotiating audit fee.
The results indicated non-significant impact of the insurance business complexity and audit fees
charged by auditors in Nigeria. This is in contrast with the assertion that complex businesses are
difficult to audit and require extra time and efforts. Non-significant impact was also observed between
client profitability and audit fees. This means that audit firms in Nigeria do not charge their service fees
based on the clients profitability but consider other variables especially the client size. A non-significant
relationship was also found between audit firm size and audit fees. This implies that the size of audit
firms do not have any influence on audit fees charged by auditor in Nigeria. This might be as a result of
non-inclusion of other audit staff in determining audit size, thereby incorporating only audit partners
into the analysis. A significant relationship was also absent between reporting time lag and audit fees.
This implies that auditors of insurance companies in Nigeria do not take into cognizance the number of
days spent between ends of financial year of their client companies and signing of the final audit
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reports.
The study recommended that the auditors in Nigeria be mindful of the size of insurance companies
when negotiating audit fees via visiting the scale of audit fees stipulated by their professional bodies so
that smaller and medium insurance companies would be charged appropriately. Accountancy
professional bodiesin Nigeria should monitor the award of audit/assurance contracts of insurance
companies to non-Big four audit firms in order to enhance their activities as Big four firms are
dominating the auditing market. Auditors in Nigeria should take into account the risk involved in the
insurance businesses before negotiating audit prices. This is because the risk of the client increases
the risk of auditors and this is why it is made mandatory for all practicing accountants in Nigeria to take
up a professional indemnity insurance which would minimize the civil claims made by clients and other
interested parties. Auditors in Nigeria should consider the complexity of clients' businesses especially
insurance businesses when fixing the audit fees for the fact that those complex businesses are more
difficult to audit. Successful and profitable insurance businesses should be charged higher audit fees
than smaller and less profitable ones for justice to prevail. Auditors in Nigeria are therefore advised not
to charge audit fees based on audit firm size but on client size, client risk and client complexity.
Reporting time should be seriously planned by the auditors on auditing the financial statements of their
clients so as to avoid late reporting. Audit teams should be expanded in order to timely complete their
tasks at the minimum time stipulated.
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Abstract
Literature is replete with empirical evidence on the determinants of firm value. However, most of the
studies used data on shareholders or market value that are often subjected to market fluctuations.
Since value means different things to different stakeholders, it should be measured using a quantity
that denotes wealth to all stakeholders. This study examines the factors that determine the economic
value of quoted firms in Nigeria. The study used balanced panel data, collected from the audited
financial statements of 60 non-financial quoted firms covering the period 1990-2012. The data
described ten firm-specific factors, economic value added, the value distributed to six stakeholder
groups and the value retained by the firms. Statistical tools such as correlation, unit roots test,
Hausman test and multiple regressions (pooled and fixed effects) were employed to analyze the data.
Results showed a significant positive effect of assets structure, cash flows, liquidity, profitability, risk
and the value captured by stakeholders as well as the value retained in previous year but a significant
negative effect of growth on firm value. The results demonstrated that value creation potentials of the
firms can be improved with increased assets tangibility, positive cash generation and high liquidity, risk
and profitability; increased value distributed to stakeholders and value retained. The study
recommended that the firms should increase investments in fixed tangible assets; engage in economic
activities that can generate positive cash flows, increased returns on investment and economic value;
increase rewards to stakeholders and retention rate in a sustainable manner.
Keywords: firm value, value distribution, retained value, firm-specific factors, stakeholders
Introduction
Value means different things to different people. To customers, it means products or services that are
consistently useful. To employees, it entails being treated with respect, being involved in decision
making, excellent reward opportunities and continuous training and development. To investors and
credit lenders, it means delivering high returns on capital, which generally requires strong revenue
growth and attractive profit margins. And to a firm, it entails making enough residual profits to expand
the business. This means that firm value can be described as the amount of wealth generated for the
benefits of stakeholders by producing and delivering goods or services.
Value is created when the cost of production is lower than what consumers actually pay i.e. the
difference between input and output value. However, value is destroyed when the revenue generated
from a company's business activities is lesser than the cost of purchased inputs or components used to
generate output. A firm appropriates value by distributing a portion of it to stakeholders and retaining
the balance for reinvestment, expansion and growth. Distributing a larger value slice to one
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stakeholder group therefore means that the remaining slice for the others and the value to be retained
will be reduced.
The companies operating in the non-financial sectors in Nigeria have been demonstrating their value
creation potentials over the years. They have also been playing predominant role in providing income
(interests, dividends, executive compensation and salaries) to stakeholders (credit lenders,
shareholders, management executives and employees); generating tax revenue to the government;
facilitating solutions to society's economic and social distress through corporate social responsibilities
and retaining profits for growth. These were reflected in the annual reports and accounts of the
companies for many years.
In the attempt to empirically document the performance of these companies, Atanda & Asaolu (2015)
examined the trend in the economic value created and appropriated by the companies over the years
1990-2012. The authors found upward trend in the economic value created, the value distributed to
internal and external stakeholders of the companies and the value retained, in real terms, especially
from 2005. It was also established that employees, a stakeholder group, captured the highest
proportion of the economic value created by the companies during the periods. However, the study did
not provide evidence on the factors responsible for the value created by the companies.
Literature is replete with empirical evidence on the determinants of firm value (Daily & Dollinger, 1993;
Lieberman & Balasubramanian, 2007; Laitinen, 2008; Strebel& Lu, 2008; Laitinen, 2008 and Asogwa,
2009). However, most of these studies were on foreign economies and used data on shareholder or
market value that are often subjected to market fluctuations. Asogwa (2009) that collected data from
Nigerian companies used financial institutions as units of analysis. It was also not known whether the
value captured by stakeholders and the value retained by the companies influenced firm value. It is on
this premise that this study examines the effect of firm-specific factors, the value distributed to
stakeholder groups and the value retained on the economic value created by non-financial quoted
firms in Nigeria.
A multivariate model is used to allow consideration of a large number of explanatory variables
simultaneously on firm value. The study measures firm value, using Economic Value Added (EVA) and
adopts a quantitative approach, which explores a linear model that expresses firm value as a function
of twelve (12) explanatory variables. Differences in firm-specific factors such as size, age, employees,
industry, cash flows, asset structure, growth, liquidity, risk and profitability; the value distributed to six
stakeholder groups and the value retained are expected to lead to differences in the value created by
the firms.
Theoretical and Empirical Review
This study is anchored on sustainability accounting theory. The theory has foundation in the concept of
sustainable development and provides information for sustainability reporting, which according to GRI
(2011), is the practice of measuring, disclosing and being accountable to internal and external
stakeholders for organizational performance towards the goal of sustainable development.
Sustainable development simply means the pursuit of current goals without jeopardizing the ability of
future generations to achieve their own. Sustainability therefore deals with environmental
(environmental value added), social (social value added) and economic (economic value added)
performance of firms and the factors that account for their continued existence.
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Value creation and value appropriation are two sides of a coin (Bowman and Ambrosini, 2000). This
means that the value distributed to stakeholders and the value retained relate to the value created by a
firm. The value distributed to say, management and staff can make them to be more dedicated to
creating greater value. In addition, the value retained, if invested in value adding and profitable
economic activities, can increase a company's capacity to create greater value in the future. All these
pointed to the fact that the effect of the value captured by different stakeholder groups and the value
retained on firm value can be empirically investigated.
Using multivariate generalized linear model, Laitinen (2008) provided an insight into how value is
created by analyzing the interactions between three value drivers i.e. profitability, growth and risk and
the value created by family and non-family owned firms in Finland. The author concluded that
differences in the value created by the two categories of firms were due to the differences in their sizes,
age, industry and products. The author concluded that a firm can increase its value by simply
increasing profitability, growth and risk.
In addition, agency theory and social theory connect profitability, which is a measure of the operating
efficiency of managers, to firm value (Asogwa, 2009). Empirical studies have also shown its
importance as a predictor of the market value of a company's shares (Beaver, Lambert & Morse, 1980;
Penman, 1991 and Asogwa, 2009). Asogwa (2009) examined the effect of earnings on the market
value of publicly-listed banks in Nigeria, using a random effects probit model analysis and positive
relation was found.
The findings of Laitinen (2008) supported the position of Daily and Dollinger (1993) that it is only
through growth that new opportunities can be found by professional managers and the findings of
Lieberman &Balasubramanian (2007) that market value can change over time as a result of changes in
the size of a company i.e. changes in the quantity of resources (without changing the efficiency of
resources use) or changes as a result of innovations and improvements implemented by a firm. They
are also consistent with the findings of Frank &Goyal (2003) that larger firms have more capabilities
and resources; achieve economies of scale and are more diversified than smaller firms. Also,
companies that engage in mass production, services business and project execution have different
systems of operation, which leads to differences in management systems, asset structure and value
creation activities (Abernethy & Lillis, 1995).
Moreover, Mouldi, Abdelaziz and Ilehmi (2011) found significant positive effect of age on firm
performance, measured by return on assets and return on equity. This was due to the fact that the firms
were able to build their reputations, over time, performance better. This means that older firms that
were able to obtain good negotiation for credit contracts because of their long data history, which
reflected their situations and capacities to meet short and long-term obligations and engagements.
Hence, the older a firm is,, the more reputable it is, and the more they can access various sources of
financing at lower cost, with positive effect on performance.
Employees are, fundamentally, factors of production that provide key capabilities and human
resources that constitute an asset that can either grow or diminish over time, depending on how they
are managed (Strebel & Lu, 2008). They provide ideas and efforts in coordinating other resources
(financial, material, technological) to make them productive. In fact, the choice of appropriate human
resources practice is essential to an organization's success (Ferris et al, 1999). High commitment to
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human resource practices, such as employee development, also affects organizational outcomes by
shaping employees' behaviour and attitude (Whitener, 2001 and Huselid, 1995). Therefore, the type,
quantity and quality of human resources can be important determinants of firm value.
It should be noted that the factors identified in the literature did not include the economic value captured
by various stakeholder groups and the value retained. This would have helped to ascertain the
contributions of the income generated for the stakeholders and value retention on firm value. Also, the
factors were found to have connection with market or shareholder value in both financial and nonfinancial firms. What about non-market measures of corporate value such as economic value added
(EVA)? The traditional financial performance measures are often subjected to accounting
manipulations and market fluctuations. In fact, they can rise without necessarily creating any wealth
(Biddle and Lindahl, 1982). Hence, firm value should be measured by a quantity that denotes creating
wealth not only for shareholders but for all stakeholders. This is why EVA is used in this study to
conceptualize firm value while trying to examine the factors that determine the economic value created
by non-financial quoted companies in Nigeria.
Methodology
This study, utilized balanced panel data on firm value, the value distributed to six stakeholder groups
and the value retained by non-financial quoted companies in Nigeria as well as ten firm-specific
characteristics such as age, size, cash flows, industry, risk, liquidity, profitability, growth, employees'
capacity and asset structure. The data were collected from the audited annual reports and accounts of
60 randomly selected non-financial quoted companies, over the years 1990-2012. Real (rather than
nominal) values of the variables were used for data analysis. Nominal data was deflated using the
Consumer Price Index for each of the years.
The relationship between the dependent and independent variables was estimated by using the
ordinary least square (OLS) pooled and fixed effect regression techniques. A basic assumption of the
OLS method of estimation is that the explanatory variables must be independent of each other
(Gujarati, 2004). To ensure that none of the variables was collinear, pair wise and, to a large extent,
understand the relationship of one variable to the others, correlation analysis was carried out. Also, to
determine the level at which the variables should be included in the models estimated, unit roots test
was conducted using four criterions: Levin, Lu & Chu; Im, Pesaran & Shin; ADF Fisher and PP & Fisher.
This was to reinforce and ensure the robustness and boost confidence in the reliability of regression
results. Unit root tests were carried out to determine whether the data series for all variables (i.e. firmspecific factors, firm value, value distribution and value retention) were stationary or non-stationary.
The tests therefore helped to ensure that the estimates of parameters obtained from regression
models, using ordinary least square (OLS), are reliable, efficient and consistent.
Given the theoretical and empirical linkages between the dependent and explanatory variables, linear
equations models were specified to capture the relationship between them because there were large
data points for each of the variables in which a function, usually a line, can be fitted. Also, data of the
variables were discrete values of order 1 and the models can be used to forecast what happens to say,
firm value when there is a change in each of the explanatory factors. Using non-linear equations will
therefore not show the changes.
The relationship between dependent and explanatory variables is modeled using functional linear
equation as follow:
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ABSTRACT
Management research arguing on the possible positive effects of budgetary slacks has noted that
managers often employ diverse strategies including the introduction of slacks into the budget to cope
with environmental uncertainties and assure performance. This study, therefore examined the
influence of environmental uncertainty on managers' budgetary slack attitude (propensity to create
budgetary slack) of Nigerian Manufacturing Companies. The study employed cross sectional survey
research design using multistage random sampling technique to obtain responses from 108 managers
of selected manufacturing companies. Linear regression and correlation analysis were utilised in
analysing the data. The study found that Managers exhibited a high propensity to create budgetary
slack and that the Managers' perception of environmental uncertainty exerted significant positive
influence (R2 = 0.29 at p=0.000) on the level of the managers' propensity to create budgetary slack.
The study concluded that environmental uncertainty is a key factor to consider in a budgetary system
and therefore recommended that stricter budget monitoring and controls, innovative performance
evaluation system, reduced emphasis on achievement of budgetary targets, are strategies that need
to be deployed for the manufacturing companies to get the best out of their budgetary systems in this
period of great uncertainties in the Nigerian business milieu.
Keywords: Budgetary slack, budgetary system, environmental uncertainty, manufacturing
companies.
INTRODUCTION
Many management researches have suggested that an organisation's environment is of the greatest
importance to its existence and that there is a close relationship between an organisation's
environmental attributes, on the one hand, and the managerial choices made, on the other (Baack &
Boggs, 2008; Calori, Johnson & Sarnin, 1994; Mukherji & Hurtado, 2001). Duncan (1972) and Grant
(1999) argued that one of the most single significant influences on organisational policy and strategy is
the environment outside and inside the organisation. The studies noted that organisations are
institutions deliberately designed to achieve and accomplish certain goals and the extent of achieving
such goals is affected by both the situations within the organisations as well as within the external
environment in which the organisations operate.
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The effective implementation of strategic plans requires the optimal allocation of resources to
accomplish goals, backed up by strategic ideas (Robbins, De Cenzo & Coulter, 2013).Budgetary
systems are believed to be important mechanisms for ensuring optimal allocation of resources. Apart
from this, in spite the fact that a budgetary system may not be designed primarily as a means of
performance evaluation, there is evidence that it will almost inevitably be used for this purpose,
whether formally sanctioned or not because it provides what is often the only quantitative information
relating to managerial performance (Otley,1978).Where budget information is used as a basis for
performance evaluation, it is likely that the effects of such use will predominate in determining how a
manager responds to the accounting information, because of the immediate and personal impact that
results.
Literature has also argued that managers, in an attempt to create a "breathing space" for themselves
often incorporate budgetary slack into budgets, by estimating figures that are within reach, so that they
can meet the goals set more easily and increase the probability of attaining the budget. (Schiff &
Lewin,1970; Govindarajan, 1984; Nouri, 1994; Nouri & Parker 1996; Waller, 1988; Van der Stede,
2000;Kren, 2003 ).
Organisations are in continuous interaction with their environment and detailed information about that
environment is required for making sound decisions. However, that information is never complete as
there are always uncertainties in the internal and external environments which could form
opportunities or threats to the organisation. Where there is environmental uncertainty which could
result from a lack of good understanding of the business environment, the attendant effect on strategic
decision making especially budgeting is profound. Studies have argued that managers protect
themselves and their positions from these uncertainties by building slacks into the budget (Otley, 1978;
Waller, 1988; Yilmaz & Ozer, 2011; Wu, 2005). These uncertainties could exist as socio-cultural, legal,
political, economic, technological and infrastructural factors. The others include product demand,
input availability, competition among others. As the environment becomes more complex and less
stable, the level of uncertainty increases. A company which operates in an uncertain environment, will
experience greater difficulty in planning and controlling its business (Duncan, 1972) and this has an
impact on the success of the organisation (Quangyen, &Yezhuang, 2013). Studies, especially from
developed countries have noted that due to the pressure to be perceived as effective and efficient, in
the face of underlying environmental uncertainties in which the business operates in, managers
involved in the budgeting process are motivated to inject budgetary slack into the budgets so as to
improve their performance evaluations and compensations when they meet the budgeted goals (Onsi,
1973).
Developing countries (including Nigeria), faced with the problem of improving their economic and
social status have looked to the manufacturing sector to play a role as an engine for economic
development (Ajibolade, 2008). However, in recent years, many companies in this sector have
continually reported losses (Business Day, July 15, 2014). Studies exist which have linked company
losses to suboptimal allocation of resources arising from environmental uncertainties (Maiga &
Jacobs, 2008; Adeoye & Elegunde, 2012). Such misallocation of resources may be due, in part, to the
misrepresentation of information within the firm through the incorporation of budgetary slack and to
intensive competition resulting from market globalization, changing political and economic policies
among others (Adeoye & Elegunde, 2012; Yilmaz & Ozer, 2011).While some studies have argued that
budgetary slack could be beneficial to organisations (Bourgeois, 1981 & Onsi, 1973), others including
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Lukka (1988) and Wu (2005) have argued that it allows managers to gain extra resources, thus
distorting resource distribution which leads to wastages and inefficiencies.
Contributions on the influence of environmental uncertainty on budgetary slack have been sparse from
developing countries. Studies of environmental uncertainty have rather focused on its effect on other
organizational processes (e.g. Ajibolade, Arowomole &Ojikutu 2010; Adeoye & Elegunde, 2012).The
Nigerian economy is presently in a recessionary period, the government economic policies especially
in relation to foreign exchange and importation policies have had significant impact on the business'
planned and actual activities. These policies have created uncertainties in the socio-cultural, legal,
political and economic climate and in the provision of technological and infrastructural facilities,
product demand, input availability. This study therefore attempts to provide evidence on the extent to
which uncertainties in these environmental factors in Nigeria influence the level of slack that managers
are willing to incorporate into budgets (managers' propensity to create budgetary slack) in
manufacturing companies. The aim is to establish whether budgetary slack is used as a coping
mechanism in periods of uncertainties or it is a dysfunctional behaviour arising from the use of budgets
as performance evaluation systems or some other factors. This knowledge should help managers in
effectively managing their resource allocations, managerial performance evaluation systems and
budget practices to achieve the organisational goals and objectives.
The paper proceeds in the next section with a review of the theoretical basis for the study and earlier
empirical evidence. The research methods are detailed in section 3, the analysis and results are
provided in section four and the conclusion in section five.
LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT
A number of studies in accounting have used agency theory to generate some insights into budgetary
slack creation (Faria& Silva, 2013; Magee, 1980; Christensen, 1982; Baiman& Evans, 1983). The
agency theory studies in Management Accounting argued that the agent (Subordinate Manager) will
always want to be viewed as performing because when he/she is able to attain budget targets, he/she
will receive the attendant benefits or rewards of performance irrespective of the detrimental effects on
the Principal (Management).According to Jensen and Meckling (1976) (as cited in Faria& Silva 2013)
economists theory postulates that a subordinate knows more about his task and the environment it
developed than his superior and this information asymmetry can provide conditions for building slacks
and the consequent compensation through achieved outcomes regardless of real losses caused to the
principal. Allowing subordinates to participate in the preparation of their budget has been advocated as
a means for extracting subordinates' private information and thus reduce information asymmetry to
enable successful budgeting process (Schiff &Lewin, 1970).However, if budgets are used to evaluate
subsequent performance, subordinates are motivated to bias their information to obtain budgets that
are easier to attain (Kren& Liao, 1988)
On the other hand, other theories have suggested that budgetary slack may be introduced into the
budget not just as a result of agency problem but as a coping device in certain environmental
conditions. One of such theories is the contingency theory in management which proposes that
environmental attributes have major implications for all aspects of management, including
organisational strategy, organizational structure, organizational processes and organisational
outcomes (Elbanna & Alhwarai, 2012). The contingency theory also infers that managers must provide
for unforeseen circumstances that could come from the environment because of their inability to
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predict accurately their influences on the organisation by cushioning the effect through the creation of
budgetary slack. Budgetary slack is thus viewed as a coping device introduced into the budgets under
conditions of environmental uncertainty. Onsi (1973) argued from this perspective that budgetary
slack serves as a balance device, which organisations use against turbulence in their environments.
Bourgeous (1981) also suggested that slacks form the basis for resource allocation which enable
organisations to adapt to internal and external pressures as well as initiate necessary survival
strategies.
This study, on the basis of the argument in the contingency theory proposes that managers' perception
of uncertainty about the environment would require that he provides for contingencies through building
of slacks into the budget to serve as a balance device against turbulence. That is, where managers'
perception of environmental uncertainty is high, managers would exhibit a higher propensity to create
budgetary slacks. Stated in the null form the hypothesis tested in this study is thus that:
There is no significant relationship between managers' perception of environmental uncertainty and
managers' propensity to create budgetary slack.
Environmental uncertainty
Some authors have treated uncertainty as a mystery which rational processes cannot resolve
(Milliken,1987; Elbanna & Child, 2007). Dealing with environmental uncertainty is a common problem
faced by all executives, as it is almost impossible for Managers to have access to all the information
required to generate possible alternatives or anticipate all consequences (Alkaraan and Northcott,
2006). Milliken (1987) identified three facets of uncertainty. These are lack of clarity about cause-effect
relations; inability to predict the probability of some future state or event, which would favor one
alternative or another; and the unpredictability of outcomes.
Some authors use uncertainty to refer to uncertainty related to specific events, such as decision
uncertainty (Elbanna & Child, 2007); while a few refer to environmental uncertainty in general (Baum &
Wally, 2003). Criticisms of early uncertainty scales has been that researchers have not rigorously
examined their conceptual and methodological adequacy (Lewis & Harvey, 2001) and given the
complexity of the world, limiting the examination of environmental uncertainty only to one uncertainty
area at a time is not realistic. Each uncertainty area may have different implications for managerial
practices and organisational outcomes. Thus, it was argued that it is important to incorporate a number
of environmental uncertainty variables into investigations of environmental uncertainty. Scholars have
attempted to address this multidimensionality issue. For example, Miller (1993) advanced two
possible perspectives on the way in which managers perceive environmental uncertainty. The first is
the international management perspective which focuses primarily on the assessment of political,
governmental policies and macroeconomic uncertainties. The second one is the strategy perspective,
which sees the industry, rather than the country, as the relevant level of analysis and emphasizes
uncertainties regarding process technologies, the availability of inputs, product demand and
competitors. Other research studies have reflected a growing interest in integrating these two
perspectives (Elbanna, 2007; Lewis & Harvey, 2001; Werner et al., 1996) hence the approach of
integrating the two perspectives in conceptualizing environmental uncertainty is adopted in this study.
Environmental Uncertainty
Environmental uncertainty is viewed in this study as comprising uncertainties in the political,
economic, technological, input and competitive environments. The most extreme form of uncertainty is
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political risk, which Robock (1971) defined as the risk of discontinuities in the business environment
that result from political change, discontinuities that are difficult to anticipate and have a large potential
impact on firms' profits or other objectives. Normally political risk focuses on cross-border trade and
investment, but, political risk can more generally be used for the adverse impacts of political activity
upon business, including its home country (Robock, 1971; Kobrin, 1979). Even without the risk of
discontinuous intervention, increased government policy uncertainty leads to decreased private
investment by firms in their own countries as doubts about the future returns to investment, discourage
economic risk-taking (Bittlingmayer, 1998; Brunetti & Weder, 1998).
Economic uncertainty (or macroeconomic volatility) relates to the functioning of financial markets,
economic growth, consumer confidence, exchange rates or inflation (Bourgeois, 1985; Milliken, 1987;
DeSarboDi Benedetto, Michael &Indrajit, 2005). For example, during a major recession, the risk of
investing increases, both business- and consumer-oriented credit markets contract as borrowers are
less able to demonstrate ability to repay and lenders may be less willing to lend during periods of high
economic uncertainty. Economic and political uncertainties are often related. For example, times of
high economic uncertainty can also lead to political uncertainty, where government officials pursue
policies to maintain their credibility and legitimacy. Thus, the two forms of uncertainty may be
cumulative and interdependent, as businesses seek to cope with both the economic uncertainty
(inflation rate, gross national product, unemployment rate, interest rate , the foreign exchange rate)
and the under- (or over) reaction of political leaders in addressing those economic problems. Many
examples could be seen in many countries during the recent recession and economic meltdown such
as in Nigeria, United States of America among others.
Technological uncertainty adds an additional level of exogenous uncertainty to a firm, industry or
economy. Periods of greater technological innovation will tend to have higher technological
uncertainty. At the same time, technological uncertainty creates entrepreneurial opportunities, as
some firms will correctly accept (or reject) a new technology before others (McMullen & Shepherd,
2006). Such technological uncertainty may also contribute to economic uncertainty, until the potential
for a new technology is widely recognized (Alvarez & Barney, 2005).
The demand for a Company's products is dependent upon certain factors which are beyond the control
of any organisation. Where a product is not a necessity, changes in the price, consumer's income,
availability of close substitutes, tastes, expectations taxes, subsidies and the right advertising media
all affect the market demand for a product (Girmay, 2006). Insufficient information of these product
demand factors influences the decisions of Management during budget projections (Thongrattana
&Jie, 2009;Girmay, 2006). Managers must create budgets that incorporate these contingencies in
order to improve overall managerial performance (Yilmaz & Ozer, 2011; Ajibolade & Akinniyi, 2013).
Input availability is an uncertainty that faces every organisation because no business organisation can
be a fully self-sufficient organisation; one way or another, it requires resources, funds, energy, service
and materials from the external environment, where this is unavailable or insufficient the activities of a
business could grind to a halt (Thongrattana & Jie, 2009;Girmay, 2006).Organisations depend on
strong suppliers that will provide the materials and other input at the right quality, right quantity, right
price, at the right time and right place. This interdependence leads to the creation of budgetary slack
(Ajibolade & Akinniyi, 2013; Girmay, 2006).
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Competitors are opponent organisations who compete for the same customers and resources like
employees, raw materials, information among others (Girmay, 2006). Managers should undertake
environmental intelligence such as competitor analysis, to enable them discover the possible
weaknesses and strengths of their competitors and come up with a winning strategy. The lack of
information about what competitors are doing and the consequent effect of this lack of information
results in doubts about the strategies to put in place to checkmate them or indecisions about critical
issues (Thongrattana &Jie, 2009).
Budgetary slack
Budgetary slack has been defined as the value through which managers intentionally set additional
obligation to the resource of certain budget or consciously underestimate productive capability (Faria&
Silva, 2013). Simply, it refers to padding the budget by overestimating expenses and underestimating
revenue or sales. It means providing a cushion in a budget in order to avoid an unfavorable variance
between actual and budgeted results at the end of a budgeted period. Onsi (1973) argued that
budgetary slacks serve as balance devices, which organisations use against turbulence in their
environments as well as during periods of organisational instability. Managers see budgetary slack as
a measure for unexpected contingencies by building a resource 'buffer' into the budget because
greater certainty can be gained in narrowing the gap between future budgeted outcomes and actual
outcomes (Van der Stede, 2000; Onsi, 1973; Schiff and Lewin, 1970).
Onsi (1973) suggested that budgetary slack can be used in a beneficial manner to the organisation.
Budgetary slack is used to motivate employees, enable the workers to achieve the goals of
management and manage budget risk (Davila &Wouters 2004; Elmassri& Harris, 2011). It encourages
innovation and creativity of employees, absorbs stress, resolves conflicts and motivates employees to
stay in the company (Bourgeois 1981; Cyert& March 1963).
Govindarajan (1984) and Kren (2003) stated that environmental uncertainty has a direct and positive
impact on propensity to create budgetary slack; higher environmental uncertainty leads to more
propensities to create budgetary slack. Thus, it can be inferred that budgetary slack is an attempt, by
management, to overcome operational uncertainty. Bourgeous (1981) also suggested that slacks form
basis for resource allocation which enable organisations to adapt to internal and external pressures as
well as initiate necessary survival strategies. From a management accounting perspective, it
therefore, implies that a primary driver for the existence of budgetary slack is uncertainty (Abernethy &
Brownell, 1999; Marginson & Ogden, 2005).
Studies have argued that managers' perception of high levels of environmental uncertainty may
reduce their ability to properly plan for their organisations (Ajibolade,Arowomole&Ojikutu,2010) and
the performance of the organisation depends on the fit between its resources and the external
environment (Hisrich, Peter &Shepered, 2008). Also, where the environment is stable and the
organisational structure relies less on budget as a tool for performance evaluation and reward,
budgetary slack would be unnecessary (Wu, 2011). On the other hand, if the environment is unstable,
characterized by precarious industry settings, intense competition, overwhelming harshness in the
business climate and the relative lack of exploitable opportunities (Covin & Covin, 1990), it tends to
create inferior managerial performance. In contrast, Baum and Wally(2003) reported that high
environmental munificence positively relates to organisational growth and profitability. Sufficient
environmental resources can support organisational growth, such as developing new products,
178

entering new markets, and generally 'going global', because munificent environments help firms buffer
themselves from external threats and enable them to accumulate external resources. In studying the
effect of environmental uncertainty on budgetary slack, studies have found that technology defined to
include the knowledge of how to accomplish tasks and goals, has an impact on design, production
methods, distribution. Managers must keep up with the latest development in technologies and
incorporate these advancements to maintain and improve their managerial performance which
inevitably will leads to the inclusion of slack in the budget (Girmay, 2006; Kren, 2003).
While there are arguments that budgetary slack may help managers to "hedge" against uncertainty in
the environment as excess resources can be drawn upon during adverse times other arguments noted
that budgetary slack is unnecessary. At the root of this view, is that budgetary slack leads to distortion in
the distribution and wastage of resources (Wu, 2005). Waller (1988) as cited in Nouri and Parker
(1996) argued that budgetary slack reduces the efficiency of budgeting in organisational planning and
control. Slack allows a budget to be easily achieved and gives a false perception of managers'
performance, defeating the basic purpose of budgets. Kren (2003) stated that environmental
uncertainty has a direct and positive impact on propensity to create budgetary slack and higher
environmental uncertainty leads to higher propensity to create budgetary slack.
The present condition of the Nigerian business environment provides ample evidence that the pace of
change and the degree of uncertainty in the future will accelerate. Thus, in order to survive and prosper,
organisations may choose to adapt to the environmental system that surrounds them by taking
appropriate actions for the well-being of the organization. It is therefore imperative to examine the
budgetary slack as one of such important organizational devices as noted in literature.
Methodology
The data for this study were obtained through a cross sectional survey of middle-level managerial staff
of manufacturing companies whose registered offices are located in Lagos. This focus on Lagos State
is justified on the basis that 856 manufacturing companies constituting about 47% of all the 1826
registered manufacturing companies in Nigeria are situated in Lagos State as documented by the
Manufacturers Association of Nigeria (2014).A sample of 45 of these companies (constituting about
5% percent of this population of manufacturing companies in Lagos) was randomly selected. Data
were obtained through a questionnaire survey of four (4) middle level managers in the marketing,
production, accounting and finance functions who had budget responsibilities selected from each of
the companies. A total of 180copies of the questionnaire were administered to the respondents to
obtain composite measurements of the two major variables under study namely perception of
environmental uncertainty, and propensity to create budgetary slack. The questionnaire was
constructed using a five-point Likert scale adaptation of instruments used in earlier studies and tested
for reliability. The scores on the relevant items were summed up and averaged to determine an index
for each variable. These indexes were classified into high and low levels and were used in the
regression model. Miller's (1993) scale of perceived environmental uncertainty and Onsi's (1973)
scale on budgetary slack attitude (Propensity to create slack) were adapted to measure the variables
for this study.
Miller's (1993) scale of environmental uncertainty was chosen because researchers have
considerably tested and proven the validity and reliability of this scale in different country settings such
as: Egypt, the Netherlands, the UK and six Latin American countries and in different contexts such as:
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agriculture, manufacturing, and services; local and international industries) (Elbanna, 2007; Lewis and
Harvey, 2001; Werner et al., 1996). This safeguarded the scale against the criticism directed to other
measurement scales of environmental uncertainty, that researchers do not sufficiently examine their
methodological adequacy. In addition, Miller's scale analyzes the perceived environmental uncertainty
in different areas, such as governmental policies, macroeconomic factors, product, market, demand
and competition. According to Miller, the scale allows researchers to view different aspects of
environmental uncertainty as parallel, and so addresses a wide range of questions which may
effectively escape the partial and disconnected perspectives of other environmental uncertainty
scales. Four items in the questionnaire represented internal environmental uncertainties (IEU) factors
and 6 items represented external environmental uncertainty (EEU) factors.
To measure managers' propensity to create budgetary slack, this study adopted Onsi (1973)
budgetary slack attitude scale. Onsi (1973) studied the effect of behavioural variables on attitudes
towards the propensity to create budgetary slack and found that out of the six factors examined; only
four factors were significant in explaining attitudes about budgetary slack. These four factors are:
attitude toward the budget; attitude toward the level of standards; attitude toward the relevance of
budget attainment to evaluation of performance; and the Managers' attitude (positive or negative)
toward the budgetary system. Several studies have confirmed its consistency with respect to
measuring the propensity to create budgetary slack (Nouri and Parker, 1996; Govindarajan, 1984;
Merchant, 1985). Propensity to create budgetary slack was measured using ten items in the
questionnaire.
Statistical tools used for data analysis were mean and standard deviations, factor analysis, Pearson
correlation and regression analysis. The following regression models were developed:
PBS

=

i1 + aEU+ e1

(1)

where;
a=the effect of perceived environmental uncertainty (EU) on propensity to create budgetary slack
(PBS)
e1=error term
i1, = the intercepts for each equation respectively.
ANALYSIS AND RESULTS
One hundred and eighty (180) copies of the questionnaire were administered, one hundred and eight
copies (108) were returned, while only one hundred and four (104) copies of questionnaire were found
usable for the analysis.
Factor Analysis of Variables
Table 1 KMO and Bartlett's Test
Kaiser-Meyer-Olkin Measure of Sampling Adequacy.
Approx. Chi-Square
Bartlett's Test of Sphericity

0.622
2253.899

Df

1035

Sig.

0.000

180

Descriptive statistical analysis
10 questionnaire items each were used to provide measures of propensity to create budgetary slack
and environmental uncertainty. Data obtained were analysed using descriptive statistics and the
results are as presented in tables 2 and 3.
Table 2 Descriptive Statistics of Manager’s Perception of Environment Uncertainty
N

Min Max Mean

Std.
Deviation

My Unit’s budget is influenced by environmental changes

108 1.00 5.00 3.5556

1.08803

sustainability of manufacturing companies has an impact in our 108 1.00 5.00 4.6415

1.03736

The stability of government in the development and
company
The opportunities created by lapses from our competitors
affects our Unit’s budget projections
The demand for our products by consumers influences our
budget projections
The availability of inputs- raw materials, employees, financial
resources etc. influences our budget projections
The economic policies of government affects the cost of
networking and customer satisfaction
Changes or advancement in information technology affects our
budget projections
The Nigerian governmental development policy affects the
preparation of the budget
I am often unable to predict the influence of inflation, exchange
rates and other macroeconomic factors when preparing budget
We find it difficult to acquire information about the business
environment during budget formation
Valid N (listwise)

108 1.00 5.00 3.5463

0.99892

108 1.00 5.00 4.0093

1.01848

108 1.00 5.00 4.1574

0.95860

108 1.00 5.00 4.0278

0.92179

108 1.00 5.00 3.7963

1.00242

108 1.00 5.00 3.8981

0.86402

108 1.00 5.00 3.2685

1.15691

108 1.00 5.00 2.7870

1.20785

108

Source: Field Survey 2016
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3.769

Table 3Descriptive Statistics of Manager’s Propensity to create Budgetary slack in Nigerian
Manufacturing Companies
N Min Max Mean

Std.
Deviation

108 1.00 5.00 3.8519

0.97458

Targets incorporated in the budget are difficult to reach

108 1.00 5.00 2.8611

1.19546

Budgets set for my area of responsibility are safely attainable

108 1.00 5.00 3.8241

0.90511

108 1.00 5.00 4.1574

0.88774

108 1.00 5.00 2.8241

1.20613

During budget projections, I can often determine what the
outcome of a decision will be before I make a decision

108 1.00 5.00 3.5741

0.99723

There is need to build in a lot of flexibility in my unit’s budget so
that a loss in one area can be made up elsewhere

108 1.00 5.00 3.6852

1.00138

108 1.00 5.00 2.8704

1.11147

108 1.00 5.00 2.9907

1.16407

Other Managers would consider my performance unsatisfactory
when a big budget gap occurs in my department.

108 1.00 5.00 3.6481

0.98886

Valid N (listwise)

108

Attitude towards the level of standards
Standards set in the budget induce high productivity in my area
of responsibility

Attitude towards the budgetary system
I have to carefully monitor costs in my area of responsibility
because of budgetary constraints
Budgets for my area of responsibility are not particularly
demanding
Attitude towards the budget

Budget attainment and Performance evaluation
In good business times, my superior is willing to accept a
reasonable level of slack in the budget
Slack in the budget is good, to do things that cannot be officially
approved.

Source: Field Survey, 2016

The results as shown in Table 1 suggest that managers in the manufacturing companies exhibited a
high propensity to create budgetary slack especially in situations where they cannot adequately
predict the conditions in the environment.
As revealed in Table 2 a predominant proportion of Managers agreed that they needed to build in a lot
of flexibility in their budget to cover a loss in one area with the surpluses in another area of the budget
(mean = 3.6852). They also majorly agreed that the budgets could be safely attainable and they would
be considered by their superiors or top management as not performing when a budget gap occurs.
However, they were somewhat divided about the achievability of the current targets incorporated in the
budget and having the support or approval of their Superiors to introduce budgetary slack. Also, a
predominant proportion of Managers agreed that the targets set in the budget induces high productivity
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and that there is need to monitor costs and in the process of monitoring cost, they build in flexibility
(slack) into the budgets. The mean values > 3 for most items showed that Managers have a high
propensity to create budgetary slack in Nigerian manufacturing companies.
Impact of perceived environmental uncertainty on the managers' propensity to create budgetary slack
in Nigerian manufacturing companies
The descriptive statistics of propensity to create budgetary slack and perceived environmental
uncertainty shown in tables 2 and 3 provided data for the test of the study's hypothesis in a regression
model, the results of which are as shown in table 4. To test the hypothesis, which proposed that there is
no significant relationship between perceived environmental uncertainty and Managers' propensity to
create budgetary slack, a bi-variate correlation analysis was carried out on all the components of the
measures of the two variables managers' propensity to create slack and the managers' perceptions of
environmental uncertainty. Statements on the questionnaire representing propensity to create slack
were coded B1- B10 while statements on perceptions of environmental uncertainty were coded E1E10. The full correlation matrix obtained is presented in Appendix 1. Prominent among the results is
that a positive and significant correlations between statements E1-E6 and statements B1, B3 were
found; positive and significant correlations found between statements E1-E5 and statement B5, B6,
B10 whilst a negative correlation was found between B1 and E10.These results indicated that
environmental uncertainty is influential in the creation of budgetary slack, however, this tendency was
more highly influenced by the “external environmental uncertainty factors” which include: political,
governmental policies and macroeconomic uncertainties than the “internal environmental uncertainty
factors” which includes: process technologies, the availability of inputs, product demand and
competitors.
A linear regression analysis was further conducted to reveal the variability in budgetary slack due to
environmental uncertainty and the results presented in table 4.
Table 4 Regression results of the influence of perceived environmental uncertainty on the managers'
propensity to create budgetary slack
Model

B

Std.
Error

Constant

1.812

0.246

BS

0.435

0.065

Â

t

F

R2

Adj R 2 Sig

Durbin
Watson

44.276

0.295

0.288

1.949

7.372
0.543**

6.654

** Correlation is significant at 0.01 level ( 2 tailed)

Dependent variable: BS (propensity to create budgetary slack)
Predictor variable: EU(perceived environmental uncertainty)
Summary: BS= 1.815+0.434EU.
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0.000

A significant positive relationship between perceived environmental uncertainty and propensity to
create budgetary slack at 1% level of significance was found (R=0.543and R2= 0.295) This implies
that the higher the Managers' perception of environmental uncertainty, the higher their propensity to
create budgetary slack. The R2 value of the model implied that a manager's perceived environmental
uncertainty explained 29% of the variability of the dependent variable propensity to create budgetary
slack, although, suggesting that there are other factors which to a larger extent would explain
propensity to create slack. The null hypothesis stating that there is no significant relationship between
managers' perception of environmental uncertainty and managers' propensity to create budgetary
slack is thus rejected.
This finding is in line with arguments that managers devise a number of strategies including creation of
slacks to enable them cope with unforeseen contingencies as they occur in the business environment.
Conclusions
This study investigated the influence of environmental uncertainty on budgetary slack creation with
focus on manufacturing companies in Nigeria based on arguments in the contingency theory. Unlike
the agency theory which views budgetary slack in a negative light, contingency theory argues that the
introduction of budgetary slack by Managers is a coping device in response to changes in the
organisation's business environment. This is because efficient use of limited but scarce resources with
adequate provision for contingencies based on an effective knowledge of the environment will boost
the achievement of budgetary targets.
The study found that majority of the managers sampled, exhibited a propensity to create budgetary
slack. and that perceived environmental uncertainty has a direct influence on propensity to create
budgetary slack. This is in line with prior arguments that managers introduce slack into the budget in
order to cope with uncertainties in the environment (Govindarajan, 1984). The study made additional
contribution to literature by revealing that the environmental uncertainties in the areas of changes in
political, governmental policies and macroeconomic uncertainties have a higher positive relationship
with budgetary slack than uncertainties in process technologies, availability of inputs, product demand
and competitors. This may be because the Manager is able to better estimate the uncertainties in his
internal environment and make appropriate strategies to combat this knowledge gap than the
uncertainties in the external business environment which are beyond his/her control.
The implication of these findings is that organisations may need to develop alternative basis of
performance evaluations along with the budgetary systems in conditions of high environmental
uncertainty as budgetary slack which may be used as coping mechanisms may confound the results of
performance evaluations.
The results of this study suggest that more emphasis should be placed in controlling the impact of both
internal and external environmental uncertainty factors when managers prepare the budget rather
than controlling budgetary slack. Thus, management must create effective ways to sensitize
managers to the detrimental effects of budgetary slack on the overall wellbeing of the organisation in
terms of wastage of time and resources as a whole.
Emphasis should be placed by organisations, to improve a positive organisational culture that does not
tolerate slack, introduction of budget monitoring and controls, A system of reward and motivation for
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superior performance, reduced emphasis on achieving budgetary targets among others will reduce the
adverse effect of environmental uncertainty on the propensity to create budgetary slack which will in
turn improve overall organisational performance.
The models developed and utilized in this study, have shown results that give motivation for a wider
study to be undertaken so as to improve the results. The low R2 =29% is an indication for further
management accounting research to investigate other factors which could have effect on budgetary
slack or a moderating or mediating effect on the relationship between budgetary slack and
environmental uncertainty. The application of the scales used in this study to other business sectors,
outside the manufacturing sector and extensions with other methodologies may also improve our
understanding of the influence of environmental uncertainty on budgetary slack.
The scope of this research was also limited by its sample size (108 managers) and geographical
spread (Lagos only). It is therefore recommended that further studies should be focused towards
extending the sample size to include manufacturing organizations or sectors of the economy in several
geographical regions in Nigeria.
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3

4

5

Value
Pearson Chi-Square
Likelihood Ratio
Linear-by-Linear Association
N of Valid Cases

Df

Asymp. Sig. (2-sided)

15.033a
19.848

4
4

.005
.001

.122
380

1

.727

a. 4 cells (40.0%) have expected count less than 5. The minimum expected count is 1.76.

Source: SPSS 20.0output
According to the Decision Rule of Chi-Square (÷2), the Chi-Square (÷2) calculated value of 15.033 is
greater than the tabulated value of 9.48773 at a Degree of Freedom (df) of 4. Furthermore, the
corresponding probability value of the test statistics (0.005), which is less than the 5% level of
significance, validates the rejection of the null hypothesis. The results reveal that there have been
significant changes in the investigation and prosecution of cases by anti-corruption agencies since
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their engagement of forensic accountants in Nigeria. The study therefore concludes that there is a
significant and positive association between forensic accounting and alleviation of corruption in
Nigeria.
Hypothesis Two
H02: Forensic accountants are not significantly involved in anti-corruption war in Nigeria.
H12: Forensic accountants are significantly involved in anti-corruption war in Nigeria.
Chi-Square Tests Result 2
Value

df

Asymp. Sig. (2-sided)

2.054a

3

.561

Likelihood Ratio

2.427

3

.489

Linear-by-Linear
Association

.204

1

.652

N of Valid Cases

380

Pearson Chi-Square

a. 2 cells (25.0%) have expected count less than 5. The minimum expected count is .44.
According to the Decision Rule of Chi-Square (÷2), the Chi-Square (÷2) calculated value of 2.054 is
lesser than the tabulated value of 7.81473 at a Degree of Freedom (df) of 3. This result signifies the
non-rejection of the null hypothesis. The probability value of 0.561 is more than the 5% level of
significance hence the study did not reject the null hypothesis and concluded that Forensic
accountants are not significantly involved in the anti-corruption war in Nigeria.
Hypothesis Three
H03: There are no significant positive changes in the investigation and prosecution of cases by anticorruption agencies since their engagement of forensic accountants in Nigeria.
H13: There are significant positive changes in the investigation and prosecution of cases by anticorruption agencies since their engagement of forensic accountants in Nigeria.
Chi-Square Tests Result 3

Value

Df

Asymp. Sig. (2-sided)

15.033a

4

.005

Likelihood Ratio

19.848

4

.001

Linear-by-Linear
Association

.122

1

.727

N of Valid Cases

380

Pearson Chi-Square

a. 4 cells (40.0%) have expected count less than 5. The minimum expected count is 1.76.
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2

2

According to the Decision Rule of Chi-Square (÷ ), the Chi-Square (÷ ) calculated value of 15.033 is
greater than the tabulated value of 9.48773 at a Degree of Freedom (df) of 4. With this, result the
rejection of the null hypothesis is suggested; thereby accepting the alternative that there are significant
positive changes in the investigation and prosecution of cases by anti-corruption agencies since their
engagement of forensic accountants in Nigeria. The probability value of 0.005 which is less than the
5% level of significance validates the rejection of the null hypothesis. The study therefore concludes
that there are significant changes in the investigation and prosecution of cases by anti-corruption
agencies since their engagement of forensic accountants in Nigeria.
Summary, Conclusion and Recommendations
The study was aimed at assessing the contribution of forensic accountants to alleviation of corruption
in Nigeria. The specific objectives of the study were to assess the extent to which forensic accountants
are engaged in anti-corruption war in Nigeria, the level of use of forensic accountants in anti-corruption
agency investigative teams in Nigeria and whether there are significant changes in investigation and
prosecution of cases by anti-corruption agencies since the engagement of forensic accountants. In
pursuit of these objectives, the study followed the arguments of the fraud management life cycle theory
to investigate the involvement of forensic accountants in anti-corruption war in Nigeria. The analysis
revealed that forensic accountants are not widely engaged in anti-corruption war in Nigeria. Also, the
study revealed that significant breakthroughs were made in few cases where forensic accountants
were engaged in investigation and prosecution of corrupt cases by anti-corruption agencies. These
findings concur with the findings of Dada, Owolabi and Okwu (2013), Modugu and Anyaduba (2013),
Mukoro, Yamusa and Faboyede (2013).The policy implication of these results is that forensic
accountants are key to the anti-corruption drive of Nigerian Government. Policy makers should
therefore put necessary machineries which will not only ensure that forensic accountants are
employed by anti-corruption agencies, but also make policies which will result in raising more qualified
forensic accountants who are by all indication short in supply. These results also corroborate recent
Transparency International report on Nigeria in 2016 which revealed an improved position (relative to
1996) for Nigeria in Corruption Perception Index (CPI). These results tend to support the general
knowledge that forensic accountants are experts that integrate various skills such as accounting and
auditing with investigative techniques and professional skepticism to detect, deter and prevent Fraud
and Corruption practice, and to unsettled issues, conducted within the context of the rules of evidence.
Conclusion
The study reveals that forensic accountants are not widely engaged in the anti-corruption war in
Nigeria and this has constrained the capability of anti-corruption agencies to successfully prosecute
offenders. Furthermore, the study established that since the engagement of forensic accountants by
anti-corruption agencies, there have been significant successes in the investigation and prosecution
efforts. This contrasts the findings of (Mayungbe, 2012) that forensic accountants were successfully
employed by the Central Bank of Nigeria and Securities and Exchange Commission in 2009 and 2011
respectively, and recently by the Economic and Financial Crime Commission (EFCC).For Nigeria to
make more progress in its fight against corruption, therefore, there is great need of better integration of
forensic accountants in the conduct of anti-corruption activities and institutions in Nigeria. By nature,
forensic accountants gather and analyze financial evidence and communicate their findings in the form
of reports, exhibits and collections of documents, these findings can be used in legal proceedings.
They can also testify in courts as expert witnesses and they can also assist in preparing visual aids to
support trial evidence.
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Recommendations
Going by the empirical evidence obtained from this study, the following recommendations are
proffered:
1. Anti-corruption agencies in Nigeria such as EFCC and ICPC should engage more forensic
accountants in their forensic accounting unit to ensure more successful prosecution of cases of
corruption.
2. The agencies should partner with forensic accountants in practice who by experience would
facilitate required evidence and facts that would counter evasive technicalities that could lead to
dismissal of clear cases of fraud and corruption.
3. A certificate course in forensic accounting should be introduced in Nigerian universities to raise
more forensic accountants who are in high demand at these contemporary times. National
Universities Commissions (NUC) and relevant professional bodies should make B.Sc.
Accounting more robust with relevant courses in forensic accounting.
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Abstract
The paper focuses on the implications of adoption of International Financial Reporting Standards
(IFRS) in Southwest Nigeria. In order to align Nigeria's accounting and reporting methodology with
international standards, the country (Nigeria) decides to adopt IFRS with a view to promote cross
border transactions and increase the influx of foreign direct investments. This study using a field survey
approach, examines the adoption of IFRS in Nigeria, and weighs the benefits of the adoption vis-à-vis
the attendant challenges; whilst analyzing the contentious issues prevalent in the conversion from the
local Generally Accepted Accounting Principles (GAAP) to IFRS.The finding provides an in-depth
analysis on why there is need for a dual option to either choose to purely implement IFRS as
standalone standard or as a marriage with local GAAP in order to dampen the effect of new IFRS
adoption. The study recommends that the adoption of IFRS by the companies in Nigeria should not be
holistic; but rather an integration of the standards with local elements of the accounting profession and
practice in Nigeria in order to effectively harness its full benefits.
Keywords: Adoption, Financial Reporting, GAAP, IFRS Emerging Market
Introduction
The need for uniformity of financial statements across borders led many economies to adopt the
International Financial reporting Standards (IFRS) (Omoye 2014). The IFRS is viewed as a financial
reporting system supported by strong governance, high quality standards, and sound regulatory
frameworks which is key to economic development. International Financial Reporting Standards
(IFRS) are issued by the International Accounting Standards Board (IASB), an independent
organization registered in the United States of America (USA) but based in London, United Kingdom.
IASB issued financial reporting standards that ideally would apply equally to financial reporting by
public interest entities worldwide.
Between 1973 and 2000, international standards were issued by the IASB's predecessor organization;
the International Accounting Standards Committee (IASC), a body established in 1973 by the
professional accountancy bodies in Australia, Canada, France, Germany, Japan, Mexico,
Netherlands, United Kingdom, and the U.S. during that period, the IASC's pronouncements were
described as International Accounting Standards (IAS). Since April 2001, this rulemaking function has
been taken over by a newly constituted body; the International Accounting Standards Board (IASB).
The IASB describes its pronouncements under the label: “International Financial Reporting
Standards”, though it continues to recognize the IAS issued by the defunct IASC.
The adoption of IFRS in over 120 countries is an issue of global relevance among various countries of
the world due to quest for uniformity, reliability and comparability of financial statements of companies.
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The adoption of uniform standards are perceived to cut the costs of doing business across borders; by
reducing the need for supplementary information. They make information more comparable, thereby
enhancing evaluation and analysis by users of financial statements (Adekoya, 2011).
In Nigeria, adoption of IFRS was launched in September 2010, by the Honorable Minister, Federal
Ministry of Commerce and Industry, Jubril (2010)The adoption was organized such that all
stakeholders would use the IFRS by January 2014. The adoption was scheduled to start with Public
Listed Entities and Significant Public Entities; which are expected to adopt the IFRs by January 2012.
All other Public Interest statutory purposes by January 2013, and Small and Medium-Sized Entities
shall mandatory adopt the IFRS by January 2014 (Madawaki, 2012).
The adoption of International Financial Reporting Standards in Nigeria is perceived to be saddled with
a complexity of vagaries; due to the institutional framework and socio-economic conditions prevalent
in the economy (Omoye, 2014).
The peculiar nature of developing economies tend to increase the cost of conversion to IFRS, hence,
IFRS 1 (first time adoption of IFRS) stipulated a caveat that companies can delay their first time
reporting of IFRS based financial statements if the costs of adoption outweighs the benefits.
It is based on these tenets that the study sets out to address the following specific objectives:
1. To evaluate the implication of adoption of IFRS in Southwest Nigeria.
2. Examine the contentious issues that exist between financial statements prepared based on IFRS
standards and local GAAP.
3. Analyze the net economic effect of the adoption by comparing the attendant benefits and
challenges.
Literature Review
IFRS Adoption Process in Nigeria
The adoption of IFRS in many countries requires standards setters to understand the different
regulatory and commercial environments in those countries. A roadmap on the adoption of IFRS
(Issued by the International Accounting Standards Board) was used as a guideline for the preparation
of statutory financial statements in Nigeria. The roadmap also outlines specific milestones that if
realized, could lead to the adoption of IFRS in three phases as follows:
1. Public Listed Entities and Significant Public Entities by 2012
2. Other Public Interest Entities by 2013
3. Small and Medium-sized Entities by 2014
The Roadmap discusses various areas for consideration by stakeholders in order to ensure effective
adoption of IFRS in Nigeria. In order to effectively execute these phases, every organization should
first carry out a preliminary study and assess the impact of the implementation whilst determining the
most appropriate strategy for such implementation. This is to be followed by a detailed analysis and
issue resolution. This stage entails the initial conversion and the preparation of the initial financial
results. The climax is the post implementation stage which entails alignment of reporting and
operational gaps and the subsequent recognitions of IFRS as the primary financial language.
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Adoption Statement
It is in the best interest of the nation to adopt the IFRS. A phased transition over a period of three years
is recommended (Committee on Roadmap, 2010). This is anchored on the understanding that the
nation will follow the milestones and laid down timelines. The transition should be phased so that the
objectives are achieved within the time-frame as outlined in the roadmap. Ayuba (2012) and Madawaki
(2012) outlined the phases of adoption as follows:
Phase 1: Publicly Listed Entities (PLEs) and Significant Public Entities (SPEs)
This includes government business entities, entities with listed securities on domestic and foreign
stock exchanges and unquoted entities required by law to file returns with regulatory authorities
(excluding CAC & tax authorities) e.g. private banks and insurance companies. Examples of entities
meeting these criteria include: banks, insurance companies, all public listed firms and government
business entities such as the Nigeria National Petroleum Corporation (NNPC).
Transition date for PLEs and SPEs begins 2010, with a reporting date of 2012. Transition begins by
raising awareness to educate both the users and preparers of IFRS financial statements, followed by
planning, training and analyzing the impact of IFRS adoption on people, systems and processes and
on the business of firms. By the year 2011, PLEs and SPEs would have identified the key reporting data
and prepare IFRS opening Statement of Financial Position (SFP). By the year 2012, PLEs and SPIEs
were required to have prepared quarterly report using IFRS rules, follow audit procedures and investor
relations to educate analysts, investors and manage external stakeholders. By the year 2013, PLEs
and SPIEs would identify the loopholes in the existing system and processes by ensuring compliance
and monitoring.
Phase 2: Other Public Interest Entities (PIEs)
This refers to those entities, other than listed entities (unquoted, private companies) which are of
significant public interest because of their nature of business, size, number of employees of their
corporate status which requires wide range of stakeholders. Examples of entities meeting these
criteria are large not-for-profit entities such as Charities, Non-Governmental Organizations (NGOs)
and Pension Fund Administrators (PFAs) and may include publicly owned entities and other entities
where there is a potentially significant effect on financial stability.
Transition date for PIEs begins by the year 2011 with a reporting date of 2013; by which period opening
SFP and comparative figures were expected to be prepared. By 2013, PIEs were required to prepare
quarterly reports using IFRS, audit procedures, and investor communications.
Phase 3: Small and Medium-sized Entities (SMEs)
Small and Medium-sized Entities (SMEs) refers to entities that may not have public accountability and
their debt or equity instruments are not listed; and they are not in the process of issuing such
instruments for trading in a public markets. They are also characterized by an annual turnover of not
more than #500 million and total assets value of not more than #200 million; or such amount as may be
fixed by the Corporate Affairs Commission.
Entities that do not meet the IFRS for SME's criteria shall report using Small and Medium-sized Entities
Guidelines on Accounting (SMEGA) Level 3 issued by the United Nations Conference on Trade and
Development (UNCTAD). Transition date for SMEs began by 2012 with a reporting date of 2014. SMEs
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commence transition to IFRS by 2012, preparing opening SFP and comparative figures and investor
communications by 2013, adopting IFRS reporting standards, and ensuring compliance and
monitoring by 2014.
Financial Reporting Council (FRC)
In June 2010, Mr. Godson Nnadi; Executive Secretary of the defunct NASB (Nigerian Accounting
Standard Board), spoke in favour of a new body to set accounting and auditing standards for Nigeria
and other African nations. The new body would be independent of existing professional bodies, as well
as ensuring consistency between countries, as well as reduced costs of reporting to each country.
On the 18th of May 2011, the Senate passed the Financial Reporting Council of Nigeria Bill, which
repealed the Nigeria Accounting Standards Board Act and replaced it with a new set of rules. The
decision was in line with a report submitted by Senator Ahmed Makarfi; Chairman of the Senate
Committee on Finance. The Executive Secretary if NASB had strongly supported this bill, which he
said would align Nigeria with other countries and improve investor confidence. The Financial Reporting
Council was the set up to oversee the conversion from SAS (Statement of Accounting Standards) to
IFRS. The council however did not develop its own standards, but rather implemented already existing
global standards. In June 2011, the Governor of the Central Bank of Nigeria; Sasusi Lamido Sanusi,
spoke in support of the global standards at a fundraising dinner organized by the NASB for the IFRS
academy. Sanusi said that the move to adopt the IFRS would help attract foreign direct investments to
Nigeria. At the same event, the NASB Chairman, Michael Adebisi Popoola, called for abrogation of
regulations and laws that are incompatible with IFRS. The Financial Reporting Council Bill was signed
into law on 20th July, 2011.
Contentious Issues between IFRS and Local GAAP
1. Impairment Loss: Impairment loss is a situation which occurs when the recoverable amount of an
asset is less than its carrying cost in the statement of financial position. The accounting treatment
of impairment loss under IFRS entails that where such scenario occurs, the carrying amount of the
asset should be reduced to its recoverable amount in the statement of financial position, and the
impairment loss should be recognized in the statement of profit or loss. This is in contrast with the
local Nigerian GAAP; SAS (Statement of Accounting Standards) based financial statements
where assets are generally reported at their historical cost (or net book value where applicable)
without recourse to their recoverable amount.
2. Tax Implication: The tax implication of the discrepancies between SAS based financial statements
and IFRS based financial statements is relatively broad. However, one of the salient issues worth
mentioning is the treatment of extraordinary items under SAS; which does not feature under IFRS
based financial statements. Other areas of contention that could affect the level of tax liability
include items to be found in the statement of other comprehensive income such as gains or losses
on property revaluation and actuarial gains or losses on defined benefit pension plans.
3. Biological Assets: IFRS envisaged the importance of agriculture in developing economies, and
hence issues IAS41 (agriculture) in 2001. A biological asset is basically a living animal or a plant;
and these biological assets are perceived to undergo quantitative and qualitative changes that
could affect the entire outlook of the business. SAS based financial statements had no special
recognition for biological asses, however, IFRS based the recognition of biological assets in the
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financial statements on certain criteria. These include like other assets the fact that the enterprise
controls the assets as a result of past events; the probability that future economic benefits
associated with the asset will flow to the enterprise; and the fact that the fair value or cost of the
asset to the enterprise can be measured reliably.
4. Fair Value Measurement: IFRS 13 defined fair value as the price that would be received to sell an
asset, or paid to transfer a liability in an orderly transaction between market participants at the
measurement date. SAS based financial statements reported assets and liabilities at their
historical costs (or net book value), unlike IFRS with emphasizes the use of fair value
measurement in financial reporting.
5. Dividend: The SAS based financial statement ordinarily reported dividends as appropriations of
net profit after tax in its profit and loss account. IFRS financial statements however report
dividends in a separate statement (statement of changes in equity); which shows the dynamics in
the equity position of the organization over the accounting period. Also, proposed dividend that
was hitherto treated as a current liability in the balance sheet is not reported in the financial
statements under IFRS, but only disclosed as appended notes.
Benefits of Adopting IFRS in Nigeria
The adoption of IFRS has in its tenets several benefits as evidenced by previous studies such as those
of Okere (2009); Adekoya (2011); Ahmed (2011); Okafor and Ogeidu (2011); Demaki (2013); and
Omoye and Obaretin (2013). The potential benefits that Nigerian stands to gain from the adoption of
IFRS could be seen in light of the following:
1. Production and presentation of a single set of high quality and globally accepted financial
statements.
2. Promotion of the compilation of meaningful data on the performance of various reporting entities at
both public and private levels thereby encouraging comparability, transparency, efficiency and
reliability of financial reporting in Nigeria.
3. Replacement of local standards that are partly outdated and are not sufficiently comprehensive
enough to become a basis for preparation of high quality financial statements. The adoption of
IFRS will result in high quality, transparent and comparable financial statements that are based on
modern accounting principles and concepts that are being applied in global markets.
4. Assurance of useful and meaningful decisions on cross border investment portfolio. Investors can
easily compare financial results of corporations irrespective of national circumstances and make
viable investment decisions. Also comparison is made easier with a foreign competitor if a
company presents its financial statement according to IFRS.
5. Attraction of direct foreign investment (this is one of the major perceived benefits of IFRS
adoption). Countries attract investment through greater understanding and transparency of
financial reports, and a lower cost of capital for potential investors.
6. There are companies which have subsidiaries in countries that permit IFRS. This would facilitate
easy consolidation of financial information of the parent company with its subsidiary offices in
different countries. Multinationals would avoid the hassle of restating their accounts in local
GAAPs to meet the requirements of national stock exchange and regulators, making the
consolidation of accounts of foreign subsidiaries easier and lowering overall cost of financial
reporting.
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7. Adoption of IFRS would assure easier access to external capital for local companies and also
reduce the cost of doing business across borders by eliminating the need for supplementary
information from international companies.
8. Also, adoption of international accounting standards could lead to better quality financial
information for shareholders and supervisory authorities; thereby empowering government to be
able to better access the tax liabilities of multinational companies.
Challenges of IFRS Adoption in Nigeria
Despite the benefits of IFRS implementation, it is wrought with several challenges. These challenges
have been evidenced by previous studies such as Shleifer and Vishny (2003); Irvine and Lucas (2006);
Li and Meeks (2006); Alp and Ustundag (2009); Martins (2011); and Omoye and Obaretin (2013). The
practical challenges that may be faced in Nigeria as a result of adopting IFRS need to be identified and
addressed in order to benefit fully from the introduction of the standards. Nevertheless, in order to
optimally utilize the standards, an initial harmonization might be required between the IFRS and some
aspects of the SAS. The phasing out of the SAS should therefore be a gradual procedure rather than
an abrupt one. The challenges that could accompany the adoption of IFRS are discussed as follows:
1. First-Time Adoption Challenges: This entails the problems to be faced by organizations adopting
IFRS for the first time. An example would be IFRS focus on fair value accounting (which is
relatively subjective) in relation to financial assets and liabilities in contrast to SAS where such are
basically reported at their cost or net book value. The transition plan to IFRS and its implications for
preparers and users of financial statements, regulators, educators and other stakeholders
therefore has to be effectively coordinated and communicated. This should include raising
awareness on the potential impact of the conversion, identifying regulatory synergies and
communicating the temporary impact of the transition on business performance and financial
position. The implementation of IFRS requires considerable planning and preparation both at the
country and entity levels to ensure coherence and provide clarity on the authority that IFRS will
have in relation to other existing national laws (Madawaki, 2012).
2. Cost of Implementation: Companies would incur additional costs; which in certain instances might
be excessive in adopting IFRS. This would result from the need to hire financial and accounting
personnel who are more familiar with the global standards. The generality of personnel needed for
a smooth adoption process would include: accountants, government officials, financial analysts,
auditors, tax practitioners, regulators, accounting lecturers, stockbrokers, prepares of financial
statements and information officers.
3. Knowledge Gap: Practical implementation of IFRS requires adequate technical know-how;
especially by the major parties involved; preparers and users of financial statements, auditors and
regulatory authorities. One of the principal challenges Nigeria may encounter in the practical
implementation process, would be the shortage of accountants and auditors who are technically
competent in implementing IFRS. The time lag that existed between the decision to convert to the
global standards and the implementation period is not sufficient enough to adequately train the
requisite manpower needed to effectively execute the conversion on a nationwide basis.
4. Tax Considerations: Tax considerations associated with the conversion to IFRS, like other aspects
of a conversion are somewhat complex. IFRS conversion calls for a detailed review of tax laws and
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tax administration. Specific taxation rules would have to be redefined to accommodate these
adjustments. A point in note would be tax laws which limit the relief of tax losses to four years.
Transition adjustments may results in huge losses that may not be recoverable in four years as
stipulated by extant laws. Other accounting issues that may have significant tax implications
include: determination of impairment, dividends on redeemable preference shares, differences
between allowable tax items and non-deductible items, loan loss provisioning and fair value gains
and losses on investment properties and financial instruments. The immediate tax implication
would be a function of items contained in the statement of comprehensive income.
5. Legislation Effects: Accounting practices in Nigeria beforehand was governed by legislation such
as Companies and Allied Matters Act (1990), Statement of Accounting Standards (SAS) issued by
the Nigerian Accounting Standards Board (NASB) and other laws such as Nigerian Stock
Exchange Act (1961), Nigerian Deposit Insurance Act (2006), Banks and Other Financial
Institution Act (1991), Investment and Securities Act (2007), Companies Income Tax Act (2004),
Federal Inland Revenue Services Act (2007). All these provide some guidelines on preparation of
financial statements in Nigeria. IFRS does not recognize these legislations; therefore accountants
have to follow IFRS fully with no overriding provisions from these laws. The Nigerian legislature
therefore needs to make necessary amendments to these laws in order to ensure a smooth
implementation of IFRS.
Prior empirical evidence on relevance of IFRS
The increasing growth in international trade and investment has brought to the fore the craze for
adoption of International Financial Reporting Standards (IFTRS) by both the developed and
developing countries. A number of African countries including Nigeria, Ghana, Sierra Leone, South
Africa, Kenya, Zimbabwe, and Tunisia among others have adopted or declared intentions to adopt the
standard (Owolabo & Iyoba, 2012). IFRS are standards and interpretations adopted by the
International Accounting Standards Board (IASB). They include: International Financial Reporting
Standards (IFRS), International Accounting Standards (IAS) and interpretations originated by the
International Reporting Standards Interpretation Committee (IFRSIX) (Oyedele, 2011).
IFRS represents a single set of high quality, globally accepted accounting standards that can enhance
comparability of financial reporting across the globe. This increased comparability of financial
information could result in better investment decisions and ensure a more optimal allocation of
resources across the global economy (Jacob &Madu, 2009). Cai and Wong (2010) opined that having
a single set of internationally acceptable financial reporting standards will eliminate the need for
restatement of financial statements, yet ensure accounting diversity among countries, thus facilitating
cross-border movement of capital and greater integration of the global financial markets.
Omoye and Obaretin (2013) analyzed the fundamental issues in IFRS adoption along with its
challenges, and benefits. They gathered and compared materials sourced from journals and other
relevant literature. They opined that the harmonization of financial reporting standards would promote
convergence, pose challenges, promote transparency and reduce information asymmetry between
management and shareholders. The study however recommends that the harmonization of financial
standards should be voluntary; rather than mandatory, and that proper and timely training should be
given to finance and accounts staff to enhance their understanding of IFRS.
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Demaki (2013) posited that there is diversity in financial reporting in different countries due to culture,
legal systems, tax systems and business structures; but International Financial Reporting Standards
(IFRS) harmonizes this diversity by making information more comparable and easier for analysis;
thereby promoting efficient allocation of resources and reduction in capital cost. Ezeani and Oladele
(2012) also perceived IFRS as beneficial to the financial reporting landscape in Nigeria and advocated
that the curricula of tertiary institutions should be reviewed to incorporate IFRS, so that accountants
and auditors will be acquainted with IFRS guidelines and standards.
Okafor and Ogiedu (2011) examined the potential effects of the adoption and implementation of IFRS
in Nigeria. They found that International Financial Reporting Standards have the potential for yielding
greater benefits than current GAAP, improve business performance management and impact on other
business functions apart from financial reporting. They also found that IFRS adoption will add to
financial reporting complexities and increase compliance with accounting standards.
Chamisa (2000), analyzed the impact of the adoption of IFRS standards on the accounting practices of
listed companies; using a case study of Zimbabwe. Results of study revealed that these standards
have particular importance for developing countries with emerging financial markets. Zehri and
Abdelbaki (2013 however, asserted that developing economies most likely to adopt IFRS were those
that had high prevailing levels of, and tendencies for economic growth, along with a legal system of
common law and advanced educational system.
Omoye & Adeyemi, (2014) examined the implication of international financial reporting standards
(IFRS) in the developing economic like Nigeria ….? in a view to promote cross border transactions and
increase the influx of foreign direct investments while recommending integration of local contents.
There are also growing numbers of studies that question the relevance of IFRS in developing and
emerging economies. Irvine and Lucas (2006) reported that the development of globalized set of
accounting standards provides other benefits that are not so relevant to developing and emerging
nations. Alp and Ustuntag (2009) studied the development process of financial reporting standards
around the world and its practical results in developing countries. They found that Turkey in particular
had encountered several complications in the adoption of IFRS. Such complications include the
complex structure of the international standards, potential knowledge shortfall and other difficulties in
the application and enforcement of the standards.
Ayuba (2012) raised detailed criticisms on the key issues raised by the government proposal timeline
and the roadmap for the proper adoption of International Financial Reporting Standards (IFRS) by
companies operating in Nigeria. He highlighted that the need for globalized accounting standards is
highly overrated. He opined that a globalized and widely accepted accounting regulator is unlikely to
help achieve the stated goals of comparability and consistency of financial reporting bearing in mind
the nature and economic situation of the country. He proposed that Nigerian companies should be
given the opportunity to choose the use of either Nigerian GAAP or IFRS rather than imposing one
global monopoly set of standards that were not originally designed to suit the need of developing
countries. Owolabi, Onwere and Dada (2013) opined that the issues involved in IFRS adoption are
highly technical and would require great skill and man-power development to understand and
implement. They therefore recommended comprehensive skill acquisition and professional
consultations as integral steps in the process of IFRS implementation.Despite the belief that the use of
a single set of high-quality, globally-accepted accounting standards would increase comparability of
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financial information among companies, and could foster more effective and efficient allocation and
transfer of capital on a global basis, ignorance should not be encouraged in lieu of the cost of switching
to such standards, the attendant effects of implementation on the capital and money markets, financial
reporting ethics, and its compatibility to the standard legal and regulatory laws in operation.
Methodology
This study is an empirical study of the perception of Financial Managers in the South Western
geopolitical zone of Nigeriaon the challenges of adopting IFRS. This section articulated and
rationalized the method of data collection and analytical techniques.
Data Collection
From the total population of financial managers in the six southwestern zones, three states, Osun, Ekiti
and Oyo States were selected for the survey. These states are selected out of the six South Western
States because they are contiguously located. Hence, it was cheaper and less time-consuming for the
researchers. Twenty organizations were selected from the three states. The total population of
Financial Managersin the selected organizations in Osun, Ekiti and Oyo States is stratified into top,
middle and supervisory managers. The data were collected in 2013 with the aid of the modified Hamisi,
(2012) structured questionnaire. Interviews and discussions were used to complement the responses
to the questionnaire.
Instruments Administration
The questionnaire was pre-tested in Afe Babalola University, Ado-Ekiti which is one of the
organizations sampled and validated with information and experiences garnered from the pre-testing
of the questionnaire before they were finally administered. The researcher interviewed and discussed
with the selected managers to elicit further information based on their responses to the questionnaire.
Sampling
The sampling included Financial Managers at supervisory, middle and top levels. Random sampling
technique was used to break the heterogeneous population into homogenous groups. This allowed for
better representation and more precise and accurate result. One hundred and fifty (150) respondents
which is about 15 percent of the total population of one thousand were sampled from the twenty federal
and states organizations. However, one hundred and thirty-two (132) which is 88% returned their
questionnaire as shown in table 1. The organizations sampled were based on the concentration of
respondents as well as volume of accounting works required by their mandates.
Table 1: Distribution of Survey Instrument
ORGANISATIONS

OSUN

EKITI

OYO

TOTAL

State Accountants General’s Office

8
(8)

8
(6)

10
(8)

26
(21)

State Auditor General’s Office

5

5

6

16

(4)

(4)

(15)

(13)

6
(5)

6
(6)

8
(7)

20
(18)

Ministry of Education
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AfeBabalola University, Ado -Ekiti

9
(9)

-

-

9
(9)

Ekiti State University

10
(8)

-

-

10
(8)

Federal University of Technology, Akure

-

-

10
(9)

10
(9)

Federal Inland Revenue Service

-

9

9

18

(8)

(7)

(15)

7
(6)

-

-

7
(6)

-

8

7

15

(7)

(6)

(13)

Institute of International Tropical Agriculture, Oyo
National Directorate for Employment
Federal Medical Centre, Owo

9
(8)

Ministry of Commerce

5

5

and Industries/cooperatives

(4)

(4)

TOTAL

50
(43)

50
(43)

9
(8)
-

10
(8)

50
(46)

150
(132)

Source: Field Survey, 2017
Method of Data Analysis
Descriptive statistics such as percentages, ranges, among others were used to describe the
respondents' responses. In addition Mann-Withney U test was used to determine whether there are
significant differences between the two sets of data that were used in all the classes. This is supported
by Sheskin, (2004).
Identified Challenges
The study identified six challenges to adoption of IFRS in Nigeria. These include: availability of ICT and
power supply facilities; professional/skills; costs; adequacy and accuracy of IFRS accounting
information; environmental factors and management efforts in preparing for adoption of IFRS.
i. IFRS infrastructural challenges include availability and acquisition of computer hard and software
as well as quality of internet facilities. In addition the regularity of power supply was considered.
ii. Professional/Skills challenges relate to ability of financial managers to operate and use computer
systems and internet facilities efficiently. In addition this challenge also considers ability to use
IFRS compliant software to prepare financial statement.
iii. Cost challenges refer to both financial and social costs of adopting IFRS. This relates to ability to
provide the cost required in changing over to IFRS including cost of provision of faculties and
required training for personnel. It also considers the willingness to carry the social cost such as
loss of jobs and organizational restructuring that IFRS may entails.
iv. Adequacy and accuracy of accounting information challenge refers to ability of IFRS to collect the
required data and consequently provide expected accounting information considering the poor
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transparency and accountability due to widespread corruption in the country.
Environmental factor challenges include the readiness of the accounting regulatory bodies,
supervision by supervising agencies, staff motivation, attitude towards transparency and
accountability as well as availability of required legal framework and change in mindset of
managers and political class.
vi. Management efforts refer to efforts that have already been made by public sector organizations to
train and provide the required facilities.
v.

Hypothesis of the Study
The following hypotheses were formulated as a basis for data collection, analysis, and subsequent
inferences on the challenges of adopting IFRS. H0: Challenges of Corporate Organizations are not
significantly different from non-corporate organizations.
a. H0: Challenges of trained personnel are not significantly different from those of untrained
personnel in IFRS.
Results and Discussion
The challenges of changing to IFRS compliant financial statements in Nigeria is classified into six
namely; facilities, skills, cost, usefulness of accounting information from IFRS compliant statements,
enabling environment and efforts put in place by organizations to change over.
Table 2: Responses on Availability of IFRS Infrastructural Facilities in Percentages
Facilities

Affirmation (%)

Acquisition of
Computer System

Negative (%)

Federal & State P - Trained &
Value
Untrained P Value

75.8%

24.2

0.493

0.639

Availability of
Internet Facility

61.3

38.7

0.998

0.757

Inadequate power
supply

15.2

84.8

1.000

0.206

Availability of
Computer Security

66.7

33.3

0.335

0.391

Availability of
Computer
Software

90.9

9.1

0.512

0.899

IFRS Compliant
Software

16.1

83.9

0.472

0.731

Quality internet
facilities

28.2

62.4

0.058

0.265

Average

50.6

48.06

Source: Field Survey, 2017
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The two facilities that are the most available are computer system 75.8% and computer software
90.9% respectively. On the other hand, the least available services are IFRS compliant software 16.1%
and quality of internet facilities 28.2%. Facilities availability ranges between 16.1% and 90.9% with an
average of 50.6%. From the above one can conclude that the facilities preparedness of both the State
and Federal governments is not yet adequate.
Professional/Skills Challenges
The three essential tasks identified for the crossing over to IFRS are the ability to; operate a computer
system, use of internet and preparation of IFRS Compliant Financial Statements.
Table 3: Responses on Ability to Perform Essential IFRS Functions in Percentages
Skills

Affirmation (%)

Ability to operate
Computer System

Negative (%)

Federal & State P - Trained &
Value
Untrained P Value

97.0%

3.0

0.910

0.899

Ability to use Internet
facilities

83.3

16.7

0.049*

0.789

Ability to prepare
IFRS Compliant
Financial Statement

15.15

55.52

0.739

0.945

Average

65.15

25.07

Source: Field Survey 2017
The respondents have the highest ability in the operations of a computer system with 97.0%. This is
followed by the ability to operate internet facilities with 83.3%. The least is ability to prepare IFRS
compliant financial statement with 27.7%. On the average skill availability is 69.33%. The country is
better prepared in operations of computer system and use of the internet. However, the country is ill
prepared in the skills for preparing IFRS compliant financial system.
Costs Challenges
The costs problem includes both the financial and social costs
Table 4: Responses on Cost Constraints for Crossing Over to IFRS in PercentagesCost

Affirmation (%)

Financial cost of
changing over to
IFRS is high
Social cost of
changing over to
IFRS is high

64.5
53.6

Negative (%) Federal & State P - Trained & Untrained
Value
P-Value
35.5
0.039*
0.631
46.4

Source: Field Survey, 2017
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0.738

0.855

About 64.5% of respondents perceived that the financial cost of crossing over to IFRS is a serious
constraint while 35.5% do not see it as a serious constraint. No doubt the costs will emanate from
procurement of IFRS compliant software, training of personnel as well as a powerful computer system
and internet facilities. These facilities will no doubt attract enormous cost. This finding agrees with the
findings of other studies such as Hamisi (2012) and Nwaura and Njaboga (2009) that revealed a
positive significant relationship.
Accounting Information Management Challenges
Two primary importances of IFRS that were considered are the ease at which IFRS can perform the
essential accounting function and the adequacy of IFRS Financial Information as a decision support
tool.
Table 5: Responses on Adequacy of the Present State of Accounting Information Management
in Percentages
Importance of IFRS

Affirmation
(%)

Negative
(%)

Federal & State P - Trained &
Value
Untrained P Value

Poor performance of basic
financial functions

24.2

72.7

0.234

0.415

The inadequacy of financial
information as a decision
support

21.8

69.7

0.185

0.219

Source: Field Survey, 2017
About 24.4% of the respondents perceived that there is the inadequate performance of basic financial
functions by the traditional accounting standard. On the other hand, 21.8% perceived that the financial
information from the traditional accounting standard is inadequate as a decision support tool. This
implies that IFRS will assist in improving the quality or usefulness of the financial information to the
organisations because IFRS ensures comprehensive and transparent financial reporting of
government activities.
Environmental Factors Challenges
Seven environmental success factors for the crossing over to IFRS are identified. These include
regulatory readiness, management attitude and mindset as well as supervision and staff motivation
and legal framework towards IFRS.
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Table 6: Responses on Enabling Environmental Factors Necessary for Effective Change over
to IFRS in Percentages
Enabling Environment

Affirmation
(%)

Negative
(%)

Federal & State P - Trained &
Value
Untrained P Value

Inadequate Regulatory Bodies
Readiness

85.2

14.8

0.059

0.617

Poor Supervision

28.1

68.8

0.025*

0.518

Poor Staff Motivation

43.7

43.8

0.317

0.201

Poor Attitude towards
Accounting and Accountability

24.3

63.6

0.035*

0.521

Weak Management Support

29.1

58.1

0.009*

0.012*

Unsupportive Nigerian Legal
Framework

60.7

14.3

0.351

0.624

poor management mindset to
change

35.9

43.6

0.357

0.378

Average

43.86

43.86

Source: Field Survey, 2017
The highest constraints are inadequate regulatory bodies' readiness with 85.2%, poor staff motivation
with 43.7% and Unsupportive Nigerian Legal Framework with 60.7%. However, the least constraints
are the poor attitude towards accounting and accountability with 24.3%, poor supervision with 28.1%,
and poor management support with 29.1%. The average environmental factor for both affirmative and
negative is 43.86%. This analysis shows that the adequate enabling environment has not been
created by the Nigerian Federal and State governments.
Management Efforts
The different efforts that organizations have made to cross over to IFRS include Training of Staff,
improved quality of internet services and making internet facilities accessible to the staff.
Table 7: Responses on Efforts Organisations have made to cross over IFRS in Percentages
Efforts of Organisations

Affirmation
(%)

Negative
(%)

Federal & State P - Trained &
Value
Untrained P Value

Training of Staff

59.4

40.6

0.049*

0.056

Quality of internet facilities

28.2

62.4

0.052

0.323

Accessibility of internet facilities

61.3

38.7

0.901

0.821

Average

49.63

47.21

Source: Field Survey, 2017
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Accessibility of internet facilities remains the highest effort that has been made with 61.3%. It is
immediately followed by Training of Staff with 59.4%. Improved quality of internet services has the least
in the perceptions of the respondents with 27.3%. This indicates that the organizations are training staff
without providing enabling facilities. Efforts of Corporate and Non-corporate Organizations in Nigeria
are not adequate.
Conclusion and Recommendation
IFRS is driving the revolutionary world of accounting with over 120 countries either requiring or
permitting its use. It is a new world order in corporate reporting that will alter the financial reporting
landscape and tax practice in Nigeria. There is no doubt that conversion to IFRS in Nigeria is a huge
task and a big challenge; its revolutionary impact requiring a great deal of decisiveness and
commitment. Organizations must fully understand the similarities and difference between IFRS and
the local GAAP, and benefits and challenges of the adoption in order to efficiently and effectively
implement and utilize the standards. Considering these factors, professionals must be prepared to
learn, unlearn and relearn in order to minimize any negative impact while maximizing the benefits
associated with IFRS adoption in the short, medium and long term.
The first objective of the literature on international accounting standards/international financial
reporting standards is to provide an in-depth analysis on why there is need for a dual option to either
choose to purely implement IFRS as stand-alone standards (i.e. mandating a single set of global
financial accounting standards as issued by the proposed roadmap), or as a marriage with local GAAP
in order to dampen the effects of the new IFRS adoption. IFRS by definition are the result of
international political economy equilibrium, and thus cannot be expected to provide reporting
standards that are uniquely suited to a given country's circumstances. In order to fully maximize the
benefits of the conversion, the study proposes that such implementation should be one that entails an
initial harmonization of IFRS with local GAAP in order to produce standards that are suitable to the local
operating environment.
The net economic benefit of IFRS implementation would best be measured by an increase in the influx
of Foreign Direct Investment (FDI) which would justify the benefits of IFRS in promoting cross-border
business transactions. Okpala (2012) perceived that IFRS in the long run would promote FDI inflows
and economic growth; when they are fully incorporated by companies into their financial statements.
This would need to be empirically investigated, which would be more convenient when more
companies have implemented the use of IFRS in the preparation of their financial statements.
Despite the function of the IFRS advisory council, the formulation of the standards cannot be
completely suited to any particular economy, hence, the study recommends that the adoption of IFRS
should not be holistic; but rather an integration of IFRS with local elements of the accounting
profession and practice in Nigeria; in order to effectively harness its full potentials.
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Abstract
The objective of the study is to ascertain the extent of contribution of financial instruments to economic
growth of Nigeria. Secondary data were collected from the Central Bank of Nigeria's Statistical Bulletin
for the periods of 1981 to 2015 and used for the study. The data were analysed using the Ordinary
Least Square (OLS) regression technique. The overall result revealed that there is significant
contribution of financial instruments (Development Stocks, Federal Government of Nigeria Bond and
Equities) to economic growth of Nigeria. However, on individual basis, Federal Government of Nigeria
Bond and Equities showed no significant contribution to economic growth of Nigeria. The study then
recommended expansion and diversification of financial instruments, especially on derivatives, to be
able to pool the desired fund for private enterprises for enhanced economic growth of Nigeria.
Key words: Financial instruments, economic growth, capital market, development stocks, Nigeria
Introduction
The financial system is specifically essential in reallocating capital and hence providing the basis for
the continuous restructuring of the economy that is needed to support growth. The financial system is
made up of all financial markets, instruments and institk2utions and in a given financial system, funds
flow from those who have surplus to those who have a shortage of funds, either by direct, marketbased financing or by indirect, bank-based financing (Duisenberg, 2001). Currently, the unavailability
of a well-developed stock market would be a particularly serious disadvantage for any economy.
Finance dominated the entire economic process, not only in terms of power and control but in term of
methods of thinking, of planning and decision making (Raimondi, 2010). Equity (risk capital) is very
important for the development and growth of innovative firms. The contribution of financial markets in
this area is a necessity for maintaining the competitiveness of an economy these days given the
strongly increased international competition, rapid technological progress and the increased role of
innovation for growth performance.
Financial instruments are tangible assets that are required to provide future benefits in the form of a
claim to future cash. Ketkee (2009) states that that financial instrument is a tradable asset representing
a legal agreement or a contractual right to evidence monetary value/ownership interest of an entity.
Sabri (2011) observes that the role of financial instruments in enhancing economic growth is
considered one of the most debatable issues in both developing as well as emerging economies.
Atanda (2015) notes the instruments of fiscal stimulus, deficit curbing and some structural reforms are
proving to be insufficient to deal with the new challenges in innovative firms. The world is facing a real
historical paradigm shift. The old world, rich and powerful, is aging and falling further into debt. The new
world, still weak and poor, is young, far less indebted, and is expanding rapidly and therefore has
greater potential for economic growth and to accumulate savings (Atanda, 2015).
32

The capital market is the platform where long term funds can be raised by corporate firms and
government parastatals which assist long term growth of any economy. The capital market in Nigeria is
regulated by the Securities and Exchange Commission. The financial instruments traded on the capital
market include ordinary shares, preference shares, corporate debt, Federal Government Bond, State
Government Bond and corporate bond. Ewah, Esang and Bassey (2009, p.220) opine that:
The main objective of establishing the Nigerian capital market is to mobilize savings from numerous
economic units for economic growth and development, provide adequate liquidity to investors,
broaden the ownership base of assets, as well as the creation of a buoyant private sector, provide
alternative source of funds for government, others are to encourage more efficient allocation of new
investments through the price mechanism, encourage more efficient allocation of a given amount of
tangible wealth through changes in the composition and ownership of wealth, create a built-in
efficiency in the operations and allocation in the financial system to ensure optimal utilization of
resourcek2s, and promote rapid capital formation.
The essence of capital market depends on its financial intermediation capacity to bridge the deficit
sector with the surplus sector of the economy. The lack of such capacity deprives the economy of
investment and production of the necessary outputs for growth and development. Funds could thereby
be idle at one end, while being sought at the other end in pursuit of socio-economic growth and
development (Akinbohungbe, 1996), hence the need for financial instruments. The Nigeria Stock
Exchange is an automated exchange that provides a platform for registered brokers and dealers to buy
and sell financial instruments on behalf of clients. The Nigerian Stock Exchange operates fair, orderly
and transparent market that brings the best of enterprise together with local and global investor
communities. It is poised to champion the acceleration of Africa's economic development while
creating durable wealth.
Economic growth is believed to indicate the development of an economy due to the fact that it positively
moves a nation from a five percent saver to a fifteen percent saver. Generally, where the market
operates efficiently, confidence will be generated in the minds of the public and investors will be willing
to part with hard earned funds and invest them in financial instruments with the hope that in future they
will recoup their investment (Ewahet al, 2009). Capital market offers access to a variety of financial
instruments that enable economic agents to pool, price, and exchange risk. Through assets with
attractive yields, liquidity and risk characteristics, it encourages savings in financial form. This is very
essential for government and other institutions in need of long-term funds and for suppliers of longterm funds (Nwankwo, 1991).
In developing economies like Nigeria capital markets are still not fully developed and as such pose a
challenge in pooling the required funds that will be sufficient to fund private enterprises.
Notwithstanding that in recent times the Nigeria capital market has witnessed robust reforms and
expansion, there are still some problems and challenges which the market is confronted with. The
Nigeria capital market is still superficial when compared to her contemporaries in some advanced
economies. The financial instruments traded on the floor of the Nigeria Stock Exchange ranges from
equities to debt instruments. Derivatives are not common in Nigeria with only Exchange Trust Fund
(ETF) being introduced into the Nigeria stock exchange in 2011. The market is also characterized by
undiversified instruments, lack of proper coordination in the issuance of debt instruments, information
asymmetry, and so on. The economic recession also triggered a sharp deterioration in the business
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climate and investors' confidence, investment (gross fixed capital formation) decreased; exports of
goods and services and direct foreign investments having the same negative trend. However, the
contribution of financial instruments in the economic growth of Nigeria remains an open question which
prior studies have not fully answered. It is therefore the crux of this study to attempt to answer this
question on whether financial instrument (using development stocks, federal government bond and
equities as proxy) contribute to or hamper economic growth (Gross Domestic Products) in Nigeria.
The broad objective of the study is to ascertain the extent of contribution of financial instruments to
economic growth of Nigeria while the null hypothesis formulated for the study is that there is no
significant contribution of financial instruments to the economic growth of Nigeria.
The remaining part of the paper is subdivided into review of related literature comprising of empirical
review and theoretical framework; methodology; results and discussions; conclusion and policy
recommendations.
REVIEW OF RELATED LITERATURE
In this section, review of literature related to the study is undertaken with regards to the concept of
financial statements, accounting for financial instruments, and financial instruments and capital
market operations in Nigeria.
Concept of Financial Instruments
Institute of Chartered Accountants of Nigeria (2014) defines financial instrument as a contract that
gives rise to both: a financial asset in one entity, and a financial liability or equity instrument in another
entity. Financial Instruments are intangible assets that are anticipated to create future benefits in the
form of a claim to future cash. It is a marketable asset that represents a legal agreement or a
contractual right to evidence monetary value/ownership interest of a business entity or government
institution (Ketkee, 2016). Financial instruments traded on the capital market are:
Debt Instruments: In order to finance a project that needs huge capital outlay, firms or governments
can obtain debt instrument either through the primary or secondary market. The contract is agreed for a
given period and interest therein is paid at defined periods as stated in the contract agreement. The
total amount invested in the instrument is paid back at the end of the contract period with interest fully
paid in accordance with the agreed terms. The tenure of this class of instrument ranges from 3 to 25
years. Debt instrument is generally risk-free hence yields lower returns in comparison with other
financial instruments available in the capital market. Some of the debt instruments issued by the capital
market are: Federal Government bond (also known as a Sovereign Bond); state government bond;
local government bond (also known as a Municipal Bond) and Debenture, Industrial Loan or Corporate
Bond.
Equity Instruments: These are instruments which indicate ownership of the asset. There are different
types of equity instruments and they include:
a.

Ordinary Shares: Ordinary (or common) shares indicate partial ownership of the firm and
allow their holders the voting rights and claims to the share of the firm's profits that are usually
referred to as dividends.

b.

Preferred shares: This financial instrument can be cumulative, non-cumulative, redeemable,
convertible or participating and does not provide the holders the voting rights. The holders
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receive a fixed amount of dividends irrespective of the amount of profit made in the financial
year.
c.

Private Equity: This is the type of financial instrument that are not traded publicly and are
often used by partnerships and private limited companies.

d.

Global Depository Receipts/ American Depository Receipts: These are negotiable
certificates held in the foreign bank (depository) representing a specific number of shares of a
stock traded on an exchange of another country (Singhi, 2009). Global Depository Receipts
(GDRs) and American Depository Receipts (ADRs) provide avenue for investors to invest in
foreign shares by purchasing shares directly. GDR prices are sometimes near values of
related shares, however, the buying and selling of GDRs are done without recourse to the
underlying share. If the depository receipt is traded in the United States of America (USA), it is
called an American Depository Receipt (ADR) while the depository receipt traded in a country
other than USA is called a Global Depository Receipt (GDR) (Singhi, 2009).

e.

Exchange Traded Funds (ETFs):An ETF is an investment instrument traded on stock
exchanges stock-like features. They are passive funds that track specific index. ETFs are
attractive to investors due to their less costs and tax efficiency.

Derivative Instruments: A derivative is a financial instrument whose price, riskiness and function
depend on the underlying assets; it requires no or little initial investment; and it is settled at a future date
(ICAN, 2014). The derivative might be an asset, index or even situation, and are mostly common in
developed economies. Derivatives can be used to obtain protection against exposure to the risk of an
unfavourable movement in the market price of an item like the interest rate, commodity price, or a
foreign exchange rate. Gebhard, Reichardt and Wittenbrink (2003) reiterated that under the current
IAS and US GAAP, all derivative instruments are considered to be rights or obligations that meet the
definition of assets or liabilities. All derivatives are to be measured at fair value with changes in fair
value recognized in net income with the exception of derivative instruments designated as hedging
instruments in cash flow hedges, where changes are recognized in other comprehensive income.
Examples of derivatives are forward contracts, futures, swaps, options, rights, mortgage-backed
securities, asset-backed securities, etc. Among the aforementioned derivatives, the common one in
Nigeria is rights where by the holder of an existing security gets the opportunity to acquire additional
quantity to his holding in an allocated ratio.
Accounting for Financial Instruments
The rules on financial instruments are set out in four accounting standards: IAS 32 – Financial
Instruments: Presentation; IAS 39 – Financial Instruments: Recognition and measurement; IFRS 7 –
Financial Instruments: Disclosure; and IFRS 9 – Financial Instruments. A financial instrument is
defined in ICAN (2014) as a contract that gives rise to both a financial asset in one entity, and a financial
liability or equity instrument in another entity.
A financial asset or financial liability should be recognized in the statement of financial position when
the reporting entity becomes a party to the contractual provisions of the instrument. This is different
from the normal recognition criteria for an asset or liability. Usually an asset or liability is recognized
when there is a probable inflow or outflow of economic benefits. IAS 39 defines four classes of financial
asset and two classes of financial liability into which financial assets and financial liabilities must be
allocated on initial recognition. The categories of financial assets or liabilities do not affect the initial
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measurement of the assets and liabilities. However, they do affect the method of accounting after initial
recognition.
A financial instrument should be measured initially at its fair value. The IAS 39 (IFRS 9) defines a
financial instrument's fair value as the amount at which the instrument could be exchanged in a current
transaction between willing parties, other than in a forced or liquidation sale. This is usually the fair
value of the consideration given or received. The new IFRS 13 defines fair value is the price that would
be received to sell an asset or paid to transfer a liability in an orderly transaction between market
participants at the measurement date (that is, it is an exit price). Fair value measurement looks at the
asset (or liability) from the point of view of a market participant. The fair value must take into account all
factors that a market participant would consider relevant to the value (Emerson, Karim and Rutledge,
2010).
Jones (1988) analyses the issues related to historical cost versus fair value in accounting for financial
instruments. Jones states that the diversity of financial instruments had grown significantly in previous
years, and with that growth came valuation issues. He points out that historical cost no longer,
“faithfully represents the economic realities of today's complex instruments” (Jones, 1988:56). He
suggests two fundamental issues that are common to many of the divergent financial instrument
transactions (Jones, 1988:58): (1) whether transactions should be treated with sale accounting
techniques or if a borrowing treatment is more appropriate when financial assets are converted to
cash, and (2) whether certain financial liabilities should be considered settled or extinguished in certain
circumstances.
Barth and Landsman (1995) assume that fair values are conceptually relevant to financial statement
users in assessing firm value, and define a financial statement item to be value-relevant if the
information it reflects helps financial statement users to assess firm value. Barth and Landsman (1995)
suggest that this definition is too limiting, because fair value is not well defined in imperfect or
incomplete markets. They stipulated that there are three primary fair value metrics: (1) entry value – the
purchase price, or if price levels change, the asset's replacement cost, (2) exit value – the price for
which the asset can be sold, and (3) value-in-use – the incremental value that the asset provides the
firm.
Landsman (2007) addresses the issue of value manipulation, and notes that the requirement of relying
on managerial estimates for valuation of assets and liabilities introduces the problem of information
asymmetry. Information asymmetry will arise, “whenever managers have discretion regarding the
timing or amount of non-market adjustments to amounts arising from past transactions” (Landsman,
2007, p.26). Such information asymmetry creates two distinct problems: moral hazard and adverse
selection. Moral hazard will occur when managers benefit by using their private information to
manipulate the information they disclose. Further, adverse selection implies that the market will view
similar instruments that are held by different entities similarly, even though their actual values are
significantly different. Although the intense scrutiny that companies are subjected to has the effect of
keeping firms and their managers honest; it does so with a noticeable time lag. An effective
countermeasure to the estimation measurement problem is a requirement for disclosure of the
underlying assumptions used when estimating fair value. Barth (2006) addresses the measures for
financial instrument valuation by recognizing that such use is “not only conceptually unappealing, but
also creates difficulties for financial statement users” (Barth, 2006: 274).
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Financial Instruments and Capital Market Operation in Nigeria
A capital market is a market for financial instruments (debt or equity), where corporate bodies and
government agencies/parastatals can raise long-term funds. Singhi (2009) defines capital market as a
market where fund is provided for periods longer than a year. Other short-term funds are raised in other
markets like the money markets. The capital market is made up of a large variety of financial
instruments. Ewah et al (2009) make it clear that due to its importance in accelerating economic growth
and development, government of most nations tends to have keen interest in the performance of its
capital market. The concern is for sustained confidence in the market and for a strong investors'
protection arrangement.
Kolapo and Adaramola (2012) are of the view that the growth and development of the capital market in
Nigeria can be traced to 1946 with the floating of N600,000 (more than 300,000 pounds sterling) worth
of government stocks. Meanwhile, the secondary market was not well organized for the secondary
trading of issued stocks. They further state that it was in 1959, following the establishment of the
Central Bank of Nigeria (CBN) in 1958, that a N4 million (2 million pounds sterling) Federal
Government of Nigeria development loan stock was issued in accordance with its role of fostering
economic and financial development.
Jalloh (2009) notes that the financial instruments segment of the capital market complement traditional
lending institutions through the provision of risk capital (equity) and loan capital (debt). Through these
financial instruments, the capital market is able to mobilize long-term savings and provide capital to
investors to finance long-term investments thus widening the ownership of productive assets.
Jalloh (2009) lists the principal dealers in a well-organized capital market to include the
dealers/stockbrokerage firms, company registrars, issuing houses, mutual fund managers,
investment bankers, the Stock Exchange, the Security and Exchange Commission (which regulates
the activities of the Exchange), the Central Security Clearing and Settlement (CSCS) system, the
investing public, accountants (auditors) and solicitors.
Theoretical Framework
This paper is anchored on the Financial Intermediation Theory, which was earlier developed in the
studies of Goldsmith (1969), McKinnon (1973), and Shaw (1973). They were of the belief that capital
market is very vital in the economic growth and development of a nation. The theory attributes the
differences in economic growth across countries to the quantity and quality of services provided by
financial markets (capital market and money market). The theory proposed a condition of expanded
financial intermediation between the savers and investors resulting from financial liberalization (higher
real interest rates) and development increase the incentive to save and invest, stimulates investments
due to an increase supply of credit, and raises the average efficiency of investment.
Though the financial intermediation theory informed the design of financial sectors reforms in many
developing countries, country experiences later showed that while the framework explains some of the
quantitative changes in savings and investment at the aggregate level, it glosses over the micro-level
interactions in the financial markets and among financial institutions which affects the supply of
savings and the demand for credit by economic agents and the subsequent effect on economic growth.
This shortcoming later formed the spring board for the development of the information asymmetry
theory. Meanwhile, the theory of information asymmetry was propounded by George Akerlof, Michael
Spence and Joseph Stiglitz in 1970. The basic of information asymmetry postulates a situation where
one party in business transaction has more and superior information than another (Nkwede, Uguru
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and Nkwagu, 2016). It stresses the importance of imperfect information in financial markets and its
effect on the overall allocation of resources and economic growth.
The theory of financial intermediation is based on transaction costs and asymmetric information; and is
developed to account for financial institutions which take deposits or issue insurance policies and
channel funds to firms. Banks and insurance companies have existed for long but financial markets
just came to limelight recently. The understanding of the roles undertaken by intermediaries in the
financial sector is seen in the models in the area known as financial intermediation theory. The theory of
financial intermediation has been designed around the models of resource allocation based on perfect
and complete markets by suggesting that it is frictions such as transaction costs and asymmetric
information that are important in understanding intermediation (Allen and Santomero, 1998). An
intermediary can decide through his informed status to invest his wealth in assets about which it has
special knowledge, that is, information asymmetry.
The truth is that the financial instruments in Nigeria have undergone a dramatic transformation in
recent years. Financial markets such as the capital market have also grown in size through extensive
financial innovation acceleration in the instruments. This includes the introduction of new financial
instruments like derivative instruments (rights, futures, swaps and options).
From the foregoing, therefore, the theory of financial intermediation is relevant to this study because
the capital market (the bond market) serves as the financial intermediary between those with surplus
funds and those with deficit funds. Hence the need to trade financial instruments in the capital markets
for sustainable economic growth.
Empirical Review
Levine and Zervos (1998) examine the relationship between financial development and economic
growth by using the data of 47 countries for the period of 1976-1993. They concluded that liquidity of
capital markets and improvements in banking sector have a positive and strong impact on economic
growth, capital accumulation and productivity growth.
Hassan and Mohd-Saleh (2010) conduct a study on the value relevance of financial instruments
disclosure in Malaysian firms listed in the Main Board of Bursa Malaysia. The study examines the
association between disclosure quality of financial instruments information and fair value information
and the market price of firms. Sample for the study were 484 firms that are listed on the main board of
Bursa Malaysia, in 1999, 2000, 2002 and 2003. Data was generated from the DataStream and annual
reports of the firms. Using multiple regression models, the findings show that firms should provide high
quality information due to its importance in investment decision and that disclosure quality of financial
instruments information is value relevant.
Djalilov and Piesse (2011) analyse the relationship between financial development and economic
growth for the period of 1992-2008 using 27 Eastern European and former Soviet Union countries
(described as transition economies). They use three different variables with regards to financial
development: financial index, financial inclusion and domestic credit to private sector (% of GDP) rate.
If financial sector has impact on economic growth, they conclude that these countries reached a
certain development level. Domestic credit to private sector (% of GDP) rate does not have statistically
significant impact on growth.
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Sabri (2011) investigates the role of financial instruments in enhancing economic growth in both
developing as well as emerging economies. The study used the Mediterranean context considering a
sample of both the south and north Mediterranean region, which have close financial merits. The four
countries selected as a sample included Turkey, Greece, Egypt and Jordan have moderate financial
markets with low liquidity and turnover, highly concentrated ownership, with limited types of traded
financial instruments. The study found that the association between financial instruments and
economic growth is relatively higher in the South sample compared to the economy of the Northern
sample and it is relatively more correlated to the GDP rather than to the GFCF, with the exception of the
stock market capitalization.
Ogwumike and Salisu (2012) examine the short run, long run and the causal relationship between
financial development and economic growth in Nigeria from 1975 to 2008. Using the Bound test
approach, the study finds a positive long run relationship between financial development and
economic growth in Nigeria. Financial intermediation - credit to private sector, stock market and
financial reforms exert significant positive impact on economic growth. Further, analysis of the short
run dynamics reveals that about 40% of the resulting disequilibrium is captured each period indicating
minimal deviations from the equilibrium. In addition, the result of the VAR-Granger causality test lends
support to the supply-leading hypothesis. They therefore recommend that appropriate regulatory and
macroeconomic policies that will foster the expansion and development of the Nigerian financial
institutions should be pursued by the relevant authority.
Kolapo and Adaramola (2012) examine the impact of the Nigerian capital market on its economic
growth from the period of 1990-2010. The economic growth is proxied by Gross Domestic Product
(GDP) while Market Capitalization (MCAP), Total New Issues (TNI), Value of Transactions (VLT), and
Total Listed Equities and Government Stocks (LEGS) serve as proxy the capital market. Applying
Johansen co-integration and Granger causality tests, results show that the Nigerian capital market and
economic growth are co-integrated. This implies that a long run relationship exists between capital
market and economic growth in Nigeria. The causality test results suggest a bi-directional causation
between the GDP and the value of transactions (VLT) and a unidirectional causality from Market
capitalization to the GDP and not vice versa. The F-statistics is significant at 5 percent using a twotailed test. On the other hand, there is no “reverse causation” from GDP to market capitalization.
Furthermore, there is independence “no causation” between the GDP and total new issues (TNI) as
well as GDP and LEGS. This is a clear indication of the relative positive impact the capital market plays
on the economic growth of the country. The evidence from this study reveals that the activities in the
capital market tend to impact positively on the economy. It is recommended therefore that the
regulatory authority should initiate policies that would encourage more companies to access the
market and also be more proactive in their surveillance role in order to check sharp practices which
undermine market integrity and erode investors' confidence.
Onwe (2013) examines the Nigerian financial market and the challenges of financial intermediation
using ICT-based services. The paper reveals that information technology has facilitated financial
intermediation, through cost reduction and timely delivery of financial services. However, the paper
observes that most banks in Nigeria are facing keen competition both within and outside the shores of
Nigeria such as mass movement of high-asset based operations towards efficiency thereby combining
their advantages of big assets with efficiency which further expands their market and narrows those of
the banks with relatively lower assets. The paper therefore recommends that Nigerians banks should
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invest in both information technology and human capital to brace up to the challenges of the electronic
banking and transaction.
Aric (2014) analyse the relationship between financial development and economic growth in European
Union using panel data method. The analysis contains the period between 2004 and 2012. While
Domestic Credit to Private Sector as % of GDP affects growth negatively, Capitalization Ratio and
Money and Quasi Money M2 as % of GDP affect growth positively. As dummy variable, it was
determined that the year of 2009 had a huge negative impact on growth of European Union countries.
Popescu (2015) examines EU financial instruments and short-term effects of absorption capacity on
economic growth. Using Pearson correlation and multiple regression analysis on the absorption of
structural and cohesion funds in 2007-2013, the study revealed that absorption capacity nonreimbursable financial resources is a variable with a direct and very strong link in ensuring economic
and social cohesion with resources available from European funds. The paper then recommends
establishing mechanisms to eliminate administrative and legislative obstacles hindering the smooth
and timely completion of projects implementation.
Ndugbu, Duruechi and Ojiegbe (2016) examine the relationship between money market instruments
and bank performance in Nigeria. The data for the study is generated from the Central Bank of Nigeria
(CBN) Statistical Bulletin. This is analysed with the e-view 7.1 statistical package in line with Ordinary
Least Square (OLS) estimations. The Johansen Co-integration test indicated the existence of long-run
relationship between the variables. Granger Causality as revealed by the Pairwise tests runs unidirectionally and bi-directionally from Performing Loans and Advances to Money Market Instruments.
The findings reveal that money market instruments (treasury bills, commercial papers, and federal
government bond) have positive relationships and significant effects on bank performance in Nigeria.
Notably, treasury bills, commercial papers and federal government bonds are the main contributors to
bank performance while bankers acceptance has a negative relationship and significantly impacted
adversely on bank performance. It is recommended that, policy makers and stakeholders in the
industry should intensify efforts towards improving policies and reforms that encourage investment in
money market instruments by banks for greater performance and sustainable growth.
Pavtar (2016) investigates the nexus between money market and Nigerian economic growth: A time
series analysis from 1985-2014. The study adopted the ex-post-facto research design. Data used in
the study was sourced from CBN annual statistical bulletin for relevant years. Descriptive statistics and
the ordinary least square (OLS) multiple regression techniques were the main statistical tools used in
the analysis of data. Additionally, the T-test statistics was used to test the null hypotheses of the study
at 5% level of significance for a two tailed test. The study found that Treasury bill, Treasury certificate,
Commercial paper does not have any significant effect on the gross domestic product (GDP) of Nigeria
while Certificate of deposits was found to significantly impact on the gross domestic product (GDP) of
Nigeria. The study recommends amongst others the need for Government to create appropriate
macroeconomic policies, legal framework and consolidate and improve on reforms with a holistic view
to developing and deepening the market so as to promote productive activities, investments, and
ultimately economic growth.
Nkwede, Uguru and Nkwagu (2016) studies the macroeconomic determinants of corporate bond
market development with respect to the Nigerian bond market. Corporate bond market capitalization is
used as the dependent variable while macroeconomic variables form the independent variables of the
40

study. The time series data generated over a period of 33 years (1980-2013) are analysed using
descriptive statistics, while the ordinary least square regression techniques involving multiple
regression is applied to test the level of significance of the variables. Overall, the result reveals that
fundamental macroeconomic factors such exchange rate, savings, inflation rate, banking sector
development, interest rate, fiscal balance, bond yield and foreign direct investment are main drivers of
corporate bond market development in Nigeria. The results further reveal that the macroeconomic
factors have no common stimulating pattern in driving the corporate bond market for development.
Savings and exchange tends to be more significant than other macroeconomic factors within the
period under review. Thus, it is concluded that macroeconomic factors matter a lot in the development
of corporate bond in Nigeria.
Methodology
The broad objective of this study is to ascertain the contribution of financial instruments to the
economic growth in Nigeria. The ex-post facto research design was adopted for the study. The reason
behind the adoption of this design is its strengths as the most appropriate design to use when the
variables under study can neither be controlled nor manipulated. The data for this study are secondary
data extracted from the Nigeria Stock Exchange and Central Bank of Nigeria annual statistical bulletin
for 1981-2015. The study adopts the multiple regression analysis with Ordinary Least Squares (OLS)
econometric techniques. The OLS method was chosen because it minimizes the errors between the
points on the line and the actual observed points of the regression line by giving the best fit (Patvar,
2016). Also, the Ordinary Least Squares Theorem is the Best Linear Unbiased Estimator (BLUE)
(Koutsoyiannis, 1985; Wannocott and Wonnocott, 1972).
Model Specification
The financial instrument traded on the floor of the Nigeria Stock Exchange ranges from equities to debt
instruments. Derivatives are not common in Nigeria with only Exchange Trust Fund (ETF) being
introduced into the Nigeria stock exchange in 2011. Therefore, Development Stocks (DVS), Federal
Government Bonds (FGB), and Equities (EQU) are used as proxy for the independent variable,
financial instrument. On the other hand, the proxy for the dependent variable, economic growth is
Gross Domestic Product (GDP).
In line with the reviewed previous studies (Patvar, 2016; Nkwede, Uguru and Nkwagu, 2016; Aiguh,
2013; Onwe, 2013; Emerson, Karim and Rutledge, 2010; Gebhard, Reichardt and Wittenbrink, 2003),
the economic growth in Nigeria measured by GDP is modeled as a function of the three major
components of financial instruments in Nigeria (Development Stocks, Federal Government Bonds and
Equities).
The contribution of financial instruments to the economic growth of Nigeria is modeled using the
following Ordinary Least Square regression equations to obtain the estimates:
GDP =
f(DVS, FGB, EQU)
.
.
.
(1)
Econometric model proposed to describe the relationship between the above variables in Equation (1)
have the form:
GDP = â0 + â1DVS + â2FGB + â3EQU + µ
.
.
.
(2)
Where, GDP = Gross Domestic Product
DVS = Development Stocks
FGB = Federal Government of Nigeria Bond
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EQU = Equities
âO
=
the intercept,
µ
=
stochastic error term
â1 – â3 = coefficient of independent variables
Results and Discussions
Co-integration Test
The co-integration test indicates that there exists one (1) co-integration at 0.05 (5%) level of
significance. This implies that there exists a long run equilibrium relationship between the dependent
and independent variables. Therefore, to correct the co-integration problem, Error Correction (EC)
model is estimated.
Granger Causality Tests
Table 1: Pairwise Granger Causality Tests
Pairwise Granger Causality Tests
Date: 02/09/17 Time: 17:49
Sample: 1981 2015

Null Hypothesis:

Obs

F-Statistic

Probability

DVS does not Granger Cause GDP
GDP does not Granger Cause DVS

33

0.80888
4.87453

0.45549
0.01526

FGB does not Granger Cause GDP
GDP does not Granger Cause FGB

33

0.02288
1.66980

0.97739
0.20649

EQU does not Granger Cause GDP
GDP does not Granger Cause EQU

33

0.43248
2.29944

0.65316
0.11895

FGB does not Granger Cause DVS
DVS does not Granger Cause FGB

33

0.19613
3.48025

0.82302
0.04468

EQU does not Granger Cause DVS
DVS does not Granger Cause EQU

33

0.11443
3.56825

0.89229
0.04165

EQU does not Granger Cause FGB
FGB does not Granger Cause EQU

33

0.20530
10.9907

0.81562
0.00030

Source: Output from E-view Software
The result of the Pairwise Granger causality test shows unidirectional causality running from GDP to
development stocks, development stocks to Federal government bond, development stocks to
equities and Federal government bond to equities as indicated by their probability values of 0.001526,
0.04468, 0.041565 and 0.00030 respectively which are less than 0.05 level of significance. This
indicates that economic growth granger cause development stocks while development stocks on the
other hand granger cause Federal government bond and equities, and Federal government bond
granger cause equities.
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Error Correction Regression Model
ECM regression analysis is used to determine the contribution of financial instruments to economic
growth of Nigeria for the period 1981 - 2015. Summary of the analysis is presented in Table 2.
Table 2: Analysis of Contribution of Financial Instruments to Economic Growth of Nigeria (1981 –
2015)
Dependent Variable: GDP
Method: Least Squares
Date: 02/09/17 Time: 17:58
Sample(adjusted): 1982 2015

Variable

Coefficient

Std. Error

t-Statistic

Prob.

C
DVS
FGB
EQU
ECT(-1)

10.77189
-1.143001
-0.007357
4.29E-05
0.839238

0.180002
0.049496
0.033572
2.39E-05
0.050179

59.84324
-23.09276
-0.219146
1.794156
16.72489

0.0000
0.0000
0.8281
0.0832
0.0000

R-squared
Adjusted R-squared
S.E. of regression
Sum squared resid
Log likelihood
Durbin-Watson stat

0.991582 Mean dependent var
0.990421 S.D. dependent var
0.218738 Akaike info criterion
1.387547 Schwarz criterion
6.136081 F-statistic
1.865244 Prob(F-statistic)

8.161699
2.234906
-0.066828
0.157636
853.9872
0.000000

Source: Output from E-view Software
Table 2 shows the result of the ECM regression analysis of the contribution of financial instruments to
economic growth of Nigeria. The P-value for development stocks (DVS) was statistically significant.
The Durbin-Watson Statistic of 1.865244 falls within the acceptable range, thus the model is free from
autocorrelation. The acceptable value of Durbin Watson Statistic is 2 but it permits a range of ± 0.2.
2
The good-fit of the model was attested to by the high value of coefficient of determination (R ) (0.99 or
99.0%). This implies that about 99 percent of total variation observed in economic growth in Nigeria is
attributed to the joint impact of the independent variables.
The coefficient of equities (4.29E-05) shows positive signed which implies that any unit increase in
equities will stimulate economic growth. However, the coefficients of development stocks (-1.143001)
and Federal Government bond (-0.007357) are negatively signed, indicating an inverse relationship
between these variables and economic growth.
The coefficient of ECT shows positive sign and is statistically significant (P-value = 0.0000). The
positive coefficient of ECT (0.839238), implies that 83.9% contribution of financial instruments will be
adjusted from the volume of economic growth on annual basis for equilibrium to converge on the long
run. In other words, it will take a long term for equilibrium to be restored.
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Test of hypothesis
H0: There is no significant contribution of financial instruments to economic growth of Nigeria.
To test this hypothesis, the value obtained from the estimation of the model as presented in Table 2 is
considered. Thus, from a careful examination of the regression result and related statistics the
following facts emerged: The coefficient of the constant term is 10.77189. The associated p-value
(0.000) is statistically significant at 5% percent level. At zero performance (constant) of the dependent
variable, economic growth (GDP) will increase by N10,771,890. The P-value for development stocks
(DVS) was 0.0000, which is less than 0.05, therefore significant. This implies that the development
stock significantly contributes to economic growth of Nigeria. The P-value for Federal Government of
Nigeria bond (FGB) is 0.8281, which is more than 0.05, therefore not significant. This implies that the
FGB does not significantly contribute to economic growth of Nigeria. The P-value for equities (EQU) is
0.0832, which is more than 0.05, therefore not significant. This implies that the EQU does not
significantly contribute to economic growth of Nigeria.
Overall, the P-value of F-statistic is significant (P = 0.0000). Based on this result, the null hypothesis is
rejected and the alternate hypothesis is accepted that there is significant contribution of financial
instruments to economic growth of Nigeria. This result is in agreement with the studies of Hassan and
Mohd-Saleh (2010), Sabri (2011), Popescu (2015), and Pavtar (2016), which find that there is a
significant positive relationship between financial instruments and economic growth. Similarly, the
result of this study affirms the findings of Ndugbu, Duruechi and Ojiegbe (2016) that money market
instruments have positive significant effects on bank performance in Nigeria.
Conclusion
This study was focuses on the financial instruments of the Nigeria Stock Exchange, which is an
essential and unique example of variables that influence GDP in an economy. The study reveals that
financial instruments contribute to economic growth via development stocks and equities. Hence
financial instruments remain one of the mainstreams in every economy that has the power to influence
or contribute to economic growth, thus the organized private sector is to invest in it. The Federal
Government Bond shows no significant contribution to the GDP and it also has negative association
with GDP.
Conclusively, we believe that analyzing how financial instruments contribute to the economic growth of
Nigeria through Development Stocks, Federal Government Bonds and Equities is of interest for the
policy makers, investors, government and the general public at large, especially now that the country is
experiencing economic recession. We do believe from our study that financial instruments are
economic tools that will positively impact on the economic growth of Nigeria to a great extent if the
Nigerian capital market is well developed. It is expedient at this time of economic condition of Nigeria
that every stakeholder involved in the process of issuing Federal Government Bond to evaluate and
verify the cost-benefit position of such issuance based on the financial information disclosed.
Policy Recommendations
The study recommends the expansion and diversification of financial instruments, especially on
derivatives, convertibles, futures, and swap options, to be able to pool the desired fund for private
enterprises for enhanced economic growth in Nigeria. In addition, the paper makes other
recommendations as follows:
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a. The government of Nigeria is advised to put up measures to stem up investors' confidence and
activities in the capital market through effective operations of the financial instruments.
b. Incentives should be given to foreign investors to encourage them to participate in the Nigeria
capital market for improved performance of the financial instruments so as to contribute
significantly to the Nigerian economic growth.
c. Future study may also investigate how investors view the relevance of financial instruments
disclosure through experimentation, survey or an in-depth interview. This will permit us
measure investors' belief about the importance of fair value and its effect on firm value (Hassan
and Mohd-Saleh, 2010; Koonce, Nelson and Shakespeare, 2009).
d. The Nigeria government at all levels should be encouraged to fund their realistic developmental
programme through development stocks and bonds. This will served as a leeway to freeing the
resources that may be used in other sphere of the economy.
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Abstract
The issues surrounding monetary policies and Investment in general have drawn a lot of attention in
literature and this is basically because of their policy relevance. Nonetheless, the issues remain
unsettled in literature possibly because of the differing and contrasting arguments that exist. This study
is therefore another empirical attempt to examine the effect of monetary policy variables on bank credit
extension to Small and Medium Scale Enterprises (SMEs) in Nigeria. The study utilized data from
Central Bank of Nigeria (CBN) statistical bulletin for a period of 36years ending in 2015. Bank credit to
SMEs served as the dependent variable while Money Supply(M2), Monetary Policy Rate (MPR), Real
Gross Domestic Product (RGDP) and Exchange Rate served as the independent variables. The data
were subjected to the various diagnostic tests and confirmed fit for empirical usage. The Ordinary
Least Squares (OLS) method was adopted with the aid of E-views statistical package. The results
showed that two of the independent variables (M2, RGDP) were positive and significant to Bank Credit
to SMEs while Monetary Policy Rate (MPR) and Exchange Rate (EXCH) signed negative though only
MPR was statistically significant for the period under study. The study concluded based on the results,
that monetary policy has strong influence on bank credit to SMEs subsector in Nigeria.
Keywords: Bank Credit, Monetary Policy, SMEs
Introduction
Nigerian state has recently been engulfed by economic recession which has engendered reduction in
investments both locally and from foreign investors. The situation has therefore rekindled interests and
renewed vigor at searching for sustainable means of driving and reviving the economy out of doldrums.
Small and Medium Scale Enterprises (SMEs) are very important economic drivers; largely due to their
innate ability to generate jobs, sales, economic dynamism and other related economic activities
needed for a vibrant economy. Adebisi & Gbegi (2013) asserted that the tremendous development in
the world is being linked to the activities of small and medium scale enterprises (SMEs), especially in
developing countries. They maintained that although these entities are 'smaller in size, they are the
most important enterprises in the economy due to the fact that when all the individual effects are
aggregated, they surpass that of the larger companies. Thus, it is to the immense advantage of Nigeria
to be consciously, systematically and consistently committed to the building and sustainability of a
strong and virile SME subsector. However, a strong SME does not just emerge on its own but has to be
provided with the requisite and conducive environment to thrive.
The financing of economic activity by financial intermediaries has been a major concern in both
developed and developing countries, Nigeria inclusive. The debate on the importance of the nature of
the relationship between financial systems and growth is increasingly justified by the crucial role
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played by banking intermediation in the economic environment. Financial intermediaries are not only
providers of credit today, but also serve as catalysts for the transmission of the monetary policy to the
rest of economy. This strategic function results in mobilizing vital savings from the surplus economic
units and channeling same to the deficit units for economic growth and national development.
There is widespread concern among policy makers that the banking systems in Sub-Saharan African
(SSA) countries with the exception of South Africa and Mauritius have not been providing enough
support to new economic initiatives and, in particular, to the expansion of small- and medium-scale
enterprises (SMEs) and agriculture (Sacerdoti, 2005). The majority of SMEs in Nigeria, having been
harassed or merely tolerated by government and scorned by the formal financial institutions with
respect to access to credit, have resorted to alternative sources of financing among the informal
financial institutions. Okafor (2011) averred that a large share of funds mobilized from savers by the
banking system has gone into non-productive sectors as opposed to more productive sectors. As a
result, investment activities have not thrived well enough to bring about the expected level of economic
growth.
One of the major issues which have occupied the mind of government and scholars for years is the
impact of monetary policy as a tool for price stability and a sprite for investment in the economy. Despite
the lack of consensus as to its role among the economist and financial experts there is a remarkable
strong agreement that monetary policy is an economic stabilizing measure in Nigeria. The role is
anchored in the use of monetary policy that is usually targeted towards the achievement of full
employment equilibrium, rapid economic growth, price stability and external balance (Fasanya,
Onakoya & Agboluage, 2013).Monetary policy is known to be a vital instrument that a country can
deploy for the maintenance of domestic price exchange rate viability as a critical condition for the
achievement of a sustainable economic growth and external viability (Amasomma, 2011).
According to CBN (2006), money supply comprises narrow and broad money. Narrow money (M1) is
the currency in correlation with public banks and the demand deposits or current accounts. The CBN
maintained that broad money (M2) includes narrow money plus savings and time deposits as well as
foreign currency denominated deposits; broad money measures the total volume of money supply in
the economy. This excess of money supply or liquidity may arise when the amount of broad money is
higher than the level required sustaining non-inflationary output growth in the economy. The need to
regulate money supply is based on the knowledge that there is a relatively stable relationship between
the quantity of money supply, exchange rate, interest rate and economic activities, and that if supply of
money is not limited to what is required to support productive activities it will result in undesirable
effects such as high prices or inflation (CBN, 2006).
Despite various actions used by the monetary authorities in administering monetary policy in Nigeria,
there are still limits to the effectiveness of monetary policy. Nigeria needs an effective, efficient, sound
and consistent monetary policy that has a positive effect on interest rate, employment and real output,
so as to minimize the economic problems disturbing Nigeria as a developing country. The controversy
bothering whether or not monetary policy actually has an impact on bank credit extension to SMEs in
the Nigerian economy is a major problem this study is set to tackle.
This study is therefore another empirical attempt to evaluate the impact of selected monetary policy
variables on bank credit to SMEs subsector in Nigeria using the broad money supply (M2), Monetary
Policy Rate, Exchange rate and Real Gross Domestic Product as predictors.
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The following hypotheses are formulated in null forms to guide the work:
Ho1: Broad money supply has no significant influence on Commercial banks credit to SMEs in
Nigeria.
Ho2: Monetary Policy rate has no significant effect on commercial banks' credit extension to SMEs in
Nigeria
Ho3: Exchange rate has no significant effect on commercial banks' credit extension to SMEs in
Nigeria.
Ho4:
The Real Gross Domestic Product has no significant effect on commercial banks' lending
ability to SMEs in Nigeria.
The remainder of the study is organized as follows: section two reviews literature on the issue of
Monetary Policy and Bank Credit to SMEs, section three outlines the methodology adopted; section
four covers the data analysis and results while section five is dedicated to the conclusion and
recommendations of the study.
Literature Review
Researches related to monetary policy and bank credit to SMEs had been documented in finance
literature by both local and international scholars. This section reviews the conceptual issues; attempts
to establish the theoretical framework and provides an empirical insight into related previous studies.
Conceptual Clarifications
Monetary Policy: Different authors have emerged with various definitions of monetary policies.
According to Klein (2014), monetary policy is defined as the rules and regulation imposed by the
monetary authority into controlling the money supply, inflation and to achieve economic growth.
Central Bank of Nigeria (2012) captured monetary policy as that which deals with the terms and
conditions under which money and credit are provided to the economy by the monetary authority.
Onyido (2014) defined monetary policy as an action designed by the monetary authorities (CBN) to
regulate the flow of money of supply or expand the money supply depending on the economic
conditions of the period in order for the target to be reached which will go a long way in achieving the
goals of monetary policy.
Small and Medium Scale Enterprises (SMEs): While citing Udechukwu (2003), Adebisi & Gbegi
(2013) stressed that in a global context, a general definition of SMEs using size and scale of operation
is not easy, but within the fixed co-ordinates of national boundaries, it might be relatively easier'. SmallScale Industry was therefore defined as industry with a labour size of 11-100 workers or a total cost of
not more than N50 million, including working capital but excluding cost of land. In the same vein,
Medium Scale Industry was defined as an industry with a labour size of between 101-300 workers or a
total cost of over N50 million but not more than N200 million, including working capital but excluding
cost of land. Using number of employees as criterion, this is in line with the definition of SMEs by the
Central Bank of Nigeria. In that instance, the Central Bank of Nigeria (CBN, 2010) had specified, as per
number of staff employed, that SMEs are entities with staff strength of between 11 and 300.
Udechukwu (2003) noted that one of the commonest features of SMEs is that they are either sole
proprietorships or partnerships. Even when they register as Limited Liability Companies, this is merely
on paper, as their true ownership structure is one-man or partnership. Also, most SMEs have labourintensive production processes, centralized management and have limited access to long-term
capital; even their access to short-term financing is limited and sometimes attained at a penal rate of
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interest and other conditionality. Akinsulire (2012) noted that SMEs can be defined as having three
characteristics. Two of these characteristics are that the 'firms are likely to be unquoted and ownership
of the business is restricted to a few individuals, typically a family group'.
Bank Credit: According to CBN (2003), the amount of loans and advances given by the banking sector
to economic agents constitute bank credit. Bank credit is often accompanied with some collateral that
helps to ensure the repayment of the loan in the event of default. Credit channels savings into
productive investment thereby encouraging economic growth. Thus, the availability of credit allows the
role of intermediation to be carried out, which is important for the growth of the economy
Theoretical framework: This work is anchored on the Accelerator Principle. According to Flexible
accelerator model by Keynes (1936), the theory is based on the hypothesis that in each period,
business firms plan to bridge a fraction of the gap between the desired capital stock and actual capital
stock. According to the theory, net investment is a catch-up response to a discrepancy between the
desired stock of capital and the actual stock of capital. If output remains unchanged, there will be no
need to add to the stock of capital. Net investment will therefore be zero in the absence of growth in
output. The level of net investment therefore depends on changes in output. The accelerator principle
is therefore, the relationship between the change in the level of net investment and change in output.
The fundamental idea behind the flexible accelerator model is that the larger the gap between the
desired capital stock (funding need) and the existing capital stock, the greater a business firm's
investment (Orji, Onyia & Ani, 2013)
Empirical Studies: The influence of monetary policy on the performance of different sectors and the
economy in general has attracted attention from both development economists and scholars of finance
over the years, some of which are captured in this section.
Ugwu, Okoh & Mbah (2017) examined the link between bank credit and private sector investment in
Nigeria from 1980 to 2014. The study applied the Ordinary Least Square Estimation. The correlation
test result obtained showed that four variables, Credit to Private sector, Openness, Exchange rate and
Savings had positive relationships with the dependent Variable Investment. Also, the t-statistic result
showed that five of the variables which include Credit to Private sector, Openness, Capital
expenditure, interest rate and exchange rate were statistically significant at 5% level.
Okoroafor & Mbagwu (2016) investigated the effectiveness of monetary and fiscal policy in achieving
increased economic growth in Nigeria using OLS multiple regression technique. Results showed that
monetary policy rate had strong statistical effect on economic growth in Nigeria while fiscal policy
which was proxied by government expenditure on road had weak statistical effect.
Okonkwo& John (2016) assessed the effect of bank reforms on the performance of SMEs in Nigeria
using the Ordinary Least Squares method. The study found out that banks' minimum capital base had
a positive and significant effect on the performance of SMEs in Nigeria and also that commercial banks'
credit to SMEs and Lending rate had negative but non-insignificant effects on the performance of
SMEs in Nigeria
Okoh (2016) investigated the impact of monetary policy transmission variables on private investment
in Nigeria using Ordinary Least Square regression method. Results showed that interest rate and
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exchange rate were statistically significant and had negative influences on private investment while
inflation, money supply and RGDP signed positive to private investment even though they were
statistically non-significant.
Iloh & Chioke (2015) empirically assessed the effect of commercial banks credit available to SMEs in
Nigeria between 1980-2010. The study adopted the generalized least squares estimation technique.
The results showed that commercial banks credit to SMEs had significant effect on Nigerian economic
growth. Oke & Aluko (2015) also studied the impact of commercial banks credit on SMEs financing in
Nigeria applying the Panel Data regression analysis. The results revealed that commercial banks had
significant impact on SMEs financing in Nigeria.
Adeoye, Ojapinwa & Odekunle (2014) studied the monetary policy framework and Pass-through in
Nigeria. The authors applied the VAR Model in conducting the data analysis. The study revealed a
close relationship between the bank credit and the aggregate demand, which suggested a stronger
monetary transmission system.
Mohammed (2014) examined the necessity and strategies of repositioning commercial banks in order
to enhance the productive capacities of SMEs. The author applied the Error correction model and Cointegration test. The results showed that there was no co-integration between repositioning of
commercial banks and capacities of SMEs to deliver products/services and also there was dispersion
resulting from lending conditions and macroeconomic variables.
Afolabi (2013) evaluated the effect of SMEs financing on economic growth in Nigeria between 1980
and 2010. The paper used the Ordinary Least Square (OLS) in analysis the data. The results revealed
that the SMEs output proxied by wholesale and retail trade output component of GDP and commercial
banks credit to SMEs exerted negative effect on economic growth.
Odior (2013) investigated whether monetary policy affects commercial bank lending and inflation in
Nigeria, over the period 1980-2010. The study applied VAR Model. The data analysis showed that
monetary policy and bank lending rate affected inflation partially while exchange rate showed nonsignificant effects on inflation.
Nwaosa and Saibu (2012) investigated the transmission channels of monetary policy impulses on
sectoral output growth in Nigeria for the period of 1986-2009. The study applied Granger Casualty and
Vector Auto-regressive models for data analysis. Results showed that interest rate and exchange rate
policies were the most effective policy measures in stimulating sectoral output growth in Nigeria.
Hameed (2012) presented an empirical analysis on how the decision of monetary authorities influence
the macro variables like GDP, money supply, interest rate, exchange rate and inflation. The author
adopted the Ordinary Least Squares (OLS) method. The study found out that tight monetary policy in
terms of increased interest rate had significant negative impact on output.
Onyeiwu (2012) studied the effect of Central Bank of Nigeria (CBN) monetary policies on selected
macro-economic variables, gross domestic products, inflation rate and balance of payment between
1981 - 2008. Ordinary Least Square (OLS) regression results showed that monetary policy proxied by
money supply exerted a positive impact on GDP growth and balance of payment but negative impact
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on inflation rate. Ajisafe & Folorunso (2012) also examined the relative effectiveness of monetary
policy between the periods of 1970-1998. The study applied Co-integration and Error-correction
modeling technique. The results revealed that monetary policy exerted a great impact on economic
activity in Nigeria.
Mangami (2011) assessed the effects of monetary policy in Malawi by tracing channels of its
transmission mechanism using the Vector Auto-regressive modeling and Granger casualty. The
authors held that the exchange rate was the most important variable in predicting prices. Olweny and
Chiluwe (2011) also explored the relationship between monetary policy and private sector investment
in Kenya using the Vector Error Correction Model. The results showed that monetary policy variables of
government Domestic debts and Treasury bill rate were inversely related to private sector investment,
while money supply and domestic savings had positive relationship with private sector investment.
Equally, Ditim, Wosa & Olaiya (2011) appraised monetary policy development in Nigeria and examined
the effect of monetary policy on macro-economic variables in Nigeria from the period of 1986-2009.
The study adopted a simplified Ordinary Least Square technique. The results showed that monetary
policies witness the implementation of various policy initiatives and empirically sustained expansion
over the years.
Again, Amassomma (2011) examined the effect of monetary policy in macro-economic variables in
Nigeria for the period of 1986-2009 using the Ordinary Least Square technique. The results revealed
that monetary policy had a significant effect on exchange rate and money supply while monetary policy
was observed to have a non-significant influence on price stability.
Chukwu (2011) empirically analyzed the impact of monetary policies on non-oil exports in Nigeria from
1974-2013. The author utilized the Ordinary Least Square Estimation. The results showed that both
interest rate and exchange rate being proxies for monetary policy negatively affected non-oil exports
while Khan(2010) examined the impact of monetary and fiscal policy on economic growth. The study
utilized the auto-regressive distributed approach and co-integration. The results showed that
exchange rate and inflation rate as proxies for monetary policy had inverse impact on economic
growth.
Methodology
The study adopts the ex-post facto research design. This approach is appropriate for the study
because the main issues under investigation are purely historical facts situated in past events and
published reports. The study utilized data generated from the Central Bank of Nigeria (CBN) statistical
bulletin on bank credit to Small and Medium Scale Enterprises (SMECRED), exchange rate (EXCH),
broad money supply (M2) , monetary policy rate (MPR) and Real Gross Domestic Product (RGDP)
from 1980-2015
Model Specification: The SMECRED is the dependent variable, while, EXCH, RGDP, M2 and MPR
are the independent variables. The model for monetary policy and credit to Small and Medium Scale
Enterprises in Nigeria is stated as follows
SMECRED =F( EXCH, RGDP, M2, MPR)
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Where
SMECRED = Bank credit to Small and Medium Scale Enterprises
EXCH = Exchange rate
RGDP = Real Gross Domestic Product
M2 = Broad money supply
MPR = Monetary policy rate
Assuming a linear relationship between the dependent variable and independent variables, the
multiple regression model can be specified as follows:
SM ECRED = a 0 + a 1 EX CH + a 2 RGD P+ a 3 M 2 + a 4 M PR+ m t
where
m
= Error term
t
a
0 = the constant term
's = the parameters to be estimated
Estimation procedure: The study utilized the Ordinary Least Square (OLS) method of estimation in
conducting the econometrics test. The OLS method has been used in a wide range of economic
relationships with satisfactory result. The method employs sound statistical techniques appropriate for
empirical problems; and it has become so standard that its estimation techniques are used. It is
reputable for its BLUE (Best Linear Unbiased Estimator) properties. This implies that its error term has
a minimum and equal variance. The conditional mean value is zero and normally distributed (Gujarat,
2004).
Econometrics software: The E-Views version 7 econometric package was utilized in analyzing the
data while excel was used in imputing the data.
Data Analysis And Result
Diagnostic tests results: In literature, most time series variables are non-stationary and using nonstationary variables in the model might lead to spurious regression. The data collected were subjected
to various preliminary tests like the Unit Root test using the Augmented Dickey Fuller (ADF) test and Co
integration test using Johansen tests. Also, normality test and heteroscedasticity test were conducted
to confirm that the variables were normally distributed and that error terms of the variables under
consideration were homoscedastic.
Descriptive Statistics: The results of the descriptive statistics conducted on the monetary policy and
bank credit to SMEs which captures the variables of SMECRED, EXCH, RGDP, M2 and MPR are
shown in the table1.
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Table 1: Descriptive statistics
SMECRED
Mean
7546382.
Median
256838.8
Maximum
35167204
Minimum
41810.00
Std. Dev.
13220979
Skewness
1.338790
Kurtosis
2.842816

EXCH
69.04675
22.25850
158.5526
0.544500
65.28807
0.200306
1.211632

RGDP
3377155.
306456.3
24700000
183563.0
6552440.
1.877009
5.200789

M2
3503.514
450.7130
17680.52
14.47117
5471.220
1.466344
3.657632

MPR
5.921291
6.573750
11.06417
0.316667
3.065399
-0.088774
2.047902

Jarque-Bera
Probability

10.79120
0.004536

5.038125
0.080535

28.40418
0.000001

13.54971
0.001142

1.407021
0.494845

Sum
Sum Sq. Dev.

2.72E+08
6.12E+15

2485.683
149188.6

1.22E+08
1.50E+15

126126.5
1.05E+09

213.1665
328.8835

36

36

36

Observations
36
Source: Author’s computation (2017)
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From the result in table 1, the probabilities of Jarque-Bera test for normality forall the variables indicate
values above 5% significance level. The result also indicates that all the variables have a positive mean
values which ranges from69.04675 to 7546382 with 36 observations. The highest standard deviation
of13220979 is recorded by SMECRED while the least standard deviation of 3.065399is recorded by
MPR. The skewness statistics from the table revealed that one variable under consideration is
negatively skewed while the other variables are skewed positively. Equally, the relationships among
the studied variables depicted in the model were tested using correlation test procedure.
Correlation: The correlation test conducted was to ascertain the degree of relationship that exists
between the dependent variable and the independent variables. The correlation matrix is presented in
table 2.

Table 2: Correlation matrix
SMECRED
SMECRED
1.000000
EXCH
- 0.721373
RGDP
0.916828
M2
0.950352
MPR
- 0.404158

EXCH
0.721373
1.000000
0.638161
0.780327
0.690615

RGDP
0.916828
0.638161
1.000000
0.854912
0.339188

Source: Author’s computation (2017)
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M2
0.950352
0.780327
0.854912
1.000000
0.523278

MPR
0.404158
0.690615
0.339188
0.523278
1.000000

The results indicate that coefficients of RGDP and M2 show positive signs which suggest a positive
relationship between the variables and the bank credit to SMEs in Nigeria during the period under
review while the coefficient of the variables, MPR and EXCH indicate negative signs which imply that
the variables relationship with the bank credit to SMEs in the economy during period under review is
negative.
The Regression Result: The result is interpreted based on the various expectations of the economic
theory. Statistically, the t-statistic of the variables under consideration is interpreted based on the
following decision rule: if the t-value of the variables under consideration is less than two or greater
than the positive two (≤-2 ≥2), then it shows that the variables under consideration is significant,
otherwise they are not. From the regression results, the t-values of the variables under-consideration
are as follows: The t-statistic considerations indicate that three of the variables are significant at 5%
significance level.
Table 3: The t-statistics

Variable
C
EXCH
RGDP
M2
MPR

t-Statistic
1.043357
-0.520873
4.358568
6.705708
-2.559805

Prob.
0.3049
0.6062
0.0001
0.0000
0.0020

Source: Author's computation (2017)
From the result in table 3, three variables which were RGDP, M2 and MPR show values that are greater
than positive and negative two. This shows that the variables are statistically significant at 5%
significance level. The F-statistic which is statistically significant with a probability of 0.0000 confirms
that the overall regression is statistically significant. The R2- (R-squared adjusted) which measures the
overall goodness of fit of the entire regression, shows the value as follows: 0.941214= 94%. This
indicates that the independent variables explain the dependent variable to the tune of 94 %. Also the
Durbin Watson (DW) statistics DW = 2.048019, which is greater than the R2 shows that the overall
regression is statistically significant and there is no autocorrelation.
Conclusion And Recommendations
Conclusion: Based on the outcomes of this research, it is clear that monetary policy has strong
statistical influence on bank credit to SMEs subsector in Nigeria. The government of Nigeria through
the Central Bank has in place the SMEEIS programme to encourage the commercial banks to extend
credit to SMEs in order to boost high productivity, innovation, employment level, and standard of living,
reduce poverty and ultimately accelerate economic growth yet according to Azende (2011), SMEEIS
as a formal financing option, has not made any significant impact towards SMEs growth in Nigeria.
Much is therefore desired as inadequate funding still remains the major obstacle to SMEs growth in
Nigeria. Accordingly, monetary policy manipulation which has been identified by this study as a
veritable tool to spur bank credit to the subsector must be well harnessed.
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Recommendations: In line with the conclusion of this study that monetary policy has strong influence
on bank credit to SMEs subsector in Nigeria; the following recommendations were made.
I. Government should consciously develop the business environment by provision of necessary
infrastructure, which will lower the cost of doing business in Nigeria by way of lowering the lending
rates especially to SMEs to single digit as the rate which currently hovers around 25 to 30 percent
in Nigeria is hostile with attendant debilitating effect on the economy.
ii. The Monetary policy rate (MPR) of 14% which is the anchor rate where other rates revolve is high
and requires downward review to a single digit though the country is in a policy dilemma of
simultaneously fighting high inflation and slow growth. It should be reduced to single digit rate in
order to attract the requisite reciprocal effect on the already prohibitive lending rate.
iii. The CBN should retain its current policy on exchange rate management that is the managed float
system should be sustained in the short run.
iv. Appropriate money supply policies should be put in place to ensure that the right quantity of
money required in the economy for the commercial banks to thrive is maintained at a particular
time.
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Abstract
Capital structure is the mix or relative proportion of debt and equity raised by a firm to enable it provide
funds for its operations. However, the determinants of capital structure that will provide the better mix
for optimal benefit are yet to be identified. This study examined the relationship between firms'
attributes, board characteristics and capital structure of listed conglomerate firms in Nigeria with a view
to providing such answer. Secondary data were extracted from a sample of six firms for a period of ten
years. The correlational research design was adopted. The multiple regression technique was used for
analyzing the data. The study found that profitability, firm size and board size are positively and
significantly correlated with leverage, while board composition has a non- significant negative
relationship with leverage of the sampled firms. The study recommended among other things, that the
management of listed conglomerate companies should strive towards attaining higher profits, optimal
asset utilization as well as improving governance.
Keywords: Board composition, board size, capital Structure, firm size, leverage and profitability
Introduction
The capital structure of a firm is a function of the various long term sources of fund available to the firm,
and the major aim of any capital structure decision is to attain the optimal capital structure which
maximizes shareholders' wealth by providing the lowest cost of capital (Revathy & Santhi,
2016).Capital structure is the mix or relative proportion of debt and equity raised by a firm to enable it to
provide funds for its operations. It refers to the combination of equity and debt raised by an entity to
finance its assets (Okiro, Aduda & Omoro, 2015). Nyor and Yunusa (2016) identified the most realistic
means of raising capital as that which is a combination of a certain proportion of debt and equity.
According to Ranti (2013), the optimal capital structure that will synthesize costs and benefits is yet to
be identified.
Conglomerate firms in Nigeria are characterized by high financial risks as a result of engagement in
several unrelated business activities. This risk is more pronounced when conglomerate firms include
long term debt into their capital structure. One major consequence is the possibility of bankruptcy
resulting from financial distress therefore conglomerate firms are expected to effectively decide on the
best mix of debt and equity that will boost their operating performance (Nyor & Yunusa, 2016).
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A number of studies conducted on the determinants of capital structure have their samples from
countries with different economic environment from Nigeria (Baral, 2004; Rahmi, 2014; Nawi, 2015). In
addition, none of these studies (Ibrahim, 2009; Okiro, Aduda & Omoro, 2015; Cyril, 2016 and
Nor&Yunusa, 2016)focused on listed Nigerian conglomerate firms. Further, none of these studies
examined the relationship of firm attributes (that is profitability and firm size) and board characteristics
(board composition and board size) on capital structure decisions of listed Nigerian conglomerate
firms. This study therefore seeks to establish the relationship between both firms attributes and board
characteristics and the capital structure of listed Nigerian conglomerate firms. The study hypothesizes
that, there is no significant relationship between profitability, firm size, board composition and board
size on leverage of listed conglomerate firms in Nigeria.
Literature Review
In an attempt to examine the factors that influence the capital structure decisions of firms, Boon, San
and Azrbaijani (2012) investigated the relationship between board of directors and companies' capital
structure in Malaysia. The study covered 75 non-financial Malaysian companies listed on the Kuala
Lumpur Stock Exchange from 2005 to 2008. Multiple regression analysis was used to investigate the
relationship between board characteristics and capital structure decision of listed companies. The
results showed that board size has a statistically significant negative relationship with leverage. The
finding implies that management of companies with a large number of directors will be forced to take
capital structure decisions that will be more of equity than debt. Aminu (2012) also studied 59
construction companies in Malaysia with a view to examining the impact of board characteristics on the
capital structure of the sampled firms. The study found a statistically significant negative relationship
between board size and the capital structure of the sampled firms.
In Pakistan, Butt and Hassan (2009) used multivariate regression analysis to examine data collected
from 58 non-financial firms listed on the Karachi Stock Exchange for the period 2002 to 2005. They
found that there is no statistically significant relationship between board composition and the capital
structure of the sampled firms. This however, contradicts the agency theory which suggests that the
presence of a high percentage of non-executive directors on the board will make the board to take
decisions that will favor the shareholders.
Kofi, Opoku and Konadu (2013) investigated the determinants of capital structure using a sample of 33
listed and non-listed companies in Ghana from 2003 to 2007. With the aid of multiple regression
analysis, the study revealed that there is a statistically non-significant positive relationship between
profitability and leverage. This is inconsistent with the pecking order theory of Myers and Majiuf (1984)
and it can also be argued that, the period covered by this study was relatively inadequate. Using
documentary data from the sampled firms listed on the Nairobi Stock Exchange, Frederick (2013)
observed a statistically significant negative relationship between board composition and capital
structure. The finding suggests that as the percentage of independent directors on the board
increases, they tend to bring down the level of leverage in order to reduce risk and bankruptcy costs.
Prior studies in Nigeria have established the relationship between firm size and capital structure. Using
panel data, Olayinka (2011) examined the determinants of capital structure of 66 firms listed on the
Nigerian Stock Exchange from 1999 to 2007. The result showed that a statistically positive relationship
exists between firm size and capital structure in support of the bankruptcy cost theory which suggests
that larger firms will opt for debt because their bankruptcy costs constitute a small portion of their total
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assets, while smaller firms whose bankruptcy costs represents a large chunk of their total assets would
prefer raising equity rather than debt finance.
Babatunde (2016) using a sample of 50 companies quoted on the Nigerian Stock Exchange from 2001
to 2010, established a significant negative relationship between profitability and leverage, which was
measured by short term debt ratio, long term debt ratio and total debt ratio. As such, and in line with the
pecking order theory, the study concluded that firms with high profitability are less likely to include a
high proportion of debt in their capital structure. One major defect of this study is that its scope only
stopped at 2010, which had failed to take into cognizance the events that happened in the six-year time
lag. The study also measured profitability as the ratio of profit before tax to the book value of total
assets. This neglects the effect of tax on performance. The finding supports signaling theory, but
contradicts the bankruptcy theory.
Theoretical Framework
This study is underpinned by three theories, the Agency theory, Pecking order theory and the
Bankruptcy cost theory. (i) The Agency theory is used to explain the relationship between board
composition and board size on one hand and capital structure on the other hand. The agency theory
highlights the relationship between the principal (shareholders) and their agents (managers). Agency
relationship arises when one party hires another to perform certain functions while also delegating
decision making authority to the agent. (ii) The Pecking order theory propounded by Myers (1984) is
used to explain the relationship between profitability and capital structure. This theory suggests a
negative relationship between profitability and leverage. It asserts that firms prefer internal financing to
external finance. But in the event where internal equity is exhausted, firms should go for debt rather
than external equity. Thus, a high profitability implies availability of internal finance to the firm and less
reliance on debt. (iii) The bankruptcy cost theory explains the positive relationship between firm size
and leverage. According to Remmers (1974), larger firms are more diversified and they have easy
access to credit than smaller ones. They receive high credit rating and pay lower debt interest. In
addition, larger firms are less prone to bankruptcy as a result of their large asset base, and their
bankruptcy cost in relation to their total asset value is negligible. Hence, large firms are expected to
include debt in their capital structure.
Methodology
The study adopts a correlation research design. The population of the study consists of all six (6)
conglomerate firms listed on the Nigerian Stock Exchange as at 31st December, 2015. The sample
covers the firms which make up the population of the study. The study used secondary data collected
from the audited annual reports (financial statements) of the sampled firms (AG Leventis Nigeria,
Chellarams, John Holt, SCOA Nigeria, Transcorp Nigeria and UAC Nigeria) from 2006 to 2015. The
study adopts multiple regression analysis technique for data ana1ysis.The following modelis used:
LEVit = ɑ0it+â1PRFit + â2 FSZit + â3BCMit + â4BSZit+ ?âit
Where: LEV = Leverage;ɑ 0it=Constants;â1– â5=Beta coefficients of the individual independent
variables;iand t = Period i at time t; PRF = Profitability; FSZ = Firm Size; BCM = Board Composition;
BSZ = Board Size and ? =Error term.
Table 1 presents the measurement used in the study forthe dependent and independent variables:
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Table 1:Variables Measurement
Variables

Type

Measurement

Leverage (LEV)

Dependent

Ratio of long term debt to shareholders’ fund (Amin,
2012)

Profitability (PFT)

Independent

Return on Equity, which is measured as profit after
tax divided by shareholders’ fund (Akeem, Terrer,
Monica & Mathew, 2014)

Firm size (FSZ)

Independent

Natural log of total assets (Babatunde, 2016).

Board composition (BCM)

Independent

Number of non -executive directors on the board of
directors (Ibrahim, 2009).

Board size

Independent

Total number of directors on the board (Ibrahim,
2009).

Variables

Mean

Std. Dev.

Min

Max

Skewness Kurtosis

LEV

2.1531

0.3042

1.6000

3.1600

0.1056

0.2324

PROF

7.1570

2.1382

1.0000

17.990

0.0000

0.0000

FSIZE

0.8638

0.0304

0.8100

0.9200

0.3514

0.0101

BCOM

0.7011

0.1243

0.4300

0.9000

0.0768

0.7178

BSIZE

8.5000

1.7222

5.0000

12.000

0.8890

0.0590

Source: Audited Annual Financial Statements (2016)
It is observed from Table 2 that the average leverage of the sampled firms is 2.15, with a standard
deviation of 0.30 indicating that there is little dispersion from the mean among the leverage positions of
the sample firms. The minimum leverage is 1.60, while the maximum is 3.16. This relative high amount
of leverage is a pointer that most of the firms operating in the conglomerate sector are heavily financed
by debts. The coefficient of skewness for leverage is 0.10, implying that the data is positively skewed,
which is an indication that more observations would tilt to the right ofa normal plot. This is slightly short
of satisfying the assumption of normal distribution which suggests that a normally distributed data
should have zero skewness. Similarly, the coefficient of the kurtosis is 0.23; this is also a departure
from the zero-kurtosis suggested for a normally distributed data.
With respect to profitabilitytable 2, reveals that the variable has a mean of 7.15 with a standard
deviation of 2.13. It can be deduced that a wide dispersion between the mean and the standard
deviation exists which is a pointer that the conglomerates sector is characterized by volatility of
earnings. The minimum and maximum profitability are 1.00 and about 18 respectively which suggests
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a wide disparity in the profitability of the sample firms with a skewness and kurtosis values of 0.00
respectively. However, the variables have satisfied the Gausian assumption of normality.
Table 2also presents the descriptive statistics of firm size which has a mean of 0.86 and a standard
deviation of 0.03. This implies that there is no much variation in the size of the sampled firms. This
implies that they are virtually of the same size. The minimum firm is 0.81, while the maximum is 0.92.
This further indicates that the firms do not vary much in size, however, with a positive skewness of 0.35,
the variables do not satisfy the assumption of normality, but a 0.01 kurtosis coefficient suggests that
the variable is relatively normally distributed. Board composition has an average value of 0.70 with a
standard deviation of 0.12. This suggests that a large proportion of independent directors on the board.
The minimum ratio of non-executive directors to board size is 0.43, while the maximum is 0.90. This
can be deduced from the mean of 0.70 which indicates that most of the sample firms are tilted toward a
higher level of board composition. Therefore, the skewness of 0.07 can be said to have satisfied the
assumption of a normally distributed data which is corroborated by a kurtosis of 0.71.
The Table further shows the descriptive statistics with respect to board size with a mean of 8.50 and a
standard deviation of 1.72. This implies that there is a wide dispersion from the average board size.
The minimum board size of the sampled firms is 5 while the maximum is 12. The skewness coefficient
of 0.88 is an indication that the data is skewed to the right of a normal plot showing that the data is not
normally distributed. However, this non-normality may be addressed by a perfect kurtosis coefficient
of0.05.In view of the fact that not all the variables satisfy the assumption of normality as a pre-requisite
in running OLS regression, this study ran Shapiro-Wilk test to find the statistical significance of the
assertion that the data are normally distributed.
Table 3: Normality Test Result

Variables

W

V

Z

P-Values

N

LEV

0.97004

1.6920

1.051

0.14656

60

PRF

0.70651

15.953

5.970

0.00000

60

FSZ

0.95476

2.4590

1.939

0.02623

60

BCM

0.95157

2.6330

2.087

0.01847

60

BSZ

0.97102

1.5750

0.979

0.16370

60

Source: Stata Output (2016)
To determine the normality of the data using Shapiro-Wilk test, the null hypothesis that the data are
normally distributed is tested using the individual P-values of the variables. Table 3 reveals that the Pvalues of profitability, firm size and board composition are significant. As a result, the study fails to
reject the null hypothesis that the data are normally distributed. However, profitability has a P-value
which is significant at 1%. This implies that the data with respect to profitability are not normally
distributed. It can however, be deduced that the overall data satisfy the assumption of normality.
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Table 4 presents the correlation matrix results, on the basis of which the relationship between the
variables are analyzed and interpreted.
Table 4: Correlation Results
Variables
LEV
PRF
FSZ
BCM
BSZ

LEV
1.0000
0.5375
0.0000
-0.3208
0.0125*
-0.2583
0.0463*
-0.4125
0.0011*

PRF

FSZ

BCM

BSZ

1.0000
0.1618
0.2169
-0.1636
0.2117
-0.1747
0.1869

1.0000
-0.1146
0.3824
0.2022
0.1214

1.0000
0.2656
0.0403*

1.0000

Source:Stata Output(2016)
Note: *Significant at 5%
Table 4 reveals that leverage is 54% and positively associated with profitability at l% level of
significance. This implies that the higher the profit, the higher the leverage of the sample firms and
suggests that profitability determines the extent to which the firms can access long term debts to
finance their operations. The table also shows that there is a significant negative relationship between
leverage and firm size to the extent of 32% with a significance level of 5%. This implies that the higher
the firm size, the lower the leverage of the sampled firms. This shows that larger firms are more willing
to finance their operations with equity rather than with long term debts.
The results inTable4show a significant but negative relationship between leverage and board
composition of the sampled firms. This negative relationship of 26% and significant at 5% implies that
the higher the number of non-executive directors on the boards, the lower the leverage. It also follows
through that firms with high level of board composition opt for more equity financing than debt. The
results also reveal that there is a 41% negative relationship which is statistically significant at 1 %
between leverage and board size, which suggests that as the number of directors on the board
increases, their leverage will also decrease.
Table 4 also reveals that the relationship among the independent variables themselves ranges from
11% to 27%. While profitability is positively and negatively correlated with firm size and board
composition to the extent of 16% respectively, it is negatively correlated with board size at 17%.
Similarly, firm size is negatively and positively correlated with board composition and board size at 11%
and 20% respectively.
Board composition however is positively correlated with board size at 27%. The correlation among the
independent variables, with the exception of board composition and board size are found to be
statistically non-significant. The correlation matrix table shows no presence of multi-collinearity among
the independent variables as none of them have a coefficient of 0.8, but to satisfy one assumption of
the OLS regression, a multi-collinearity test using the Variance Inflation Factor (VIF) and the Tolerance
Value (TV) was conducted and the result is presented in
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Table 5: VIF and TV

Variables
PRF
FSZ
BCM
BSIZE

VIF
1.18
1.12
1.12
1.09

1/VIF
0.846103
0.892613
0.896286
0.921414

Source: Stata Output (2016)
Table 5 reveals that the VIF value for the individual independent variables is well below10. On the other
hand, the TV are above the minimum of 0.10. On the average, the mean VIF of the variables is 1 .13.
This satisfies the “no presence of multi-collinearityassumption”among the regressors in the OLS
regression. To test for homoscedasticity, the Breusch-Pagan test for heteroscedasticity was
conducted. The result reveals a chi-square of 1 .73 and a probability of 0.1 889 which is non-significant
and which proves no serious presence of heteroscedasticity in the data. Therefore, the regression
results can be relied on to draw statistical inferences and make generalizations. Table 6 presents the
summary of the regression results:

Table 6 : Summary of OLS Regression Result
Variables
R2
AdjustedR2
F-Statistics
Prob> F
Haussman Test:
Chi2
Prob> Chi2

FIXED EFFECT
Statistics
Variables
0.5370
R2Within
0.5033
R2Between
15.95
R2 Overall
0.0000
F-Statistics
Prob> F
27.93
Wald Chi2
0.0000
Prob> Chi2

RANDOM EFFECT______
Statistics
Statistics___
0.5140
0.3383
0.4891
0.8609
0.0385
0.4961
13.22
0.0000
34.62
0.0000_____

Stata Output (2016)
Table
6 shows that the independent variables of profitability, firm size, board composition and board
Source:
size are able to explain 51% of the variations in the capital structure of listed Nigerian conglomerate
firms. The other 49% of the variations in the capital structure of the sampled firms is as a result of other
factors not captured in this study. With an F-Statistics of 13.22, which is significant at 1%, the model is
fit.
Table 7: Regression Coefficients
Variables
Cons
PRF
FSZ
BCM
BSZ

Coefficients

P-Value

- 5.077215
0.0408316
7.6866730
- 0.0883204
0.0423614

0.019
0.001
0.002
0.663
0.035

Source: Stata Output (2016)
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Table 7 presents the coefficients of the individual independent variables. The coefficient of the constant
is negative, which implies that there would be no leverage if all the independent variables are held
constant. From the table, profitability has a coefficient of 0.040 which is significant at 5%. This indicates
that there is a statistically significant positive relationship between profitability and leverage. Hence,
the rejection of the null hypothesis which states that there is no significant relationship between
profitability and leverage.
The result suggests that a 1% increase in profit will lead to a 4% increase in leverage of listed Nigerian
conglomerate firms. This finding supports that of Kofi, Opoku and Konadu (2013) who found a
significant positive relationship between profitability and capital structure. However, it contradicts the
findings of Babatunde (2016) who concluded that a significant negative relationship between
profitability and capital structure exist, and contradicts the pecking order theory which suggests that
firms with high profitability are less likely to opt for debt financing due to the availability of internal equity
which is cheaper than debt.
The results from Table 7also reveal that firm size is positively related to leverage at 5% level of
significance. This implies that firm size has a positive influence on leverage. Thus, the null hypothesis
that there is no significant relationship between firm size and leverage is rejected. This finding is similar
to that of Olayinka (201 1) who found a statistically significant positive relationship between firm size
and capital structure which is in line with the bankruptcy cost theory in suggesting that larger firms have
more access to debt than smaller firms. However, it contradicts the study of Babatunde (2016) who
concluded that there exists a significant but negative relationship between firm size and capital
structure.
Furthermore, the table 7 reveals a statistically non-significant negative relationship between board
composition and leverage with a coefficient of -0.088 and a p-value of 0.663 which agrees with the null
hypothesis, that there is no significant relationship between board composition and leverage. The
finding is in agreement with Butt and Hassan (2009) who similarly found a non-significant relationship
between board composition and capital structure. This contradicts the agency theory (Frederick,
2013).
Finally, table 7 discloses that board size has a coefficient of 0.0423 and a p-value of 0.03 5. This implies
that there exists a statistically positive relationship between board size and leverage, as such we reject
the null hypothesis which states that there is no significant relationship between board size and
leverage. This finding agrees with that of Ibrahirn (2009) who found a significant positive relationship
between board size and capital structure, but it contradicts Aminu (2012) & Boon, San and Azrbaijani
(2012).
Conclusions and Recommendations
This study as a primary objective assessed the relationship between firm attributes (profitability, firm
size); board characteristics (board composition and board size)andthe capital structure of listed
Nigerian conglomerate firms. The study found that there is a statistically significant positive
relationship between profitability, firm size, board size and leverage, but found a statistically nonsignificant negative relationship between board composition and leverage.
In line with these findings, the study recommended that the management of listed conglomerate firms
should attain and sustain profitability at between 1% and 17% to ensure that they have access to debt
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financing opportunities. Board size should beimproved to within 81% and 92% to accommodate the
maximum number of directors possible as this ensuresinvestors' confidence and creates higher
gearing levels for the firms. The range of board composition should be between 4% and 9% of board
size, while board size should not be less than fiveDirectors and larger than 12 directors for listed
Nigerian conglomerate firms.
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Abstract
This study examined the impact of board structure on corporate tax planning of quoted deposit money
banks in Nigeria for the period 2011 to 2015. Secondary data were used to generate data on board
equity ownership and institutional ownership and corporate tax from annual reports of nine banks. The
study used regression analysis in examining the impact of board equity ownership and institutional
ownership on corporate tax. The Results from the study, revealed that there is no significant
relationship between corporate tax and board equity ownership, while institutional ownership had a
significant impact on corporate tax. The study recommended that organizations should welcome
institutional investors as their representation on board has a benefit towards increasing dividends, and
also improved tax planning. It also suggested that Institution Owners of stock should not only be watch
dogs but give inputs where necessary in managerial decisions in an organization.
Keywords: Board structure, board equity ownership, institutional ownership, effective tax rate.
INTRODUCTION
Board structure is one of the most important mechanisms of corporate governance. Board structure is
considered an important internal mechanism to ensure good corporate governance as it consists of
directors that shoulder the serious responsibility of monitoring, evaluation and rewarding the executive
management. Various governance reforms have specifically been emphasized on appropriate
changes to be made to the board of directors in terms of its composition, structure and ownership
configuration. However, this study focuses on the board equity ownership termed managerial
ownership in some literature. It shows the proportion of shareholding held by the management of a
given organization. It is believed that when management has a stake in a given organization, attention
is given to all policies in order to ensure effectiveness and efficiency of achieving positive performance.
Institutional ownership as the term indicates is the proportion of shareholding held by outside
institutions in such an organization.
The political, economic and social development of any country depends on the amount of revenue
generated for the provision of infrastructure in that given country. As such, tax system is used as a
mechanism to achieve economic growth. Company tax is one of the means by which the Nigerian
government obtains a steady source of revenue. This source of revenue is important because it is used
in achieving government social and economic development. Changes in tax laws and provision of tax
incentives in a form of reduction in the statutory tax rate, exemptions, deductions and abatements are
reflected in a company's effective tax rate (ETR). The ETR is used to measure the impact of changes in
a country's tax policy on companies' tax burdens (Molloy, 1998), and it has been an important measure
of corporate tax burdens on companies for policymakers and academic researchers for several
decades (Zimmerman, 1983).
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The relationship between board equity ownership and institutional ownership on corporate tax can be
seen where the board engages in a policy of tax planning where the board employs expensive
accountants to find increasing complicated ways of paying less tax. Corporate tax in this study is used
in either, an aggressive form, tax avoidance or tax planning. However, researchers agree that
aggressiveness of tax is the same as tax avoidance. Researches have shown that the nature of their
mix on the board will give a clear strategy of achieving their goal on reducing the level of tax to be
charged on the company's profit in order to maximize their objectives. But can gender diversity, size of
the board, independence of the board give rise to tax avoidance? The researcher believes that
numbers and mix, independence would not give rise to tax avoidance rather, the board having a stake
in the organization will lead to tax planning or avoidance.
Additionally, researches have been conducted on the elements of board structure on corporate
taxation for example in the works of Aliani and Zarai (2012), Zemzem and Ftouhi (2013), Zamzam and
Nafarieh (2013), Boussaidi and Hamed (2015). Therefore, this paper studied the impact of board
equity and institutional ownership on corporate tax of the Nigerian listed deposit money banks. The
paper eventually documented immense contributions to the government, organizations and
prospective researchers. The paper covered a period of 5 years with focus on the deposit money banks
in Nigeria. The paper is categorized into five sections; including background, literature review,
methodology, discussion of results and conclusions.
REVIEW OF LITERATURE
Under this section, the paper reviewed related literatures which have examined association between
board equity, institutional ownership and corporate tax. A competitive tax strategy can be achieved
either by amending the income tax laws such as lowering the corporate statutory tax rate (STR), or by
providing tax incentives (e.g. investment tax allowance and pioneer status) to specific industries. The
general tax competition strategy of lowering the corporate tax rate can also reduce company ETRs, but
it may also have a negative impact on the government revenue collections. Therefore board members
tend to maximize company performance and engage in a strategy to reduce the company tax to be
charged on the profit. This paper looked into the relationship between board equity institutional
ownership and corporate tax of listed deposit money banks in Nigeria.
Board equity and Corporate tax planning
Allowing both inside and outside directors to hold equity interests can provide better incentives in a
given organization (Jensen, 1993). Equity ownership by non-executive board members creates
incentive for directors to protect financial stake in the firm (Jensen and Meckling 1976). Johnson,
Hoskisson, and Hitt (1993) studied board of director involvement in restructuring the effects of board
and managerial controls and characteristics. They found that the more equity holdings of outside board
members, the more their involvement in strategic restructuring. Different board ownership level may
result in different corporate performance.
Morck, Shleifer, and Vishny (1988) studied board of director's involvement in restructuring. The study
was aimed at finding out whether restructuring is brought on as an action by the board in its central
oversight role or whether managers are pursuing positive strategic action or correction. The study
found that top management team equity stakes are negatively related to board involvement in
restructuring, while outside director ownership is found to be positively related. Emphasis on strategic
controls by managers was found to be negatively related to board involvement in restructuring. Top
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management team tenure and top management organizational tenure are negatively related to board
involvement. Outsider representation on the board is positively related to board involvement in
restructuring, while board tenure was found to be unrelated. Their findings suggested a positive
relationship between board shareholdings and firm performance when board ownership increases
from 0% to 5%.
Kren and Kerr (1997) found that the board of directors with significant shareholdings had stronger
linkage between firm performance and compensation. With board shareholdings, the interests of
board of directors are aligned with the firm's performance. With good corporate performance, the
board can not only receive increased performance-linked compensation but also return from
shareholding. Tax aggressiveness, which serves as a way to increase after-tax firm value, can help the
board of directors to enjoy these two benefits. Moreover, Mc Williams and Sen (1997) studied board
monitoring and antitakeover amendments, that is, when inside and outside directors increase their
ownership of the company, the monitoring role of the board becomes unproductive and the potential
managerial entrenchment incentives increase. Therefore, more aggressive tax strategy will be
approved by directors and implemented by the company. On this basis the following hypothesis is
formed:
H1: The percentage of board equity is significantly correlated with a company's tax planning
Institutional Ownership and Corporate Tax Planning
Ownership structure is an important subject to study in corporate governance (La Porta, Lopez,
Shleifer, & Vishny, 2000). Corporate governance literature has documented that corporate ownership
is concentrated in the hands of controlling shareholders around the world (Claessens, Djankov, Fan, &
Lang, 2002). Hasana, Kimc, Tengd, and Wu (2016) examined whether foreign institutional investors
(FIIs) help explain variation in corporate tax avoidance and whether mechanisms such as tax morality,
investment horizon, and corporate governance underlie the relation between FIIs and tax avoidance.
However, they found robust evidence that FIIs are negatively associated with corporate tax avoidance.
Moreover, this negative association is dominated by FIIs from countries with high tax morality, FIIs with
long- term investment horizons, and FIIs from countries with high corporate governance quality.
Murni, Sudarmaji, and Sugihyanti (2016) examined the role of institutional ownerships, board of
independent commissioners and leverage in cases of corporate tax avoidance in Indonesia with a
population of all manufacturing firms listed on the Indonesian Stock exchange for the period 20102014. The study used secondary data such as annual financial statements that were published during
the observation year. The results showed that only the Institutional Ownership has a significant effect
on tax avoidance.
Khan, Srinivasan and Tan (2016) examined institutional ownership and corporate tax avoidance.
Using the Russell index reconstitution setting to isolate exogenous shocks to institutional ownership,
and a regression discontinuity design that facilitates sharper identification of treatment effects, they
found a significant and discontinuous increase in tax avoidance following Russell 2000 inclusion. The
tax avoidance involved the use of tax shelters, and the immediate benefits include higher profit
margins and likelihood of meeting or beating analyst expectations. However, the results shed light on
the effect of increased ownership concentration on tax avoidance.
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Bird and Karolyi (2016) examined governance and taxes: applying regression discontinuity design
found that positive shocks to institutional ownership around Russell index reconstitutions leads, on
average, to significant decreases in effective tax rates (ETRs) and greater use of international tax
planning using tax haven subsidiaries. These effects are smaller for firms with initially strong
governance and high executive equity compensation, suggesting poor governance as an explanation
for the under sheltering puzzle, and appear to come about as a result of improved managerial
incentives and increased monitoring by institutional investors. They further observed that the largest
decreases among high ETR firms, and increases for low ETR firms, are consistent with institutional
ownership pushing firms toward a common level of tax avoidance.
Khurana and Moser (2013) investigated whether the level of ownership by institutional shareholders
with a long-term horizon is associated with firms' tax avoidance activities. In theory, tax avoidance
increases firm value through tax savings; nevertheless, institutions with long-term investment horizons
are likely to discourage tax avoidance activities if such activities encourage managerial opportunism
and reduce transparency. Using a sample of firms with institutional ownership data from 1995–2008,
they found less tax avoidance in firms held by long-term institutional shareholders. Investigating
further, they found these results are generally driven by poorly governed firms. On this basis, the
second hypothesis is formulated as follows:
H2: The percentage of institutional ownership is significantly correlated with corporate tax
planning
RESEARCH METHOD
In this study, board equity ownership, institutional ownership variables and effective tax are obtained
from the annual reports of the sampled banking companies, therefore making the research ex post
factor. To examine the relationship between board equity; institutional ownership and corporate tax a
population of 18 Deposit Money Banks listed in the Nigerian Stock Exchange was selected. The study
covers the period from 2011 to 2015. A judgmental sampling technique was used. A sample of 9 banks
was selected after excluding banks without available data. The selected banks for the study include;
Access bank, Diamond bank, FCMB, Fidelity bank, Guaranty trust bank, Sterling bank, United Bank for
Africa,Wema bank, and Zenith bank
The study ran a descriptive statistics on all variables used and also pre and post-estimation tests were
conducted like the normality test, variance inflation factor and heteroskedacity test. Correlation
analysis was employed to measure the degree of relationship within the independent variables and
also with the dependent variable. Lastly, regression analysis was also run to show the level of
relationship between the variables.
Models Specification
Descriptive analysis was used to express the total mean, standard deviation and the minimum and
maximum of the variables used in the study. A correlation test was also run to show the relationship
between the independent variables used in the study. To examine the association between the board
structure and corporate tax, the study applied multiple linear regression analysis to test their
relationship.
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ETRit= â0 + â1BEQit + â2INSTOit + å
Where:
â0 = Parameters to be estimated (is the average amount the dependent variable increases when
the independent increases by one unit, other independents variables held constant).
e = an error term assumed to satisfy the standard OLS assumption / Ut = Gaussia n White Noise
(Stochastic error term)
â1- â2 = partial derivatives or the gradient of the independent variable. á = intercept coefficient

ETR
BEQ
INSTO

=
=
=

Effective tax rate
Board Equity
Institutional Ownership

The dependent variable was represented by corporate tax. Corporate effective tax rate has been used
previously in accounting literature such as Aliani, Hamid and Zarai (2011), Aliani and Zarai (2012),
Zamzam and Nafarieh (2013), Zemzem and Ftouhi (2013), Boussaidi & Hamed (2015). This study
employed the effective tax rate (ETR) as a measure of corporate tax to improve the robustness of the
results. The dependent variable ETR is defined as follows:
Total Tax Expense x 100
ETR =
Pre Tax Income
Total tax expense was elicited from the cash flow statement of annual reports which gavethe actual
amount paid out as tax and was also lagged by a year, signifying the preceding year bases was
applied.
While the independent variables used were board equity and institutional ownership. They are as
follows:
Board equity (BEQ); is the proportion of directors' shareholding to total number of outstanding shares.
(Muhammad, 2009 & Kabara, 2013). It is exclusively direct equity holding of the directors in the bank.
Institutional ownership (INSTO); measured by the proportion or percentage of institution equity
ownership in the firm. This includes indirect equity holding by management of the firm.
DISCUSSION OF RESULTS
This section provides the results of the analysis and a discussion of the results.

Table 1 Descriptive Statistics
Variables
Obs
Mean
StdDev
Min
Max
ETR
45
12.8281 7.3860 0.4785 31.5196
BEQ
45
0.0113
0.0191 0.0009 0.0953
INSTO
45
31.1656 19.1430 0.3510 79.8900
Source: Generated from annual Reports data (2011-2015), using stata
74

Table 1, shows the descriptive analysis of the variables used in the study. ETR measuring the
corporate tax has a mean value of 12.82 percent which implies that most banks in Nigeria if combined
do not give what is actually expected for corporate tax. As the statutory rate is 30% of profit after
interest. ETR has a minimum value of 0.4785 and a maximum value of 31.5196. Board equity has a
mean value of 0.0113 and a standard deviation 0.0191 respectively. This implies that on average 1.191
percent of equity holding is held by the managerial board members. Board equity has a minimum value
of 0.0009 and 0.0953 respectively. This shows that among the firms there are those with 9 percent
holdings in the firm's equity. Institutional Ownership has a minimum value of 0.3510 percent and a
maximum value of 79.89 percent. This shows that among the firms in the industry, there are those that
are jointly owned by institutional investors. Institutional ownership has a mean value of 31.16 percent
and a standard deviation of 19.14 percent respectively.

Table 2 Correlation matrix
ETR
BEQ
INSTO
ETR
1.0000
BEQ
0.2882*
1.0000
INSTO
-0.4004** -0.5065** 1.0000
** Significant at the level of 5%
*Significant at the level of 10%
Source: Generated from annual Reports data (2011-2015), using stata
Table 2 shows the correlation matrix the degree of relationship between the dependent and
independent variables and also within the independent variables used in the study. Before running the
correlation matrix, a normality test was conducted using the Shapiro Wilk test for normality, it shows
that the p-values are significant which shows spearman's rank correlation should be applied to show
the degree of relationships of variables. Board equity has a significant relationship with ETR at 10%
level with a value of 0.2882 while institutional ownership has a higher degree of relationship with ETR
at a significant level of 5%, with a value of -0.4004 and also a significant degree of relationship with
Board equity at also 5% level.

Table 3 OLS Regression
ETR
Coef
BEQ
-56.5927
INSTO
-0.6593
CONS
42.2437
R- Square

Std Err
101.40
0.3330
15.3330

t
-0.56
-1.98
2.76

p > |t|
0.580
0.054*
0.009**

VIF
1.03
1.03

0.143

Prob. F
0.057**
** Significant at the level of 5%
*Significant at the level of 10%
Source: Generated from annual Reports data (2011-2015), using stata
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Table 3 displays the results of the regression model developed in order to show the level of relationship
that exists between dependent variable and independent variables. From the regression model,
Effective tax rate is the dependent variable. To test the variability of the variables used in the
regression, a heteroskedasticity test is employed, which show that the error term is not constant as
such, robust regression was employed. Variance inflation factor (VIF) was also employed to check on
multi-collinearity. From the results given, there is absence of multi-collinearity in the variables of the
study.
In Table 3, the regression has an r square of 14.3 percent, which indicates that the remaining 85.7
percent are for variables not captured in the model. The result shows that the board equity has no
significant impact on effective tax rate with a p value of 0.580 which is more than 10% significant level. It
has a coefficient value of -56.59 and a t value of -0.56. The implication of this result is that, whether the
board increases its equity holding or not, it has no impact on determining the corporate tax of the
organization in which they manage.
The second variable which is institutional ownership has a negative and significant impact on effective
tax rate with a p value of 0.054 percent which is significant at the level of 10%. The implication of this
result is that with an increase in the institutional ownership by one percent affects the effective tax rate
by -0.6593. This means that as institutional ownership increases, effective tax rate reduces and verse
visa. This is in line with the study of Hasana, Kimc, Teng, and Wu (2016), and Bird and Karolyi
(2016).Agency theory of corporate tax avoidance (slemrod 2004; Crocker and Slemrod 2005; Chen
and Chu 2005) by showing that increases in institutional ownership are associated with increases in
tax avoidance as cited in (Khan, Srinivasan and Tan 2016) is not in line with this study
CONCLUSION AND RECOMMENDATIONS
In conclusion, it can be seen that board equity has no significant impact on corporate tax of deposit
money banks in Nigeria. This shows that increase or decrease in equity holding would not affect the
firm in term of effective tax rate. While institutional ownership has a negative and significant impact on
corporate tax in deposit money banks in Nigeria. These findings showed that, institutional ownership
does not go in line with the agency theory. However, institutional ownership is expected to play an
important role in monitoring, disciplining and influencing managers, not contrary to what the study
discovers.
Corporate institutional owner based on the size of voting rights they held, can force managers to focus
on economic performance and avoid opportunities for self-interested behavior. As part of their
responsibilities to the company, the institutional owners have a responsibility to ensure that the
company's management makes decisions that will maximize shareholder wealth.
Furthermore, the study recommended that the company should try to gain more knowledge and insight
about tax avoidance, so that the company can devise mechanisms for implementing its continuation
well, with no illegal tax planning so that it does not undertake tax fraud that could harm the State and
can worsen the name and company's reputation.
References
Aliani, K., & Zarai, M. A. (2012).Demographic Diversity in the board and corporate tax planning in
American firms. Business Management and Strategy, 3(1), 72-86.
76

Aliani, K., M'Hamid, I., & Zarai, M. A. (2011). Diversity in kind in the board of directors and tax
optimization: validation in the Tunisian context. Journal of Management and Global Business
Research, 11, 41-50.
Bird, A., & Karolyi, S. A. (2017). Governance and Taxes: Evidence from Regression Discontinuity. The
Accounting Review,92(1), 29-50.
Boussaidi, A. & Hamed, M. S. (2015). The Impact of Governance Mechanisms on Tax Aggressiveness:
Empirical Evidence from Tunisian Context. Journal of Asian Business Strategy,5(1), 1-12
Claessens, S., Djankov, S., Fan, J., & Lang, L., (2002). Disentangling the incentive and entrenchment
effects of large shareholdings. Journal of Finance, 57, 2741–2771.
Inder K. Khurana I. K., & Moser, W. J. (2013). Institutional Shareholders' Investment Horizons and Tax
Avoidance. The Journal of the American Taxation Association: Spring, 35(1), 111-134.
Hasana, I., Kimc, I., Teng, H., & Wu, Q. (2016).The effect of foreign institutional ownership on corporate
tax avoidance: International evidence. Bank of Finland Research Discussion, 26.Retrieved
fromhttps://helda.helsinki.fi/bof/bitstream/handle/123456789/14321/BoF_DP_1626.pdf;jsess
ionid=0AFAD57F443EA725CEFA377E4DA2CB3F?sequence=1
Jensen, M.C. (1993). The modern industrial revolution, exit, and the failure of internal control systems.
Journal of Finance ,48, 831–880.
Jensen, M. C., & Meckling, W., (1976). Theory of the firm: managerial behavior, agency costs and
ownership structure. Journal of Financial Economics, 3, 305-360.
Johnson, R., Hoskisson, R., & Hitt, M., (1993). Board of director involvement in restructuring: The
effects of board versus managerial controls and characteristics. Strategic Management
Journal, 14, 33-50.
Kabara, A.S. (2013). Corporate governance and voluntary disclosure by firms in the downstream
sector of the Nigerian petroleum industry.MSc Dissertation Submitted to the School of Post
Graduate Studies, Bayero University, Kano.
Khan, M., Srinivasan, S., &Tan, L. (2017). Institutional Ownership and Corporate Tax Avoidance: New
Evidence. The Accounting Review,92(2), 101-122
Khurana, I., and W. Moser. (2013). Institutional shareholders' investment horizons and tax avoidance.
Journal of the American Taxation Association 35(1), 111–134.
Kren, L., & Kerr, J. L., (1997). The effects of outside directors and board shareholdings on the relation
between chief executive compensation and firm performance. Accounting and Business
Research, 27(4), 297-309.
L a Porta, R., Lopez-de-Silanes, F., & Shleifer, A., (1999). Corporate ownership around the world.
Journal of Finance, 54(2), 471-517.
77

La Porta, R., Lopez-de-Silanes, F., Shleifer, A., & Vishny, R. (2000). Investor protection and corporate
governance. Journal of Financial Economics, 58(1-2), 3–27.
McWilliams, V. B., & Sen, N. (1997). Board monitoring and antitakeover amendments. Journal of
Financial and Quantitative Analysis, 32(4), 491-505.
Molloy, M. J. (1998). An approach for comparing US and Japanese effective corporate income tax
rates. Journal of Accounting Auditing and Taxation,7(1), 69-80.
Morck, R., Shleifer, A., &Vishny, R. W., (1988). Management ownership and market valuation: An
empirical analysis. Journal of Financial Economics, 20, 293-315.
Muhammad, L. M. (2009). Managerial ownership, board Structure and firm value: Evidence from listed
oil companies in Nigeria. Department of AccountingAhmadu Bello University, Zaria, 5(2), 37-43
Murni1, Y., Sudarmaji, E. & Sugihyanti, E. (2016). The Role of Institutional Ownerships, Board of
Independent Commissioner and Leverage: Corporate Tax Avoidance in Indonesia, Journal of
Business and Management,18, 79-85.
Zamzam, A. & Nafarieh, A. (2013). Analysis of the Impact of Executive Directors on the Tax Level of the
Companies Listed in Tehran Stock Exchange. European online Journal of Natural and Social
science special Issue on Accounting and Management, 2(3), 101-125
Zemzem, A. & Ftouhi, K. (2013).The Effects of Board of Directors' Characteristics on Tax
Aggressiveness. Research Journal of Finance and Accounting, 4(4), 140-147
Zimmerman, J. (1983). Taxes and Firm Size. Journal of Accounting and Economics,5(1), 119-149.

78

REGULATORY REFORMS IMPLEMENTATION AND AUDIT CLIENT
PORTFOLIO MANAGEMENT DECISIONS IN NIGERIA
Adeyemi, S.B. and Udofia, I.E.
Department of Accounting
University of Lagos
Abstract
This paper examined the influence of regulatory reforms on the client portfolio management decisions
of audit firms. The banking industry formed the focus of this study since it is one of the most highly
regulated sectors in the Nigerian economy. The prospect theory was incorporated into this research to
explain the rationale behind audit firms' client portfolio decisions because they would assess the
various implications of the reforms being implemented, the nature of the client and its associated risks,
its own objectives and associated risks to determine its client portfolio. Ex-post facto research design
using content analysis of the annual reports of 15 deposit money banks registered in the Nigerian
Stock Exchange whose names had not changed between the period 2004- 2014 was adopted in this
study. The research hypothesis was tested using binomial logistic regression. The findings showed
that reforms influence the client portfolio management decisions of audit firms more from 2009-2014
than the pre 2009 period. The study therefore recommended that audit partners and staff remain
technically sound and abreast of changes in reforms as they occur through trainings, group audits
engagement, regular interaction with their professional colleagues and the websites of regulatory
bodies, this would increase their audit market share and impact their client portfolio management
decisions.
Keywords: Regulatory reforms, Client portfolio decisions, Banking industry, Prospect theory, Nigerian
economy.
INTRODUCTION
The turbulent effects of the global financial crisis among quoted companies have highlighted the critical
importance of credible, high quality financial reporting. This quality is dependent on the supporting role
played by the external auditor during the audit exercise (Babatolu & Oyewo,2015). Reforms can be
described as improvements in the ways or strategies in which things are done as a result of changes,
advancements or the occurrence of problems and challenges (Asekome & Aihie, 2014). For this study,
they are standards and practices imposed by bodies statutorily established for the purpose of
monitoring and controlling the activities of corporate organizations and entities.
In Nigeria, several laws and bodies are created purposely to guide and restrict audit clients in their
financial reporting. Reforms both legal and regulatory were introduced to reduce incidences of low
quality financial reporting, systemic crisis, corporate scandals and failures among quoted firms. For
quoted companies, the main legal framework is the Companies and Allied Matters Act (CAMA) (1990)
which requires that financial statements comply with the Standards issued by the Nigerian Accounting
Standards Board, now known as the Financial Reporting Council of Nigeria. Among quoted
companies, the financial institutions have been identified to have unique accounting practices and
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being one of the most highly regulated industries in both developed and developing economies
(Cheng, Warfield & Ye, 2011).
Prior to the introduction of reforms, Asekeme and Aihie (2014) identified that the Nigerian banking
sector, was characterized by insufficient capital base, low aggregate banking credit, over-dependence
on the public sector deposits, oligopolistic structures, gross insider abuses, systemic crisis in relation
to clearing and non-performing loans among others. Since 1999, the Nigerian banking system has
gone through series of reforms to improve the capacity and health of Nigerian banks as well as govern
and protect all stakeholders' interest in the Banking Industry. Some of these reforms include: the
Central Bank of Nigeria(CBN) prudential guidelines(2010);the Securities and Exchange Commission
Code of Corporate Governance(2003)and (2008) for public companies including full disclosure of
financial reports; the Financial Reporting Council(FRC) regulation on financial reporting practices,
adherence to the code of corporate governance for public companies in addition to compliance with the
International Financial Reporting Standards(IFRS) of the International Accounting standards Board
(IASB); the Nigeria Deposit Insurance Corporation (NDIC) regulations for proper financial reporting
disclosures; the Institute of Chartered Accountants of Nigeria(ICAN) code of ethics and professional
conduct among members and many others(Asekeme & Aihie, 2014; Otusanya & Lauwo, 2010).
Currently, majority of the listed banks in Nigeria are audited by international auditing firms. Surprisingly,
63% of the banks that ultimately failed in 2010 were also audited by international auditing firms
(Otusanya & Lauwo, 2010). This suggests that in spite of numerous legal and regulatory reforms,
corporate scandals, fines and litigations still exist in the Nigerian banking industry and among their
auditors, suggesting that there are certain underlying factors affecting the quality of financial reporting
on the one hand and audit firms' decisions in relation to client portfolio management options, on the
other hand.
Moreover, aside from the study conducted by Johnstone and Bedard (2004) which investigated the
audit firm portfolio management decisions in relation to risk avoidance and audit fees in the U.S, there
has been scant literature on audit client portfolio management decisions in the industrialized world
and in emerging economies, especially Nigeria.
Traditionally, regulators, investors and financial analysts have relied upon corporate financial
statements to understand bank debt obligations, risk and economic exposure.(Stiglitz, 2003; Arnold &
Sikka, 2001).However, the spate of corporate collapses and scandals has reduced stakeholders'
reliance on the credibility of financial statements prepared by directors of limited liability companies,
examined and ratified by external auditors. Akinbuli (2010) attributed the increase in litigation and
criticism against the audit profession-specifically audit firms, to the audit expectation gap because the
greater the unfulfilled expectations of stakeholders, the lower the credibility, earning potential and
prestige associated with the work of auditors. Additionally, if the auditee appears to face serious
financial crisis such as distress without any warning, the public usually perceives that auditors are the
ones to be made accountable for any losses experienced (Koh & Woo, 1998). For audit firms, portfolio
management decisions are crucial to their long-term financial security (Bell, Bedard, Johnstone &
Smith, 2002). For public companies such as listed banks, audit firms' portfolio management decisions
determine to an extent the prices of their stock and overall image of the organization (Shu,2000; Wells
& Loudder, 1997). Furthermore, if large audit firms avoid providing services to risky clients, these
companies may be hampered from accessing credit and equity markets. This implies therefore that the
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right mix of audit clients and the overall client portfolio management taking cognizance of the impact of
regulatory reforms on these decisions, does not just affect the long term financial security of the audit
firm but the survival and positive representation of the Banking industry to potential investors and
general stakeholders.
This study investigates the factors which influence purposeful portfolio management decisions of large
and medium sized audit firms, with focus on the audit firm's newly accepted, continuing, and
discontinued clients in the banking sector. Specifically, it identifies the period of reforms which
significantly influenced audit firm's client portfolio management decisions; and
Audit client portfolio management decisions have possible economic consequences to both audit firms
and their clients (Johnstone & Bedard, 2004). A study of the effect of regulatory reforms in the banking
sector and its impact on audit firm portfolio management decisions is timely, given the recent attention
to risk assessment and audit quality by the auditing profession and other regulatory bodies such as
Securities and Exchange Commission (SEC) and Central Bank of Nigeria (CBN). It provides useful
information for standard setting bodies, legal and regulatory institutions on the roles they play in the
pursuit of financial credibility, accountability and professionalism.
In addition, this paper contributes to the scant literature from emerging economies, on how large and
medium scale audit firms purposefully manage their portfolios of newly accepted, continuing and
discontinued banking sector clients in relation to the implementation of regulatory reforms.
The study attempts to answer the following questions:
I. To what extent do regulatory reforms affect audit client portfolio management decisions in the
Nigerian banking industry?
ii. Which period of regulatory reforms in the Nigerian banking industry affect audit client portfolio
management decisions?
One research hypothesis stated in the null form was tested in this study:
i. The implementation of regulatory reforms has no significant influence on audit client portfolio
management decisions in the Nigerian banking industry.
This study investigated the audit firms' client portfolio decisions in response to the various regulatory
reforms in the Nigerian banking industry. The study covered an 11-year pek4riod (2004- 2014) where
several regulatory and legal changes in the banking industry occurred. Due to the reluctance of the Big
4 audit firms to release confidential data on the list of current, discontinued or newly accepted clients in
their portfolio, the study made use of secondary data obtained from the annual reports of
15DepositMoneybanks listed on the Nigerian Stock Exchange. Johnstone & Bedard (2004) argued
that to undergo a study on audit client portfolio management decision, the effeck6ts of a client's
voluntary auditor switch decision must be removed because a client's voluntary auditor switch, which
may affect audit firm portfolio management decision, is not under the direct control of audit firm
management; It is on this basis that this study analysed only the firms' purposeful portfolio
management decisions.
LITERATURE REVIEW
The demand for external audit services originated from the need for separation of ownership and
control of firms. Accountants, as auditors, are assumed on the basis of their claims of expertise to
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arbitrate uncertainty and construct independent, objective, true and fair accounts of corporate affairs
(Sikka, 2009). Unfortunately, these claims of expertise are frequently affected by unexpected
corporate collapses, fraud, financial crime and low financial reporting quality (Bakre, 2007; Sikka,
2009). Thus, whenever there is a financial scandal, it must be questioned whether the auditors carried
out their duties and obligations with due care and diligence.
During a portfolio management process, auditors assess whether anticipated engagement fees are
adequately sufficient, to cover current and future expected engagement costs of managing audit risk,
audit business risk and financial risk (Bedard & Johnstone, 2004; Johnstone & Bedard, 2003). The
assessments of these risks are used in making auditor's client portfolio management decisions i.e. to
continue, discontinue or accept a Client (Huss, Jacobs, & Patterson, 1993; Johnstone, 2000; Bell et al.,
2002). These risks are:
i. Financial risk (or client business risk) is the risk that a potential client's economic condition will
deteriorate in either the short or long term (Huss & Jacobs 1991; Johnstone,2000)
ii. Audit risk is the risk that the auditor may unknowingly fail to appropriately modify his opinion on
financial statements that are materially misstated (AICPA, 1983).
iii. Audit business risk is the risk that the audit firm will suffer a loss resulting from the engagement
(Johnstone, 2000). Other considerations include: previous conflicts over the appropriate scope of
the audit, the type of opinion to issue, unpaid fees, client integrity or other matters which may
cause the auditor to review its association. Bell et al. 2002, found these risks to be significantly
higher for publicly traded clients because of their associated litigation risk.
Client continuance decisions are informed by knowledge of the client derived from conducting the audit
in the prior period. Prior literature suggests that client continuance decisions result in the elimination of
undesirable clients, including those that the firm deems excessively risky. Instances such as the audit
firm's concern over independence threats associated with management's integrity based on
experiences gained during past audits suggests that they are no longer a good fit with the firm's
portfolio goals or the firm may have previously accepted the client because it had good growth
prospects, which subsequently did not materialize (Shu, 2000; Bell et al., 2002).Bockus & Gigler(1998)
suggested that rather than attempt to risk adjust pricing for a client with heightened litigation risk, it may
be more rational for an incumbent auditor to resign from the engagement and provide an opportunity
for a different audit firm, with different characteristics and less knowledge of the client, to perform the
engagement (Choi, Doogar & Ganguly, 2004). Krishnan and Krishnan (1997) provided empirical
evidence that clients that have been discontinued by an audit firm possess greater litigation risk (e.g.
financial distress, variance of abnormal returns, low auditor independence, and modified audit
opinions)than clients that have voluntarily resigned from their audit firm. Shu (2000) also found that
discontinued clients possess greater litigation risk (measured as financial distress, stock return
volatility, qualified audit opinion, among others) and have demands for audit and non-audit work that
are inconsistent with the audit firms profile of clients.
Given the relatively low turnover of clients in the Nigerian audit services market, it is apparent that audit
firms do not simply reject all clients that present heightened litigation risk or are inconsistent with the
audit firm's objectives. Rather, they distinguish a subset of less attractive clients to reject from the
portfolio; from those they will continue serving in line with the prospect theory. The purpose of audit firm
client acceptance decisions is to determine whether to submit a bid to perform services for a potential
client (Huss & Jacobs, 1991;Johnstone, 2000). Prior research and professional experience show that
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audit firms collect and assess information about client-related risks (Huss & Jacobs, 1991; Asare,
Hackenbrack, & Knechel, 1994; Gendron, 2001) and are less likely to accept riskier clients from the
pool of available prospective clients (Asare & Knechel, 1995; Cohen &Hanno, 2000; Johnstone, 2000;
Asare, Cohen & Trompeter, 2001;Johnstone&Bedard, 2003). If the audit firm decides to submit a bid to
perform audit services, or if the potential client accepts the firm's bid, the newly accepted client
becomes part of the firms' subsequent-year portfolio (Simunic & Stein, 1990;Johnstone&Bedard,
2001;Johnstone, Bedard, & Ettredge, 2004).Although, the findings of the previously cited research
imply that audit firms assess risk when considering new clients and choose from among prospective
clients on that basis, a portfolio approach implies that audit firms not only consider how prospective
clients compare with each other but also how they compare with the characteristics of the existing
client portfolio (Simunic & Stein, 1990).
Stice (1991) found a positive association between client growth and auditor litigation, which is
indicative of a high audit risk environment. This implies that the probability of an auditor switch to
increase with client growth is likely to be higher for high audit risk clients. Furthermore, an auditor
switch is more likely if the client and auditor disagree on the appropriate application of accounting
standards, which arises particularly when the client uses positive discretionary accruals that boost
income (DeFond & Subramanyam, 1998). Large negative discretionary accruals are consistent with
auditor conservatism, creating an incentive for clients to dismiss the incumbent auditor in hopes of
finding a more reasonable successor (DeFond & Subramanyam, 1998). Krishnan and Krishnan
(1997) asserted that audit risk also relates to the tenure of the auditor-client relationship; a shorter
tenure with a client results in less client-specific knowledge and a greater likelihood of audit failure,
thus increasing the likelihood of a change in auditors. Landsman, Nelson and Rountree (2009) found
that the dismissals and resignations of audit firms in the pre and post Enron period indicate that auditor
resignations generally exhibit a greater sensitivity to client risk than dismissals in both the pre and post
Enron periods. However, neither dismissals nor resignations show an increase in sensitivity to client
risk in the post-Enron period.
Regulatory Reforms and Audit Firm Portfolio Management Decisions
Regulation provides monitoring, control and disciplining of the management in banks. A bank whose
statement of financial position looks too risky to regulators faces considerable pressure to make
operational changes and possibly replace management (Demsetz & Lehn, 1985; Asekeme &Aihie,
2014, Inyiama, 2015). For banks, regulatory authorities establish minimum capital requirements and
increase monitoring of banks with low capital ratios, sometimes intervening in the operations of banks
with inadequate capital, even to the point of dismissing management (Beatty et al. 1995; Sanusi,
2009).Regulation is intended to monitor weak banks, protect investors, bank depositors, and the
banking system; it is aimed that such regulations may deter managers from engaging in earnings
management and reduces the incidence of poor financial reporting quality (Cheng, Warfield & Ye,
2011). Once regulatory intervention occurs, the bank's financial reporting, management and their
external auditor is subject to enhanced scrutiny by investors, and regulators especially the SEC. This
may induce managers to manage earnings to avoid such regulatory intervention and its potentially
negative impact on managers' incentives, stock options and holdings (Cheng, Warfield & Ye, 2011).
As a result of the banking crisis, attention has been focused on the role of accountants and auditors
who have been involved in the financial reporting process. An emerging body of literature argues that
accounting professionals have increasingly used their expertise to conceal and promote anti-social
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practices (Sikka, 2008a; Bakre, 2007). Akintola Williams & Deloitte (AWD) was indicted for facilitating
the falsification of the accounts of Afribank Plc. It has been reported that between 1990 -1994 the
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Figure 1: Inputs to and outputs from purposeful portfolio management decisions
Source: Johnstone and Bedard (2004)
Johnstone and Bedard's (2004) model on purposeful portfolio management decisions is found to be
quite relevant to the present study. However, two major drawbacks observed in this model are the
dissociation of the impact of regulatory reforms on client portfolio management decisions and Client
initiated departures. Secondly, the model suggests that audit firms assess the extent to which audit
fees mitigate the client portfolio management decisions. This implies that in the US audit firms
determine their fees based on its sufficiency in managing the cost of a client's financial risk, audit
business risk and audit risk.
This is not the case in Nigeria, where the forces of demand and supply for audit services, business
environmental uncertainties and regulators, peg the minimum charge out rate for audit services
irrespective of the risks involved. These shortcomings were as a result of differences in the level of
development, socio-political levels as well as cultural backgrounds of the US environment and that of
Nigeria. In view of this, an adapted version of the original model has been derived thus:
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Abstract
This study examined the level of commitment to environmental management accounting reporting
(EMAR) practices, and its effect on the financial performance of firms in Nigeria. The study sourced
secondary data on environmental costs and financial performance through content analysis of annual
reports and accounts of 22 firms listed on the Nigerian Stock Exchange over a period of 2008-2015.
Data were analysed using descriptive statistics (mean score) and inferential statistics (regression
analysis). The study found that the level of commitment to EMAR in Nigeria is low (mean score =
1.0909) and it has a positive non-significant effect on firms' financial performance (â = 0.2581, t =
0.4106, p ? 0.05) for ROA and (â = 0.5795, t = 0.5441, p ? 0.05) for ROE. The study suggestedthat the
effect of EMAR on firms' financial performance is not significant because costs arising from the
negative effects of firms' activities on the environment that ought to be ameliorated are not, as
indicated by the low level of commitment to environmental issues.
Keywords: Environmental Management Accounting, Reporting, Performance, Social issue Lifecycle.
INTRODUCTION
The primary focus of accounting is the provision of information to external parties and internal
participants for the purpose of external reporting and internal management (Chang, 2007). In the past,
the environment did not seem to appear on the business agenda, as pressure was less evident to force
organisations to minimise their environmental impact and manage environmental costs. However, with
the growing environmental crisis such as Bhopal chemical leak of 1984 and the Exxon Valdez oil spill of
1989, this has now changed. The problem of the environment which is an integral part of the business
agenda can no longer be ignored, and of particular interest to both external and internal stakeholder is
organisational environmental performance, especially for sectors with perceived environmental
impacts (Gray&Bebbington, 2001).
External stakeholders such as investors, financial analysts, regulatory authorities, host communities,
and the public are increasingly interested in improved environmental performance by companies
(UNDSD, 2001). In addition to the external pressures, internal financial benefits are driving the quest
for better environmental performance. Firms themselves have come to terms with the fact that
environmental costs constitute a huge portion of their operational costs and these need to be managed
and well accounted for to enhance better financial performance (Ditz, Ranganathan & Banks, 1995).
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In addition, the need for firms to be ethical in their business conduct, the fear of regulatory bodies taking
over the firm in the case where businesses fail to regulate themselves have made firms become more
environmentally responsible. There is also pressure on organisational resources which need to be well
managed through proper and timely environmental performance to avoid greater financial
implications. Thus, the field of accounting is faced with the challenge of providing a means to account
for these environmental costs (Chang, 2007). The conventional management accounting has failed in
this regard because most environmental costs are invisible and cannot be identified due to these costs
being allocated as overheads. This therefore necessitates the need for Environmental Management
Accounting (EMA) practices among companies which is regarded as a better management and
accounting systems that can aid in identification, classification, allocation and control of environmental
costs for better decision making and better environmental management among other benefits (Ruth
&Eno, 2014).
However, an important but often overlooked role of EMA is its potential to support both the internal
decision-making and external reporting (Burritt, Hahn &Schaltegger, 2002; Jasch, 2003; Schaltegger,
Bennett, Burritt &Jasch, 2003; Jasch, 2006).Based on the special role of accounting in sustainability,
there is a strong emphasis on the relevance of EMA implementation to change companies'
environmental reporting practices (Tilt, 2006; Gray, 2010a; Hopwood, Unerman, & Fries, 2010). This is
because the absence of proper measurement of environmental costs can hinder companies from
generating relevant information (Burritt, Hahn &Schaltegger, 2002; Schaltegger, Burrit& Peterson,
2003). This will subsequently reduce their commitment towards the environment due to unavailability
of reliable environmental information.
The ability of EMA to provide information in the financial statements regarding the estimated deliberate
intervention cost that had been incurred to ameliorate the negative effects of firms' activities on the
environment is regarded in this study as environmental management accounting (EMA) reporting
practices thereafter referred to as EMAR. There appears to be an inherent problem regarding the nonreporting of EMA information because of the consequences of companies' strategies and actions on
their financial performance (Hopwood et al., 2010). In line with this, several studies analyse the effect
of corporate environmental performance on financial performance and the empirical insight posits
either a positive relationship (Konar& Cohen, 2001; Russo &Fouts, 1997; Telle, 2006; Salama, 2005),
or a negative relationship (Palmer, Oates &Portney, 1995; Filbeck& Gorman, 2004).
From the perspective of social issue life cycle (SILC) theory, the non-reporting of EMA information is an
indication of lack of commitment to environmental issues among firms. There are three stages through
which an issue evolves; the policy, learning and commitment phases. The commitment phase is the
highest level where environmental issues become the primary concern as they are being integrated
into business decision-making and performance evaluation. At this stage, the reporting of EMA
information to the stakeholders reflects the commitment towards the environment, beyond financial
performance. Thus, by adopting the (SILC) theory, firms' commitment to environmental issues is
improved. Hence, the objectives of this study are to:
i. examine the level of commitment to EMAR practices among listed firms in Nigeria;
ii. determine the effect of EMAR practices on firms' financial performance
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Hypothesis of the study
It is hypothesised, that:
EMAR practices have no significant effect on firms' financial performance in Nigeria.
The rest of the paper is organised as follows: The next section is the literature review, section 3
discusses the methods and data obtained, section 4 presents the analysis and section 5 the results,
discussion and conclusion of the study.
Literature Review
Environmental Management Accounting
Environmental Management Accounting is viewed as an extension of conventional management
accounting. According to the United Nations Division for Sustainable Development (UNDSD, 2003),
EMA is simply a better and more comprehensive approach to management accounting. A definition
given by the United Nations expert working group (representing 30 nations) on EMA and the United
Nations Division for Sustainable Development (2001) defines EMA as the 'identification, collection,
analysis and use of two types of information for internal decision making namely; physical information
on the use, flows and destinies of energy, water and materials and monetary information on
environmental related costs, earnings and savings.
UNDSD (2003) highlights the key points of EMA to include; It focuses on costs internal to the company
as EMA does not include costs to the society or the environment for which a company is not held
accountable. It places particular emphasis on accounting for environment related costs such as waste
management costs and the lost value of wasted raw materials. It encompasses not only cost
information but also information on quantities, flows and disposal of materials and energy. It is valuable
for many types of management activities or decisions, especially environmental management. Its main
use is typically for internal management and decision making, but its information is increasingly being
used for external reporting purposes in financial reports or annual environmental reports.
Environmental Costs
Environmental costs are costs arising because poor environmental quality exists or may exist and
these have to be presented, reduced or remedied. Two types of environmental costs exist – private or
internal costs and externalities or societal costs (Deegan, 2003; Schallegger& Burritt, 2000; UNDSD,
2001; USEPA, 1995). Private or internal costs are costs that directly impact a company's bottom line,
whereas externalities or societal costs are costs to individuals, society and the environment for which a
company is not accountable (USEPA, 1995). Externalities are costs borne by the society as a whole
rather than those which cause the costs and enjoy the benefits. Traditionally these costs are not
reflected in the company's account (Schaltegger& Burritt, 2000).
Enahoro (2009), drawing from IFAC (2005) and USEPA (1995) with modifications categorise
environmental costs into four namely; environmental internal failure costs – operating and capital,
prevention cost and detection cost. This categorisation is adopted in this study.
Environmental internal failure costs: These are costs resulting from the activities performed because
contaminants and waste have been produced but have not been discharged into the environment.
Internal costs are therefore incurred to eliminate and manage the wastes produced. This can further be
divided into operating and capital internal failure costs.
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Environmental prevention costs: They are costs of activities that are meant to prevent production of
contaminants and wastes which could cause damage to the environments. Environmental detection
costs: These are costs resulting from activities to determine if products, processes and other activities
within the company are in compliance with appropriate environmental standards.
The traditional perspective views environmental costs, whether on end-of-pipe treatment or pollution
prevention efforts, as a drain on firms' resources (Palmer et al.,1995; Filbeck& Gorman, 2004). This is
because firms spend billions of dollars annually when applying for environmental permits, installing
mandatory technologies or at least technologies necessary to achieve compliance with pollution limits,
and reporting their environmental impacts (Portney&Stavins, 2000; Konar& Cohen, 2001). However,
several company experiences have demonstrated that these environmental costs can be significant
and minimizing the costs through appropriate management actions can be profitable.
Study by the World Resources Institute found that environmental costs comprise nearly 22% of
operating costs at Amoco Oil Yorktown refinery, over 19% of manufacturing costs for one chemical
additive at Ciba-Geigy, and more than 19% of manufacturing costs for one agricultural pesticide at Du
Pont (Ditz, Ranganathan& Banks, 1995). These cases showed that EMA presents opportunities to
reduce costs, make profits or generate gains through reduction in environmental impacts (Lober,
1998) or through the management and prevention of environmental liabilities (Lawrence & Cerf,
1995).The International Federation of Accountants (IFAC, 2005) also observed that organisations
have come to recognise the potential monetary rewards of improved environmental performance.
They have discovered that enhancing efficiency in the use of energy, water and other raw materials
brings not only environmental improvements but also significant monetary savings as the costs of
materials purchase and waste treatment decrease accordingly.
Furthermore, IFAC highlighted the strategic importance of environmental management practices. It
stated that part of the uses and benefits of EMA is a strategic positioning in which EMA supports the
evaluation and implementation of cost effective and environmentally sensitive programs for ensuring
an organisation's long-term strategic position, and this entails working with suppliers to design
products & services for “green” markets, estimating the internal costs of likely future regulations, and
reporting to stakeholders such as customers, investors and local communities. This supports the view
of Hillman &Keim (2001) that not all social investments may yield return in a financial form but may
boost corporate competitive strategy and be of strategic value.
Environmental Management Accounting and Reporting (EMAR) Practices
Environmental management accounting reporting (EMAR) for the purpose of this study is the ability to
provide accurate information in the financial statements regarding the deliberate intervention costs
that had been incurred by firms to ameliorate the negative effect of firms' activities on the environment.
The social issue life cycle theory forms the theoretical foundation for this practice.
Social Issue Life Cycle Theory
Social issue life cycle theory posits that an issue evolves from being insignificant through a period of
increasing concern to a point where an established solution for the issue is available. From
environmental standpoint, the implementation of EMA is the established solution to the deficiency of
conventional accounting practices to capture environmental information (Zyglidopoulos, 2003,
Mokhtar, Zulkifli & Jusoh, 2014). By adopting the social issue life cycle theory firms would be reporting
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on environmental performance. According to (Nasi, Nasi, Phillips &Zyglidopoulos, 1997; Mokhtaret al.,
2014), there are three phases in Social issue life cycle theory which are Policy, Learning and
Commitment.
Phase 1: Policy
Companies are merely paying lip service to environmental issues and no formal action is taken to deal
with the issues. The management generally responds to environmental issue by offering a statement
or policy pertaining to the company's commitment on such issue. There are no skilled personnel to deal
with the issue as meeting public expectation is not an immediate concern.
Phase 2: Learning
The environmental awareness begins to accelerate and companies would hire
specialist/environmental professional to implement the company's environmental policy. However, the
policy implementation is not integrated into the company's decision makings.
Phase 3: Commitment
Environmental issues are incorporated into the company's business decision-makings and become
the responsibility of the line managers. A supplementary environmental reporting and auditing
practices are developed to educate the stakeholders about their environmental performance.
According to (Mokhtaret al., 2014), the commitment phase is the highest level where environmental
issues become the primary concern as they are being integrated into business decision-making and
performance evaluation. This will subsequently provide more and relevant environmental information
for reporting purposes. At this stage, the reporting of EMA information to the stakeholders reflects the
commitment towards the environment, beyond legitimacy. This is in line with organizational change
model by Gray, Kouhy, &Lavers (1995b) that suggests that the more committed the company towards
the environment, the more environmental information will be reported (Tilt, 2006).
Methods And Data
The study utilised secondary data through the content analysis of annual reports and accounts of
sampled firms in Nigeria over a period of 2008-2015.Year 2008 was selected as base year because the
Kyoto protocol on environmental issues was issued shortly before this period and this necessitated
that companies become environmentally responsible. The content analysis method was used in
previous studies involving corporate environmental disclosure practices (Wiseman, 1982; Deegan &
Gordon, 1996; Hackston& Milne, 1996). A sample of 22 listed firms were purposively selected across
seven (7) industrial sectors namely; breweries (2), building materials (3), food, beverages and tobacco
(6), healthcare (4), industrial/domestic product (3), oil and gas (3) and Chemical and Paints (1), based
on the nature and impact of their activities on the environment, and availability of environmental
information in their annual reports and accounts over the sampled period. This was with the objective
toexplore the existence or non-existence of environmental costs in firms' reports.
Model specification
Multiple linear regression model is used to describe the effect of a dependent variable (explained) and
several independent variables (explanatory). The general form of panel regression equation as stated
in Field (2005) and Asteriou& Hall (2007) is:

yi,t= â0+ â1x1i,t+ â2 x2i,t + … + âk xki,t+ uit , -------------------------- ---------------- .Eqn 1
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The result in Table 4 shows that the mean score (0.6316) is very close to the minimum value and a far
departure from the maximum value (4). This indicates that the level of commitment to EMAR practices
among non-oil and gas firms in Nigeria is very low.
Effect of EMAR practices on firms' financial performance
The regression model in equation 2 was used to determine the effect of EMAR practices on firms'
financial performance. EMAR, SIZ, LEV and GRW are the independent variables, and ROA is the
dependent variable. Prior to the regression estimation, a stationary test was conducted to ascertain the
reliability of the data for running the OLS. This was done using Levin, Lin & Chu test for unit roots at 5%
as shown in Table 5.

Table 5: Stationary Test of Variables in the Fi rms
Variables
Statistic
Stationary
Probability

Remarks

ROA

-6.17131

1(0)

0.0000

Stationary at levels

ROE

-5.34436

1(0)

0.0000

Stationary at levels

EMAR

-2.06582

1(0)

0.0194

Stationary at levels

SIZ

-27.4757

1(1)

0.0000

Stationary at First Difference

LEV

-13.8816

1(1)

0.0000

Stationary at First Difference

GRW

-2.71683

1(1)

0.0033

Stationary at First Difference

**Probabilities are computed assuming asymptotic normality
Source: Authors’ Computation (2016) with E-View 9.0
The variables were used to run the OLS estimation since they are all stationary at level and first
difference.
The results of OLS in relation to the effect of EMA, SIZ, LEV and GRW on the performance of nonfinancial listed companies in Nigeria as measured by ROA and ROE is shown in Tables 6 and 7.
Ordinary least square model, random effect model and fixed effect model were computed. However,
the fixed effect produces the best output given the R2, adjusted R2, so the study adopts the fixed effect
model. The choice of fixed effect model is also based on the fact that it allows for individual firm-based
characteristics. Different constant for each group is allowed thereby capturing all effects which are
specific to a sampled variable. Also, Hausman test (Appendix 1) carried out on random effect model
justifies the use of the fixed effect model having produced the same R2 and adjusted R2
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The result in Table 6 indicates that the model has a high predictive power given the F-Statistics
(1.8154) which is significant at 5% (p =0.0577). The R2 value of 0.1358 indicates that 13.5% of the
observed changes in firms' performance were explained by EMAR, SIZ, LEV and GRW. It follows that
the remaining 86.5% was not accounted for by the model and therefore was represented by the
stochastic error term. The Durbin-Watson test of 0.5590 indicates that the test is inconclusive. The
statistical significance of the individual variables in the model was examined using the t-statistic value.
The result shows that EMAR has a positive non- significant effect on firms' performance in Nigeria
given the beta (â = 0.2581), (t = 0.4106) and (p ? 0.05). SIZ has a positive non-significant effect on
firms' performance (â =0.3648), (t= 0.7432) and (p ? 0.05), LEV has a positively significant relationship
with ROA (â = 0.0787, t= 3.0600, p ? 0.05), indicating that the capital structure of the firm improves the
financial performance. GRW have negative effect (â = -1.7076, t= -0.900, p ? 0.05).
Similarly, the result in Table 7 indicates that the model is fit given its high predictive power (F-Statistics
1.8154, p ? 0.05). The R2 value of 0.1905 indicates that 19.0% of the observed changes in firms'
performance were explained by EMAR, SIZ, LEV and GRW while the remaining 81% was not
accounted for by the model and therefore was represented by the stochastic error term and the DurbinWatson test of 0.7868 indicates that the test is inconclusive. The statistical significance of the individual
variables in the model was examined using the t-statistic value. The result shows that EMAR has a
positive non-significant effect on firms' performance in Nigeria given the beta (â = 0.5795), (t = 0.5441)
and (p ? 0.05). SIZ has a positive non-significant effect on firms' performance (â =0.4698), (t= 0.5718)
and (p ? 0.05), LEV has a positively significant relationship with ROA (â = 0.0787, t= 3.0600, p ? 0.01),
indicating that the capital structure of the firm improves the financial performance. GRW have negative
effect (â = 1.9549, t= 0.6180, p ? 0.05).
Test of Hypothesis
The hypothesis as earlier formulated:
EMAR practices have no significant effect on firms' financial performance
This is tested using the values in Tables 6 and 7. The result showed that EMAR practices have no
significant effect on firms' financial performance in Nigeria at 5% level of significance. We therefore
accept the null hypothesis that EMAR practices have no significant effect on the financial performance
of listed firms in Nigeria.
CONCLUSION AND RECOMMENDATIONS
Despite the fact that EMA presents opportunities to reduce costs, make profits or generate gains
through reduction in environmental impacts or through the management and prevention of
environmental liabilities in line with (Lober, 1998; Lawrence & Cerf, 1995), yet the findings of this study
showedthat the level of commitment to environmental issues in Nigeria is low, especially in the non-oil
and gas sectors. Hence, the non-significant effect of EMAR on firms' financial performance. This is
because costs arising from the negative effects of firms' activities on the environment that ought to be
reduced through EMA practices are not, and as a result firms' performance cannot be achieved. In
addition, the reporting of environmental costs information amounts to extra costs to the firm, but in this
situation, the low commitment to EMAR has little or no effect on the costs associated with such
reporting practices, and so performance is not significantly affected.
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EMAR is low in Nigeria because environmental performance is still at its infant stage as firms'
environmental reporting is a voluntary activity. It can therefore be asserted that from the social issues
life cycle theory, Nigeria is in the first of the three phases of EMAR which is policy. At this stage,
companies merely pay lip service to environmental issues and no formal action is taken to deal with the
issues. Also, at this stage, management make policy statements pertaining to the environment without
skilled personnel to deal with the issue. However, as an exception, the study found that EMAR practice
is high in the oil and gas sector, and as a result, they can be regarded as beingat the commitment stage,
particularly because of the high environmental regulation in that sector. The department of petroleum
resources (DPR) has been developing environmental guidelines and standards since 1981 to cover
the control of pollutants from the various petroleum explorations, production and processing
operations (dpr.gov.ng). Much of such relevant regulations are needed in the non-oil and gas sectors if
environmental issues must be at the front burner in these sectors as well.
The need to drive corporate organisations towards the stage of commitment to environmental issues is
not concerned only with whether such practices enhance financial performance or not, but more
because of the goal to ensure that the needs of the present are met without compromising the ability of
future generations to meet their own needs (UN, 1987); the benefits of EMAR for strategic positioning
through the evaluation and implementation of cost effective and environmentally sensitive programs
for ensuring organisation's long-term strategic position (IFAC, 2005); and the conclusion that not all
social investment yield return in a financial form but may boost corporate competitive strategy and be
of strategic value (Hillman &Keim, 2001). Only when the rising environmental costs from firms'
operations are reduced through better environmental management practices such as EMA can
financial performance be guaranteed.
Therefore, given the aforementioned potentials of EMA, this study recommends that government at all
levels and across the country inspire corporate responsibility towards building an environmentally
conscious society by making and enforcing environmental laws and regulations to curb complacency
among firms. The decision by the Lagos State Environmental Protection Agency (LASEPA) that
corporate environmental policy should be duly signed by the managing director/chief executive officer
and pasted at strategic points within the facility for environmental accountability purpose is among the
much needed steps to drive firms that are based in Lagos State from policy making stage towards
better environmental responsibility. This commitment drive is the highest level where environmental
issues become the primary concern as they are being integrated into business decision-making. It
should also provide incentives such as green tax and other market-based incentives to encourage
environmental compliance among firms.
Managers also should regard environmental issues as a matter involving human life and as such
immediate financial benefits should not jeopardise the right to clean environment, but should report the
deliberate intervention costs that had been incurred to ameliorate the negative effects of their activities
on the environment and so take the advantage to strategically position their firms for long term financial
benefits.
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Appendices
Appendix 1: Hauseman Test output
Correlated Random Effects - Hausman Test
Equation: Untitled
Test period random eff ects
Test Summary

Chi-Sq.
Statistic

Chi-Sq. d.f.

Period random

4.254949

4

Prob.
0.3726

Period random effects test comparisons:
Variable
EMA
LOG(SIZ)
LEV
GRW

Fixed
0.258185
0.364839
0.078774
-1.707694

Random

Var(Diff.)

Prob.

0.106804
0.430604
0.075684
-1.862139

0.010540
0.005382
0.000007
0.022585

0.1403
0.3700
0.2265
0.3041

Period random effects test equation:
Dependent Variable: ROA
Method: Panel Least Squares
Date: 06/29/17 Time: 12:35
Sample: 2008 2015
Periods included: 8
Cross-sections included: 22
Total panel (unbalanced) observations: 139
Variable

Coefficient

Std. Error

t-Statistic

Prob.

C
EMA
LOG(SIZ)
LEV
GRW

3.140876
0.258185
0.364839
0.078774
-1.707694

8.026004
0.628691
0.490861
0.025743
1.896332

0.391337
0.410670
0.743263
3.060032
-0.900525

0.6962
0.6820
0.4587
0.0027
0.3695

Effects Specification
Period fixed (dummy variables)
R-squared
Adjusted R-squared
S.E. of regression
Sum squared resid
Log likelihood
F-statistic
Prob(F-statistic)

0.135877
0.061032
11.76571
17580.84
-533.6188
1.815444
0.057751

Mean dependent
S.D. dependent var
Akaike info criterion
Schwarz criterion
Hannan-Quinn crit
Durbin-Watson stat
-
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11.7200
12.1420
7.85063
8.10396
7.95357
0.55905

Correlated Random Effects - Hausman Test
Equation: Untitled
Test period random ef fects
Test Summary

Chi-Sq.
Statistic

Chi-Sq. d.f.

Prob.

Period random

2.853563

4

0.5826

Period random effects test comparisons:
Variable
EMA
LOG(SIZ)
LEV
GRW

Fixed
0.579544
0.469841
0.174095
1.954981

Random

Var(Diff.)

Prob.

0.511856
0.559569
0.176766
1.792206

0.038368
0.023336
0.000015
0.081082

0.7297
0.5569
0.4883
0.5676

Period random effects test equation:
Dependent Variable: ROE
Method: Panel Least Squares
Date: 06/29/17 Time: 12:39
Sample: 2008 2015
Periods included: 8
Cross-sections included: 22
Total panel (unbalanced) observations: 136
Variable

Coefficient

Std. Error

t-Statistic

Prob.

C
EMA
LOG(SIZ)
LEV
GRW

-1.143702
0.579544
0.469841
0.174095
1.954981

13.56956
1.065124
0.828736
0.043003
3.163001

-0.084284
0.544109
0.566937
4.048450
0.618078

0.9330
0.5873
0.5718
0.0001
0.5377

Effects Specification
Period fixed (dummy variables)
R-squared
Adjusted R-squared
S.E. of regression
Sum squared resid
Log likelihood
F-statistic
Prob(F-statistic)

0.190579 Mean dependent var
0.118775 S.D. dependent var
19.54293 Akaike info criterion
47358.84 Schwarz criterion
-590.9697
2.654169
0.004369

Hannan-Quinn criter.
Durbin-Watson stat
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13.0627
20.8183
8.86720
9.12420
8.97163
0.78681
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Abstract
Previous evidence revealed that higher-quality financial reporting improves capital investment
efficiency but leaves unaddressed over-investment or under-investmentreduction. This study provides
evidence on the relationship between financial reporting quality and investment efficiency and firms'
under/over-investment. Financial reporting quality is measured by the quality of accrual items. The
emphasis on the quality of accruals in prior studies was because of the empirical evidence that
demonstrates accrual items increase in the ability of predicting future cash flows. The panel data sets
were collected from 19 firms listed on the Nigerian Stock Exchange from 2010 to 2015 which were
analysed using multiple regression model. The results revealed that financial reporting quality is
negative with the firm that engages in inefficient investment. The study revealed that financial reporting
quality is negative among firms that under invest while financial reporting quality is positive among
firms that overinvest. Also, sales volatility and tangibility have significant negative effect on under
investment while tangibility has positive significant effect on overinvestment. The study concluded that
if reporting quality is high, firms will find it difficult to deviate from the expected level of investment.
Thus, reporting quality will signal out firms that overinvest.
Keywords: Accruals, Financial Reporting, Investment Efficiency, Cash Flow, Over-or underinvestment.
Introduction
The rapid growth and transformation of economic relationship is leading to intense competition in
trade, industry and investment (Gialamnia, Chegini&Mohtashan, 2012). Thus, companies need to
survive and expand their activities through appropriate and timely investments (Khodaei, Voleh, Nejad
& Yahyaei, 2010). Financial reporting must provide information necessary to assess the firm's financial
position and financial strength, to evaluate the performance and access to benefits, determine
financing and cash consumption, evaluate how to play a stewardship responsibility to management,
perform legal obligations and provide complementary information to better understand financial
information presented and predict future situations (Gialamniaet al. 2012). However, these financial
reports are important in achieving the above objectives and their quality could lead to more efficient
investment by the company. Shaminal and Normah (2016) argued that corporate financial reporting is
a virtually unregulated environment where managerial incentives rather than regulatory influence are
more likely to induce disclosures and influence other reporting issues.
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Previous studies revealed that high quality financial reporting can have important economic
consequences, such as increased efficiency in investments (Verdi, 2006; Biddle and Hilary, 2006;
Biddle, Hilary & Verdi, 2009; Gomariz and Ballesta, 2013). Consistent with this argument, Biddle and
Hilary (2006) found that firms with higher-quality financial reporting exhibit higher investment efficiency
proxy by lower investment-cash flow sensitivity. However, investment cash flow sensitivity can reflect
either financing constraints or an excess of cash (Biddle et al. 2009).
Many studies argued that a reduction of asymmetry information can be achieve by enhancing financial
reporting quality and purportedly reducing adverse selection and moral hazard and allowing managers
to identify better investment opportunities Higher financial reporting quality increases investment
efficiency (Verdi, 2006; McNichols & Stubben, 2008; Biddle et al. 2009; Gomariz, et al. 2013).
However, financial reporting quality could allow constrained firms to attract capital by making their
positive net present value (NPV) projects more visible to investors and reducing adverse selection in
the issuance of securities. Alternatively, higher financial reporting quality could curb managerial
incentives to engage in value destroying activities such as empire building in firms with ample capital
(Biddle et al. 2009).
As posited above, previous research has observed that investment efficiency could be affected by the
agency problem caused by information asymmetry between managers and outside suppliers of
capital. However, findings from previous studies raise further questions of whether higher-quality
financial reporting is associated with a reduction of over-investment or with a reduction of underinvestment and to what extent do the variables on the quality of financial reporting in a developing
economy differ from that of developed economy.
One objective of financial reporting information is to facilitate the efficient allocation of capital in the
economy. An important aspect of this role is to improve firms' investment decisions and efficiency. The
studies of Verdi, (2006); Biddle et al. (2009); Li and Wang, (2010); Chen et al. (2013), specifically
support this prediction.
Additionally, previous researches suggested that the value relevance of accounting information is
lower in less developed countries in comparison with developed ones. Surveying this area of
accounting literature on developing countries' accounting systems and their financial reporting quality,
shows that little or nothing is known about the role of accounting in emerging markets, and research
like this is virtually non-existent despite its importance to international organisations such as the World
Bank, the International Accounting Standards Board (IASB), and others. Hence, limited studies exist
on the financial reporting quality and investment efficiency in developing economy (see Moein,
Nayebzadeh & Pour 2012; Safarzadeh & Aflakparast, 2016; Mashayekhi & Kalhornia, 2016) while no
study has been documented in this area in Nigeria. However, this study is set to provide empirical
evidence on financial reporting quality and investment efficiency using 19 listed firms on the Nigerian
Stock Exchange between 2010 and 2015. The remainder of this study will focus on conceptual
framework, theoretical framework, empirical review, methodology, results and conclusion.
Conceptual Framework
The Concept of Financial Reporting Quality
Financial reporting quality is the precision with which financial reporting conveys information about the
firm's operations, particularly its expected cash flows, that inform equity investors (Biddle et al. 2009).
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This definition is consistent with the Financial Accounting Standards Board Statement of Financial
Accounting Concepts No. 1 (1978), which states that one objective of financial reporting is to inform
present and potential investors in making rational investment decisions and assessing the expected
firm cash flows.
The Financial Accounting Standard Board (FASB) and International Accounting Standard Board
(IASB) emphasize the quality of financial reports but to date they have not provided a universally
accepted method of measuring the quality. Researchers use varying techniques in evaluating the
quality of corporate financial reporting such as; accrual models, value relevance model, research
focusing on specific elements, qualitative characteristics and disclosure index (see Biddle et al. 2009;
Healy & Wahlen, 1999; Barth et al., 2001; Choi et al., 1997; Nichols & Wahlen, 2004; Leuz, 2003;
Hirstet al., 2004; Gearemynck & Willekens, 2003; Beretta & Bozzolan, 2004; Cohen et al., 2004;
Beestet al. 2009; Shamimulet al. 2015).
Dechow and Dichev's (2002) measure of accruals quality was first used as one proxy for financial
reporting quality in Verdi (2006) and Biddle and Hillary (2006). This measure is based on the idea that
accruals improve the informativeness of earnings by smoothening out transitory fluctuations in cash
flows and it has been used extensively in previous literature (See Francis et al; 2005; Verdi, 2006,
Biddle et al., 2006; Chen et al., 2011).
Additionally, McNichols (2005) measured financial reporting quality using cross-sectional DechowDichev (2002) accruals model, Kothatiet al (2005) measured financial reporting quality using
performance-adjusted corporate accruals, McNichols et al. (2008) used estimated corporate revenue
to measure financial reporting quality, Leuz et al. (2008) used relative accruals quality to measure
financial reporting quality to address limitations in the Dechow and Dichev measure. Tang (2008)
usedquality indicator relating to five aspect of financial reporting. Best et al. (2009) measured financial
reporting quality using qualitative characteristics using 21-items index known as Nijmegen Center for
Economics (NiCE) qualitative characteristics measurement. More recently, Shamimulet al. (2015)
used overall disclosure index and users' perception about financial reporting to measure financial
reporting quality. Most studies usually apply at least two measurement methods, as a single proxy is
unlikely to cover all aspects of financial reports (Tang, 2008; Biddle et al.. 2009; Best et al.. 2009; Chen
et al. 2011; Shamimulet al. 2015).
The Concept of Investment Efficiency
Previous studies conceptually define a firm as investing efficiently if it undertakes all and only projects
with positive net present value (NPV) under the scenario of no market frictions such as adverse
selection or agency costs (Verdi, 2006).Thus inefficient investment includes passing up investment
opportunities that would have positive NPV in the absence of adverse selection (under investment).
Likewise, inefficient investment includes undertaking projects with negative NPV (overinvestment)
(Verdi, 2006; Biddle et al., 2009). Chen et al. (2011) measured investment efficiency as deviations from
expected investment using a parsimonious investment model which predicts expected investment as
a function of growth opportunities (Tobin, 1982). Thus, both under-investment (negative deviations
from expected investment) and over-investment (positive deviations from expected investment) are
considered inefficient investment.
According to Verdi (2006) there exists at least two determinants of investment efficiency. First, a firm
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needs to raise capital in order to finance its investment opportunities. In a perfect market, all projects
with positive net present values should be funded; however, a large literature in finance has shown that
firms face financing constraints that limit managers' ability to finance potential projects (Hubbard,
1998). One conclusion of this literature is that a firm facing financing constraints will pass up positive
NPV projects due to large costs of raising capital, resulting in under investment. Second, even if the
firm decides to raise capital, there is no guarantee that the correct investments are implemented. For
instance, managers could choose to invest inefficiently by making bad project selections, consuming
perquisites, or even by expropriating existing resources. Most of the literature in this area predict that
poor project selection leads firms to overinvest (Stein, 2003), but there are also a few papers which
predict the firm could under invest (e.g., Bertrand and Mullainathan, 2003).
Theoretical Framework
Under neo-classical theory of investment, firms invest until the marginal benefit equals the marginal
cost of this investment in order to maximize their values (Yoshikawa, 1980; Hayashi, 1982; Abel, 1983).
However, in the Keynesian framework (Gordon, 1992; Crotty, 1992), where expected investment will
be determined by the preference for growth or financial security, and in the agency framework (Myers,
1977) which considers information asymmetry problems, firms may deviate from their optimal
investment levels and hence suffer from under investment (lower investment than expected) or overinvestment (greater investment than expected). In perfect financial markets, all positive net present
value projects (NPV) should be financed and carried out. Nevertheless, there is a significant body of
literature that contradicts this assumption (for example, Hubbard, 1998; Bertrand and Mullainathan,
2003).
Market imperfections, as well as information asymmetries and agency costs can lead to negative NPV
projects being carried out (over-investment) and to the rejecting of positive NPV projects (underinvestment). According to agency theory, both over-investment and under-investment can be
explained by the existence of asymmetric information among stakeholders. Jensen and Meckling
(1976), Myers (1977) and Myers and Majluf (1984) developed a framework for the role of asymmetric
information in investment efficiency through information problems, such as moral hazard and adverse
selection. With regard to moral hazard, discrepancy of interests between shareholders and a lack of
monitoring of managers may lead to management trying to maximize its personal interests by making
investments that may not be suitable for shareholders (Jensen and Meckling, 1976), with the
consequence of managerial empire building and overinvestment (Hope and Thomas, 2008). Under
adverse selection, better informed managers may over-invest if they sell over-priced securities and
achieve excess funds. To avoid this, suppliers of capital can ration the capital or raise its cost, which will
lead to the rejection of some profitable projects due to fund constraints (Stiglitz and Weiss, 1981;
Lambert et al., 2007; Biddle et al., 2009) with subsequent under investment.
From the agency theory perspective, there are various control mechanisms to address information
asymmetries and information risk and enable better supervision of managerial activity that mitigates
the opportunistic behaviour of managers, such as financial reporting quality and disclosure (Bushman
and Smith, 2001; Healy and Palepu, 2001; Hope and Thomas, 2008). Several studies have analyzed
some of these implications, such as the reduction of the cost of capital and cost of debt (Francis et al.,
2004, 2005) and access to the debt market and the effect on its conditions (Bharathet al., 2008), i.e.,
lower cost, higher debt maturity and lower guarantees in bank financing.
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Recently, a line of research has been developed on the effects of FRQ on investment efficiency. Since
higher FRQ makes managers more accountable by allowing better monitoring, and it may reduce
information asymmetries and, consequently, adverse selection and moral hazard, it could also
diminish overinvestment and under investment problems. On the other hand, FRQ could also improve
investment efficiency by allowing managers to make better investment decisions through a better
identification of projects and more truthful accounting numbers for internal decision makers (Bushman
and Smith, 2001; McNichols and Stubben, 2008).
Empirically, previous literature argued and found evidence that FRQ relieves investment-cash flow
sensitivity (Biddle and Hilary, 2006) and that earnings management leads to overinvestment because it
distorts the information used by managers (McNichols and Stubben, 2008). Based on this discussion,
Biddle et al.. (2009), for U.S. listed firms, and Chen et al. (2011), for private firms from emerging
markets, examine the effect of FRQ on two inefficient scenarios, over-investment and underinvestment, and report that higher FRQ helps under investment companies to make investments, and
overinvestment companies to decrease their investment level. Consistent with this, García-Lara et al.
(2010) find that conservatism reduces both overinvestment and under investment, because it reduces
investment-cash flow sensitivity in overinvestment firm and facilitates access to external financing in
under investment firms.
Empirical Review
Biddle, Hilary and Verdi (2009) examined whether financial reporting quality is associated with a lower
investment among firms more prone to over-invest and higher investment for firms more likely to
under-invest. The results showed that higher financial reporting quality is associated with lower
investment among firms that are cash rich and unlevered, and with higher investment among firms that
are cash constrained and highly levered. In the same vein, Wang, Zhu, and Verdi (2006), Gilaninia,
Chegini and Mohtasham (2012), Hoffmire (2015), examined the relationship between financial
reporting quality and investment efficiency and concluded that financial reporting quality is negatively
associated with both under-investment and over-investment while financial reporting quality is more
strongly associated with overinvestment for firms with large free cash flow. On the contrary,
Kangarlouei, Motavassel, Azizi and Farahani (2011), Mohammadi (2014), Mashayekhi and Kalhornia
(2016), examined the relationship between financial reporting quality and investment efficiency and
concluded that the financial reporting quality has significant positive investment efficiency.
Mehipishah and Vakilifard (2016) examined the role of financial reporting quality in relation to reducing
the impact of dividend policy on investment decision and concluded that firm size, growth, dividend and
financial reporting quality have a positive significant effect on investment efficiency. Ren (2016)
studied the approach of accounting information quality on investment efficiency and found that the
proxy for accounting information quality is negatively associated with over-investment or underinvestment. Furthermore, there is a negative relationship between the quality of accounting
information and the future investment for firms classified as over-investment and a positive association
between the quality of accounting information and the future investment for firms classified as underinvestment. Jung, Lee and Weber (2011) Wang, Fuh and Hoffmire (2014), examined financial
reporting quality, ownership concentration and investment efficiency and concluded that financial
reporting quality is negatively associated with both under-investment and over-investment. The study
further revealed that abnormal net hiring (measured as the absolute deviation from net hiring predicted
by economic fundamentals) is negatively associated with accounting quality and that high quality
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accounting reduces both over-investment in labour (over-hiring and under-firing) and underinvestment in labour (under-hiring and over-firing).
Extant findings revealed that investment efficiency as proxy by the firm size and growth opportunity are
positively related to financial reporting quality. Kangarlouch, Motavassel, Azizi and Farahani (2011);
Moeinaddin, Heiran and Mirhossein (2012) examined the effects of financial reporting quality on the
stock return volatility as well as the roles of institutional and financial factors. Their findings revealed
that net loss has positive significant relationship with return volatility while earnings quality, industry
type and cash flow have insignificant relationship on market return and volatility.
Chen, Hope, Li and Wang (2010) examined the relationship between financial reporting quality and
investment efficiency of private firms in emerging markets. The study revealed that financial reporting
quality positively affects investment efficiency. Lin, Wang and Pan (2016), examined the association
between financial reporting quality and investment decisions for family firms in an emerging markets.
The findings showed that financial reporting quality can reduce family firms' inefficient investment
behaviour, especially for under-investment.
Beatty, Liao and Weber (2007) investigated the influence of private information and monitoring on
investment efficiency. The results revealed that banks' access to private information reduces the
investment cash-flow sensitivity and reduces the value of accounting quality when firms are likely to
face financing constraints. The findings further revealed that covenants directly restricting capital
expenditures also mitigate the negative effects of information asymmetry on firms' investment
efficiency. Onthe contrary, Nurcholisah (2016) examined the effects of financial reporting quality on
information asymmetry and its impacts on investment efficiency. The findings revealed that the quality
of financial reporting did not affect the asymmetric information, and asymmetric information does not
affect the efficiency of investment.
Lara, Osma and Penalva (2009) examined the relationship between conditional conservatism and firm
investment efficiency. The results revealed there is negative association between conditional
conservatism and measures of over- and under-investment, and a positive association between
conservatism and future profitability.
Ferrero (2014) examined the consequences of financial reporting quality on corporate performance.
The results revealed that financial reporting quality has significant effect on firm performance. Li and
Tang (2008) examined financial reporting quality and future corporate investment. The findings
revealed that financial reporting quality has a positive significant impact on future corporate
investment.
Jafari (2016), Mehrban and Salteh (2014) investigated the relationship between the financial reporting
quality, debt maturity and efficiency of investment. The findings revealed that short term debt maturities
have significant effect on the relationship between financial reporting quality and efficiency of their
investment. Also, Omet, Yaseen and Abukhadijeh (2015) examined the determinant and investment
behaviour of firms. The results conceded that firm investment does respond to stock market valuation
(Tobin's Q). On the other hand, firm's leverage does not have a significant effect on firm investment.
Chung, Wynn, Yi (2013) examined the moderating effect of litigation risk on the relationship between
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accounting quality and investment efficiency. The results unfolded that firms with higher directors and
officers (D&O) insurance coverage exhibit lower quality accruals. Moreover, negative association
between accruals quality and investment cash flow sensitivity is stronger (weaker) when abnormal
D&O coverage is low (high), suggesting that the role of accounting quality in facilitating investment
efficiency is conditional upon observable litigation risk.
Cassell, Myers and Seidel (2015) examined disclosure transparency about activity in valuation
allowance, reserve accounts and accruals-based earnings management. The findings acknowledged
that earnings management is higher among companies that do not provide transparent disclosures
about activity in allowance and reserve accounts. In the same vein, Dou, Wong and Xin (2015)
examined the effect of recognition versus disclosure (SFAS) No. 123R on investment efficiency and
concluded that investment efficiency improves in the Post Statement Financial Accounting Standards
(SFAS) No. 123R period. Furthermore, financially constrained firms, with large cash holdings,
experience a larger improvement in investment efficiency than their counterparts. Hou, Jin, Wang and
Zhang (2016) investigated the changes in accounting quality (AQ) and corporate investment efficiency
around the mandatory adoption of International Financial Reporting Standards (IFRS) in China, and
concluded that Chinese firms experience an overall decline in both AQ (measured by accrual
characteristics) and investment efficiency post-IFRS relative to pre-IFRS.
Zhao (2014) examined the implementation of this new financial reporting guidance (FIN 46) on firms'
accruals quality and investment in USA. The results affirmed that using the investment cash flow
sensitivity as proxy for investment efficiency, firms affected by FIN 46 experienced a decrease in
investment efficiency compared to firms reporting no material impact while higher investment-cash
flow sensitivity for firms consolidating variable interest entities during post-FIN 46 periods compared to
both the no-impact firms and the matched pair control sample. Contrasting results were found when
the deviation from expected investment is used as another proxy for investment efficiency. The result
show that FIN 46 firms experienced improved investment efficiency measured by the deviation from
expected investment after their adoption of FIN 46.
In China, Chen, Cheng, Gong and Tan (2014) examined the effects of voluntary non-financial
disclosure on investment efficiency. The study concluded that voluntary non-financial disclosure has
potential to mitigate over and under investment.
Methodology
This study aimed at providing empirical evidence on the relationship between financial Reporting
Quality and Investment Efficiency in Nigeria using 19 Non-Financial Firms listed on the Nigerian Stock
Exchange from 2010-2015. The population comprised all listed non-financial firms in the period under
study which might be difficult to have a precise number, as such this does not interest the researcher,
as the number ranges from 200 to 250. The researchers purposively selected 19 firms out of the listed
non-financial firms. The selection of the non-financial firms is grounded on the fact that the way
financial firms recognize their revenue is quite different and they are highly regulated while some
variables like turnover, inventory etc. may be difficult to recognize. The period 2010-2015 was selected
as basis for Pre and Post adoption era of International Financial Reporting Standards (IFRS) for NonFinancial firms in Nigeria. The first annual reports and accounts in compliance with IFRS was reported
in 2013.
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Modelling
Investment Model
Following prior studies, (Verdi 2006, Biddle et al., 2009, Chen et al. 2010). The study formulates an
investment model that can form investment levels i.e. investment model must explain the level of
growth efficiency. As such, the residuals from the investment model will account for the inefficient
investment. However, total investment in a given year is the sum of Capital Expenditure, Research &
Development Expenditure and Acquisition (R&D) (if available) minus Disposal of Plant, Property and
Equipment (PPE) and divided by the average total assets (Verdi 2006, Biddle et al. 2009). Thus, Verdi
(2006) argued that investment is a function of growth opportunities which can be measured by Tobin's
Q and Sales Growth in a given period. Tobin's (1969), Hubbard (1998) posited that growth
opportunities should explain firm investment in a perfect market. Biddle et al. (2009), Verdi (2006),
Chen et al. (2014) argued that firms with more conservative accounting are likely to have smaller value
for book assets (this is attributes on Ohlson 1995 model). Verdi 2006 argued for sales growth as a
proxy for investment opportunities, this will eliminate the measurement error in Q due to differences in
accounting policies across firms. However, this study uses both sales growth and Tobin's Q whichever
has the higherR2 was regarded appropriate, as such; Tobin Q was regarded appropriate to measure
the investment growth.
Investmentit = á0it+ áitGrowthi, t-1+£it …………………………….……………………...….(1)
where investment is the sum of Capital Expenditure, Research & Development Expenditure and
Acquisition (R&D) (if available) minus Disposal of Plant, Property and Equipment (PPE) and divided by
the average total assets and Growth in either Tobin's Q or Sales Growth measure at the end of year t-1
2
(whichever that has the highest R ).
However, investment efficiency is the residuals (£) from the sample investment model (it) above.
Under-investment is the negative residuals of the investment model multiplied by (-1) while overinvestment is the positive residuals of the investment model.
Financial Reporting Quality
Financial Reporting Quality is the accuracy of Financial Reporting to convey necessary information
about the firms operation and in particular its future cash flows in order to inform equity investors for
decision making. Following previous studies, (Wans, 2014, Biddle 2009) financial reporting quality can
be measured using accruals quality derived in previous study (Dechow and Dichev, (2002), MeNichilo,
(2002), Srinidhi and Lul, (2007), Biddle et al.. (2009) based on the fact that accruals are estimates of
future cash flows and earnings will be more representative of future cash flows when there is lower
estimation error embedded in the accruals process (Verdi, 2006).
This study estimated discretionary accruals using the modified Jones (1991) model by Dechow and
Dichev (2002). The model is a regression of working capital accruals on lagged, current and future
cash flows plus the change in revenue and PPE. All variables scale by average total assets.
Accrualit = â0+â1Cashflow it-1 +â2Cashflowit + â3Cashflowit+1 +â4 ? Revenue +â5PPE+£it ----------------(2)
Where; Accruals = (CA-Cash) – (CL-STD) – Depreciation
Thus, accrual quality at the year t is the standard deviation of the firm level residual from equation 2
during the year t-5 to t-1 with an assurance that all explanatory variables are measured before period t
for the computation of accrual quality in the year multiply by (-1) so that variable becomes increasing in
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financial reporting quality. This study also adopted the relative accrual quality model as proposed by
Leuz et al. (2008). The model assumes the accruals quality (AQWi) as the standard deviation of the
residuals from the simpler accruals quality model to the full model (i.e. Standard deviation of residual1
divided by standard deviation of residual2). The simpler model is a regression of working capital
accruals on current cash flows. The full model is a regression of working capital accruals on lagged,
current and future cash flows.
Thus; the final model is;
InvEffit= â0 + â1FRQ it + â2Cashflowvolit +â3Salesvolit + â4Invvolit + â5Tangit + â6K-structureit +
â7CFOSalesit + â8SLACKit + â9OperaCycit + £it ………………………...................…….………………..3
Table 1. Description of Variables:
Variable

Description

InvEff

Investment Efficiency is the negative or positive residuals from the investment model.

FRQ

Financial Reporting Quality is the accruals quality and relative accruals quality from the
residuals from the accruals model.
Cashflow volatility is the standard deviation of cash flow from operating activities from
year t-5 to t.

Cashflowvol.
Salesvol.

Sales volatility is the standard deviation of sales over year t-5 to t.

Invvol.

Investment volatility is the standard deviation of the investment t-5 to t.

Tang

Tangibility is the ratio of PPE to average of total asset from t -5 to t.

K-Structure

K-structure is the ratio of long term debt to market value of equity in year t.

CFOsales

CFOsales is the ratio of CFO to sales in year t.

SLACK

Slack is the ratio of cash to PPE in year t.

Operating
Cycle

Operating cycle is log of firm operating cycle in year t.

NB: All variables are scales on the average of total asset
Results
Table 1 depicts the descriptive statistics of the variables used in this study. Investment efficiency has an
average value of 0.04, the maximum is 24.19 while the minimum is -53.44. The standard deviation of
the investment efficiency is 8.92. It is negatively skewed while the kurtosis measure of 13.73 > 3
suggests a high probability of extreme values. Higher kurtosis means more variability due to a few
extreme differences from the mean, rather than many modest differences from the mean. It is evident
from the distribution analysis that the values of investment efficiency were not normally distributed and
there was a high degree of variability.
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Table 2a: Descriptive Statistics

Mean
Median
Maximum
Minimum
Std. Dev.
Skewness
Kurtosis
JarqueBera

INV
EFFICIENCY
(1)
0.04
-1.81
24.19
-53.44
8.92
-1.13
13.73
566.2571

CASHFLOW
VOL
(4)
0.08
0.08
0.20
0.00
0.05
0.17
2.49

SALES_
VOL
(5)
2.09
0.45
32.99
0.00
5.23
4.29
21.94

INVESTMENT
VOL
(6)
3.85
2.93
25.30
0.00
4.96
2.39
9.28

TANG
(7)
0.41
0.38
0.87
0.00
0.22
0.08
2.26

21.08243 10318.60

1.838674

2037.061

293.6123

2.685512

AQ
(2)
0.04
0.04
0.16
0.00
0.04
1.02
3.58

AQWI
(3)
1.55
1.09
28.13
-6.88
3.11
5.46
48.52

Probability

0.0000

0.000026

0.0000

0.398783

0.0000

0.0000

0.261125

Observation

114

114

114

114

114

114

114

Source: Authors Computation
Accrual quality has an average value of 0.04, the maximum is 0.16 while the minimum is 0.00. The
standard deviation of accrual quality is 0.04. The variable is positively skewed while the kurtosis
measure of 3.58 > 3 suggests a high probability of extreme values. Relative accrual quality (AQWi) has
a mean value of 1.55, the maximum is 28.13 while the minimum is -6.88 and the standard deviation
revealed a value of 3.11. The variable is positively skewed while the kurtosis measure of 48.52> 3
suggests a high probability of extreme values, rather than many modest differences from the mean.
The variable AQ and AQWi reported that financial reporting quality can only produce positive
influences, although AQWi shows a negative minimum value but the variable still has a high positive
skewness.
Cash flow volatility has a mean value of 0.08 and standard deviation of 0.05. The variable is positively
skewed while the kurtosis is 2.49<3 suggesting that the variable is platykurtic in nature. Sales volatility
has a mean value of 2.09 and standard deviation of 5.23. The variable is positively skewed while the
kurtosis of 21.94>3 which reveals that the variable is leptokurtic in nature. Investment volatility on the
other hand has a mean value of 3.85 and a standard deviation of 4.96 while the variable skewed
positively to the right and kurtosis is relatively high which denotes a leptokurtic variable. Tangibility ratio
has a mean value of 0.41 and standard deviation of 0.22.The variable is positively skewed and the
kurtosis measure 2.26<3 suggesting a low probability of extreme values.
Table 2b: Descriptive Statistics

Mean
Median
Maximum
Minimum
Std. Dev.
Skewness

SLACK OPERATINGCYCLE PPE CASHFLOW ? REV K_STRUCTURE CFOSALES
(8)
(9)
(10)
(11)
(12)
(13)
(14)
0.40
1.65
0.81
0.15
0.09
0.10
0.02
0.11
1.72
0.76
0.14
0.04
0.02
0.17
10.80
3.41
1.74
0.51
1.15
0.87
0.74
-1.30
-0.68
0.00
-0.28
-0.78
-0.05
-5.88
1.33
0.57
0.45
0.14
0.24
0.17
0.79
5.28
-1.10
0.08
0.04
0.73
2.65
-5.14
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Kurtosis
37.07
Jarque-Bera 5990.932

7.32
110.7834

2.26
3.51
7.28
2.685512 1.234902 96.40826

Probability

0.0000

0.00000

0.261125 0.539317

114

114

Observations

114

114

10.36
387.6751

33.40
4851.776

0.00000

0.0000

0.00000

114

114

114

Source: Authors Computation
The ratio of cash to PPE (SLACK) has an average value of 40% and standard deviation of 1.33. The
variable is positively skewed while the kurtosis is 37.07 which denote that the variable is leptokurtic in
nature. Operating cycle has a mean of 1.65 and standard deviation of 0.57 while the skewness is
negative and the kurtosis is 7.32. The ratio of PPE to total asset as a mean value of 81% with a
standard deviation of 0.45 while the variable is positively skewed and the kurtosis of 2.26<3 i.e. there is
low probability of extreme values. Cash flow has a mean value of 0.15 and standard deviation of 0.14
while the variable is positively skewed to the right and the kurtosis give a value of 3.50. Change in
revenue has a mean value of 0.09 and standard deviation of 0.24 while the skewness is 0.73
(positively) and the kurtosis is 10.36 denotes leptokurtic variable. The ratio of cash flow to sales has a
mean value of 0.02 and standard deviation 0.79. The variable is negatively skewed to the left while the
kurtosis is leptokurtic.
Table 3: Correlation Matrix
1
2
3
4
5
6
7
8
9
10
11
12
13
14

1
2
3
4
5
1.00
0.08 1.00
0.04 0.02 1.00
0.08 0.03 0.13 1.00
0.11 0.06 0.12 0.25 1.00
0.17 0.16 0.14 0.09 0.03
0.30 0.07 0.12 0.14 0.01
0.09 0.27 0.02 0.02 0.02
0.24 0.15 0.04 0.01 0.01
0.18 0.02 0.04 0.15 0.04
0.09 0.05 0.03 0.16 0.16
0.30 0.07 0.12 0.14 0.01
0.16 0.07 0.03 0.15 0.05
0.15 0.10 0.01 0.19 0.16

6

7

8

9

10

11

12

13

14

1.00
0.38
0.10

1.00
0.29 1.00

0.19 0.43 0.05
0.21 0.38 0.03
0.09 0.31 0.09
0.38 1.00 0.29
0.11 0.06 0.04
0.05 0.32 0.28
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1.00
0.68 1.00
0.52 0.55
0.43 0.38
0.08 0.10

1.00

0.05

0.12

0.31

1.00

0.09

0.06

0.06

0.32

1.00
0.06 1.00

Table 3 shows the correlation matrix among the variables used in this study. As predicted, financial
reporting quality (AQ and AQWi) has negative relationship with investment efficiency while K-structure
and SLACK also has negative relationship with investment efficiency. Cashflow volatility, sales
volatility, investment volatility, tangibility, operating cycle, PPE, change in revenue and cashflow have
positive relationship with investment efficiency. Among the explanatory variables, financial reporting
quality (AQ) has negative relationship with relative accruals quality (AQWi), Cash flow volatility, sales
volatility, tangibility, the ratio of cash flow to sales, SLACK, Operating cycle, PPE, change in revenue
and cash flow but positive relationship with other explanatory variables. Similarly, financial reporting
quality (AQWi) has negative relationship with accruals quality (AQ), Cash flow volatility, sales volatility,
investment volatility, tangibility, K-structure, SLACK, Operating cycle, PPE, change in revenue and
cash flow but positive relationship with other explanatory variables.
As expected, there is strong multi-collinearity between tangibility and PPE with a correlation value of
1.00 (i.e. there is perfect correlation). Thus, the variables were not used together in any of the
regression models. As such, the multi-collinearity is not of concerned in this study.
Table 4above depicted the regression results of this study. In model 1, financial reporting quality (AQ)
has negative effect on investment efficiency. Conversely, model 2 uses relative accrual quality (AQWi)
as the measure of financial reporting quality, as such, financial reporting quality has positive effect on
investment efficiency, though non-significant.
In model 3, financial reporting quality (AQ) has negative significant effect on investment efficiency.
Cash flow volatility, sales volatility, investment volatility and the ratio of cash flow to sales have positive
non-significant effect on investment efficiency while tangibility, k-structure, slack and operating cycle
have negative non-significant effect on investment efficiency.
Table 4: Regression Result
Dependent
Model
C
AQ

AQWi

UnderInv

OverInv
CashflowVol

Investment Efficiency
2
3
4
0.53
2.17
2.59
(2.17)
(3.82)
(3.94)
0.24
-1.20
0.66
-25.51**
(10.79)
2.72
0.03
0.02
(0.19)
(0.20)
-0.14
0.11
-5.23** -5.45**
-6.37*
-5.96**
(2.27)
(2.31)
(2.40)
(2.47)
-2.31
-2.36
2.19
-2.41
8.96*
8.66*
8.42*
7.95*
(2.40)
(2.40)
(2.44)
(2.51)
3.78
3.61
1.86
3.17
10.95
8.68
(11.97)
(12.33)
-0.50
0.70

1
1.46
(2.22)
0.65
-24.93
(15.51)
-1.61
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Underinvestment
5
0.93*
(0.22)
4.23
-2.07*
(0.77)
-2.69

Overinvestment
6
0.05
(0.22)
0.23
2.03*
(0.76)
2.67

-0.34
(0.89)
-0.38

0.21
(0.87)
0.24
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130

131
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Abstract
Disclosure of relevant accounting information has been described as a condition precedent to effective
stakeholder's decision making of firms. This information is communicated in the form of mandatory and
voluntary disclosures through a firm's annual report and accounts. With the global adoption of IFRS in
Nigeria from 2012 by significant and public listed entities, where some basic information are
mandatorily required to be disclosed, the question as to whether the voluntary disclosure hypothesis
still holds is the puzzle. Using 7 companies listed on the consumer goods sectors of the Nigerian stock
exchange as at 31st December, 2014 from 2007-2014 drawn through purposive sampling technique,
the strategic total disclosure indices were computed using a dichotomous dummy variable where 1 is
assigned to disclosure and 0 for non-disclosure, and a firm with at least 50% total disclosure as
compliance and less than 50% non-compliance. A static panel data analysis was employed to examine
the influence of structure, performance and market related determinants on voluntary disclosure
practices and analysis of variance to test differences in mean of disclosure indices pre and post IFRS
adoption was found that while firm size and liquidity exert negative significant influence on strategic
information voluntary disclosure practices, the effect of market capitalization and leverage on
voluntary disclosure is statistically non-significant. Multi-nationality exerts statistically significant
positive influence on voluntary disclosure index. The Study recommended that in order to reduce
costs associated with information asymmetry and cost of capital, managers of firms should promote
enhanced voluntary disclosure practices.
Keywords: Voluntary disclosure, information asymmetry, monitoring and political costs
Introduction
Investors, creditors and other stakeholders in business require timely and accurate information to
make effective decisions. One of the veritable sources of information, which assists in investment and
other decisions, is the companies' annual reports. Corporate financial reporting and specifically,
annual reports are important media for communicating companies' financial and non-financial
information. The central role of annual reports is to provide relevant, useful and reliable financial
information to investors, shareholders and other interested parties about the financial position and
performance of the business as well as its future prospects to help users in decision-making.
Accounting policies which constitute the basis of preparation and publication of financial statements
are generally a product of accounting standards which regulates the amount of disclosures required to
assist users of accounting information in making informed economic decisions.
Parera (1994) as cited in Nalikkah (2009) viewed accounting disclosure as an “…accounting activity
involving both human and non-human resources and techniques as well as the interaction of the two”.
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Information provided by the management in the audited financial statements to the stakeholders can
be as a result of mandatory disclosures requirement by the accounting standards and other local
statutes or voluntary disclosures (Binh, 2012). According to Yuen, Liu, Zhang and Lu (2009),
mandatory disclosure is a basic market demand for information that is required by various laws and
regulatory bodies and has been ruled at national or regional level through professional organizations
or government authorities. In contrast, corporate voluntary disclosure, represents additional
disclosure on the part of entity's managers to provide information to users of the annual reports. In
other words, voluntary disclosure can be viewed as the discretionary release of financial and nonfinancial information through annual reports over and above the mandatory requirements, either with
regard to the company laws, professional accounting standards or any other relevant regulatory
requirements (Barako, 2007). Managers voluntarily disclose information to satisfy the users' needs
which seem to be inadequately supplied by the mandatory disclosure requirements of the standards
and regulations, thereby reducing information asymmetry.
One of the reasons adduced for the mandatory adoption of the International Financial Reporting
Standards (IFRSs) is the increased levels of disclosure required by the standards developed
(Roadmap Committee, 2010). The committee opines that adoption of IFRSs in addition to the fact that
it will promote comparability of financial statements of Nigerian entities with those of other countries of
the world, increased disclosure requirements will close the information gap created by the erstwhile
Nigerian GAAP (Statement of Accounting Standards – SAS). Significant research attention has been
devoted to establishing a link between IFRSs adoption and information gap in the advanced
economies of the world with a view to understanding whether or not IFRS adoption could lead to
reduction of information asymmetry. These studies have produced mixed results.
Considerable research efforts and attention have been devoted to the nature and effects of voluntary
disclosures of information expected in annual reports of companies both in the developed and
developing economies. However, vast majority of these studies relate to periods prior to the global
adoption of the International Financial Reporting Standards (IFRS). The adoption of the IFRS in
Nigeria effective from the financial year ended 2012 by listed and significant public interests entities
(SPEs) has therefore created the need to evaluate if there is any further justification for voluntary
disclosures in the annual reports of companies listed on the Nigerian Stock Exchange (NSE). The need
for further voluntary disclosure is driven by many factors as posited by previous empirical studies such
as Attayah and Sweiti (2013), Lan, Wang and Zhang (2013), Barros (2013), Rouf (2011a, 2011b)
among others. Many of these previous empirical studies on the determinants of voluntary disclosure of
information in firms' annual reports focused on the developed countries, thereby ignoring the sociocultural and market idiosyncrasies influencing voluntary disclosure in developing countries like
Nigeria. These factors among others have created the need for the study.
One of the features of financial statements prepared under the requirements of the International
Financial Reporting Standards (IFRS), in contrast to those prepared under the Nigerian GAAP, is the
increased mandatory disclosure requirements. The main objectives of this study are to identify factors
that influence the level of voluntary disclosure among Nigerian listed companies and to determine
whether IFRS adoption of 2012 has influenced the level of voluntary disclosure practices among
companies listed on the Nigerian Stock Exchange (NSE). Other specific objectives are:
I. to determine the nature and the extent to which structure-related, performance-related and
market-related variables influence strategic information disclosures among Nigerian listed
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companies;
to investigate the nature and amount of influence of firms' structure-related, performance-related
and market-related variables on financial information disclosure practices of firms listed on the
Nigerian Stock Exchange;
iii. to examine the nature and amount of influence of firms' structure-related, performance-related
and market-related variables on non-financial information disclosures of firms listed on the
Nigerian Stock Exchange; and
iv. to evaluate the interactive influence of firm's structure related, performance related and market
related factors on the level of voluntary disclosure practices of Nigerian listed companies.
v. To determine if adoption of the IFRS has significantly influenced the level of voluntary disclosure
among Nigerian listed firms.
ii.

Conceptual Consideration
Previous empirical studies have highlighted several benefits that can accrue to an organization by
voluntarily disclosing information not mandatorily required. For example, Botosan and Plumlee (2002),
Piotroski (1999) and Botosan (1997), established that voluntary disclosure assists companies to
reduce their cost of equity through reduction of information asymmetry. This assertion has however
been disproved by Wang, Sewon and Claiborne (2008) who maintained that the main determinants of
the cost of equity is the stock market characteristics which vary from one region to another. Lev (1988)
asserted that the lower the information asymmetry the more liquid the capital market hence the lower
the cost of equity and debts. In the view of Iatridis (2008), disclosure enables investors to evaluate
managerial ability and misevaluation of their actions and performance. He maintained that the extent
to which voluntary disclosure is effective and contribute to the efficient allocation of resources in the
stock market is closely related to the credibility of the accounting information that is disclosed. Apart
from information asymmetry and cost of capital determination, Skinner (1994) opined that the threat of
litigation due to inadequate disclosure can motivate managers to provide voluntary disclosures to
reduce the cost of litigation.
Iatridis (2008) posited that voluntary disclosure is likely to enhance communication between firms'
managers and other stakeholders including revenue, regulatory and supervisory authorities through
reduction of uncertainties occasioned by information asymmetry. Healy and Palepu (2001) proposed
that through voluntary disclosure of information, a firm is able to reduce agency and political costs
associated with information asymmetry that might otherwise have arisen. Also information asymmetry
between informed and uninformed market participants is reduced through voluntary disclosure. The
information gap between the market participants which would have resulted in market inefficiencies
and mispricing of firms' stocks is reduced through voluntary disclosure (Bushman & Smith,
2001).Generally, firms that adopt complicated and or aggressive accounting methods are likely to
disclose more information as a means of explaining and clarifying possible agitation of financial
statement readers, whereas firms with conservative accounting policies are likely to provide extensive
and costly voluntary disclosures (Gietzmann &Trombetta,2003). However, with the global adoption of
IFRS, disclosure of complex and aggressive accounting methods which hitherto fall under the ambit of
voluntary disclosure has been mandatorily required consequent to Enron Corporation and other
related corporate accounting scandals.
Voluntary disclosure has been viewed as a common way for a public company to disseminate
company information not required by mandatory disclosure requirements to its investors and the
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general public (Lan, Wang & Zhang, 2013). Wallace and Naser (1995), Wallace, Naser and Mora
(1994) identified three classifications of variables which influence the extent of voluntary disclosure as
structure related, performance related and market related variables. The structure related factors
describe a firm based on its underlying structure such as leverage, size, ownership structure, multinationality, managerial ability etc. For example, high level of debt in a company's capital structure
requires high monitoring costs. Companies with high level of financial leverage are expected to comply
with information requests by creditors. Firms, according to Healy and Palepu (1993, 1995), are
motivated to provide voluntary disclosure when they plan to issue public debt or equity or acquire
another company in order to make investors explicit information and influence their perceptions.
Camfferman and Cooke (2002), Jensen and Meckling (1976) affirmed that voluntary disclosures by the
companies are expected to reduce the cost of monitoring because of reduction in information
asymmetry.
The size of a company is also a determinant of the extent of voluntary disclosure made in annual
reports. Different reasons were adduced by different researchers to elucidate the influence of firm size
on voluntary disclosure. Watson, Shrives and Marston (2002) approached their explanations from the
utility theory. They asserted that the bigger the firm, the higher the level of uncertainties associated with
the company's operation and those large firms will obtain greater benefits from increased disclosure
because of reduction of uncertainties arising from reduction in information asymmetry. Large company
implies increased public attention from stakeholders with the associated increase in political costs
(Nyoman, Sutrisno & Achsin, 2013), so therefore voluntary disclosure is one of the mechanisms for
reducing political costs associated with large firms. Kasznik and Lev (1995), Lang and Lundholm
(1993) among others observed that a positive and significant relationship exists between disclosure
and firm size on the basis of the possibility of economies of scale (Field, Lowry, & Shu, 2005)
Multi-nationality coupled with foreign listing is sought by companies to obtain competitive advantage.
Celik, Ecer and Karabacak (2006), Saudagaran and Biddle(1992)hypothesized that companies listed
on the securities exchange of another country have a more competitive cost of capital as they can
issue securities with higher liquidity and lower cost of capital. Celik, et al. (2006) and Portes and Ray
(2003), opined that ownership dispersion across the borders of countries induces geographic and
temporal information asymmetry. The resultant geographic and temporal information asymmetry can
therefore be reduced by voluntary disclosure. Firms with concentrated ownership tend to have lower
voluntary disclosure than firms with greater dispersion of ownership. Dispersion of ownership implies
increased monitoring costs. The possibility of reducing monitoring costs associated with dispersion in
ownership motivates companies to embark on increased voluntary disclosure. Firms with
concentrated ownership structure on the other hand, are usually characterized by possible conflict of
interests which could lead to lower disclosure of information outside the mandatory disclosure
requirements (Oliviera, Rodrigues & Craig, 2006).
Gender diversity relates the number of women on a firm's board of directors to the total number of
members on the board. A number of previous empirical studies linked board gender diversity to quality
of board decisions and by extension, firm's overall performance. The studies of Huse and Solberg
(2006), Walt and Ingley (2003) and Burke (1999) provided a platform for the linkage of board gender
diversity by maintaining that the starting point for women on board decision making process is that
decision making does not only take place within the boardroom but also before and after the meeting,
implying that women tend to have better preparation and follow up abilities than men. This in-turn
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translates into better firm's performance. Risk management, multi-tasking and better communication
abilities have also been used to explain why firms managed by women tend to outperform those
managed by men. For example, Schubert (2006), Burke and Mattis (2000) noted that women's multitasking and communication abilities, coupled with moderate risk management appetite enhances
firm's board corporate governance practices and by extension the overall financial performance. Since
firms with better financial performance and good news tend to disclose more voluntary information,
board gender diversity is expected have significant influence on firms' voluntary disclosure because it
exerts positive influence on corporate performance through sound corporate governance and
reduction of risk appetite of the board of directors.
Disclosure of voluntary information is seen as one of the mechanisms to signal the market the current
and future performance of a firm. Firms that have high level of profitability and return on investment are
likely to disclose more information to signal the market of its superiority to poorly performing
companies. By so doing, disclosure is seen as a mechanism for monitoring the performance of
managers. Nyomanet.al. (2013), Rouf (2011a, 2011b), Meek, Roberts and Gray (1995) posited that
highly motivated managers make voluntary disclosures to maintain their position and level of
compensation. Shareholders and other stakeholders monitor managers' performances through
disclosure of voluntary information.
Liquidity is the firm's ability to meet its short term liabilities (Lan, Wang & Zhang, 2013). Liquidity and its
related ratios are used to assess how well placed a firm is to pay off its short term debt obligations.
Firms with better liquidity are considered to be operating better business. According to Agyei-Mensah
(2015), the greater the coverage of liquid assets to short-term liabilities, the clearer the signal, that a
company can pay its debts that are coming due in the near future and its ongoing operations. Because
profitability is related to liquidity, cash-cow businesses are also likely to signal superior performance
through voluntary disclosure of forward looking information in the form of cash flow projection or
forecast.
The state of the general economy may act as the motivating factor to disclose voluntary information.
Trueman (1986) opined that firms' managers voluntarily disclose information in the form of forecast to
demonstrate to investors of their awareness of the economic environments and their ability to adapt to
changing realities. This study considers firms' market capitalization as a market related variable and
investigated its influence on the extent of voluntary disclosure in annual reports of Nigerian listed
companies. It has been argued that audit firms can influence the disclosure strategies of companies
(Hossain& Taylor, 2007).
Theoretical Consideration
The agency theory
The principal/agent problem is revealed in the management and direction of a company arising from
differential interests of firm's stakeholders. Smith (1776), Berle and Means (1932), Zingales (1998)
emphasized these interests and the principal/agent problem. In 'Theory of the firm: managerial
behavior, agency costs and ownership structure' Jensen and Meckling (1976),referred to the firm as a
'black box', operated so as to meet relevant marginal conditions with respect to inputs and outputs,
thereby maximizing profits, i.e., present value. The duo signaled that no theory exists, explaining the
way in which the conflicting objectives of individual participants will be brought into equilibrium to
succeed in value maximization. A company is viewed as a web of contracts consisting of several
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groups (suppliers, bankers, customers, employees etc.) who make some kinds of contribution to the
company for a given price. The task of the management is to coordinate these groups and contracts
and try to optimize them: low price for purchased supplies, high price for sold goods, low interest rates
for loans, high share prices and low wages for employees. In these relationships, management is the
agent, which tries to gain contribution from principals (bankers, shareholders, employees etc.).
The need for financial statements, especially those useful for investment decision is a direct offshoot of
information asymmetry and agency costs associated with decisions aimed at satisfying the selfinterest of the agent (management). For the purpose of providing explanation as to why managers
voluntarily disclose information, agency theory assumes that managers and shareholders have
different interests (Chow & Wong-Boren, 1987; Cooke, 1989a, 1989b, 1992; Firth, 1980; Hossain, Tan
& Adams, 1994). Managers, within the knowledge that shareholders will seek to control their behavior
through bonding and monitoring activities, may have an incentive to try and convince shareholders.
Managers believe that shareholders act carefully and disclosure may be used as a means to convince
them.
Agency theory predicts that agency costs will vary with different corporate characteristics, such as
size, leverage and listing status. For example, agency theory suggests that highly leveraged
companies would disclose more information. By this way, it could satisfy the needs of debenture
holders and trustees. Through greater disclosure, companies attempt to reduce the cost of capital by
reducing investor uncertainty (Ball & Foster, 1982; Watson et al., 2002). This argument may also relate
to company size. Larger companies make greater use of debt because of tax advantages (Ahmed &
Courtis, 1999). Large firm therefore leads to increased agency and political costs. Voluntary disclosure
of information is therefore seen as a mechanism through which firms' managers reduce agency and
political costs associated with size. Firms with high shareholders dispersion are motivated to increase
the level of voluntary disclosure so as to minimize the monitoring costs associated with information
asymmetry. In relation to liquidity, agency theory posits that firms with inferior liquidity are likely to
release more information to investors and creditors to alleviate information asymmetry (Wallace et. al,
1994).
Legitimacy Theory
Empirical researcher such as Deegan and Gordon (1996), Guthrie and Packer (1989), Pattern (1992),
among others have employed legitimacy theory to explicate disclosures by firms in environmental and
social reporting. Legitimacy theory is predicated on the assumption that the existence of a contract or
agreement between a firm and its stakeholders is based on the premise that companies signal their
legitimacy by disclosing certain information in the annual report (Shocker & Sethi, 1974). According to
Celik, et al. (2006) the information disclosed by the firms have different qualifications. Some of them
can be accounting information while the others can be supportive information to accounting
information. Accounting information is qualified as “historical information”. In some cases, due to the
historical feature of reported information, this kind of information could not sufficiently provide benefits
to decision-makers. They maintained that with the rapid change of today's economic conditions, the
potential drawbacks of historical data have become more obvious. In order to fully understand the
firm's operations and to project in forward-looking perspective, current and forward-looking
information have to be used in addition to historical data. They concluded that disclosure of current and
forward-looking information of the firms would be complementary to financial information based on
historical data. By voluntarily revealing certain information, directors can communicate with the
various stakeholders (Watson et al., 2002).
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Signaling Theory
Signaling is a reaction to information asymmetry in markets; which implies that companies' internal
stakeholders have information that investors and other outside stakeholders do not. Information
asymmetry can be minimized if the directors who possess more information provide this information
voluntarily by signaling to outside stakeholders. Eccles, Hertz, Keegan, and Phillips (2001) affirmed
that managers of higher quality firms will wish to distinguish themselves from lower quality firms
through voluntarily disclosures. In order to signal successfully, managers should use credible signals.
Signaling theory is another theoretical approach employed in providing explanations to why voluntary
disclosure process is employed by firms. Managers are likely to provide voluntary information and
forecast to show the investors that are aware of the economic environment and able to quickly respond
to changes (Trueman, 1986). In relation to profitability and liquidity, firms with superior financial
standing are likely to disclose more voluntary information than firms with bad financial performance
(Cooke, 1989a). Auditors reputation is also popularly employed as a signal to the market as financial
statement audited by high ranking auditor are usually regarded as better in quality and credibility
(Hossain, Perara & Rahman, 1995).
Methodology
This study employed ex-post facto research design with the entire population of 185 companies listed
on the Nigerian Stock Exchange as at 31st December, 2014. A sample size of 26 companies,
representing an approximate 20.15 percent of the 129 companies listed on ten out of eleven sectors of
companies listed on the Nigerian Stock Exchange as at 31st December, 2014 using a combination of
stratified and purposeful sampling techniques. A minimum of 10% of the companies listed on each of
the ten sampled industrial classification was selected. A sample size of 10% is considered appropriate
and adequate for any study (Yomere & Agbonifoh, 1999). However, because of time limitation, seven
companies out of the twenty six companies listed in the consumer goods sectors of the NSE were
sampled. The demographic information of the sampled firms is contained in appendix 1. We excluded
the financial services firms from the scope of this study because of the peculiar disclosure
requirements occasioned by special regulations of this sector either from the Central Bank of Nigeria
(CBN), National Insurance Commission (NIACOM) or other regulatory authorities.
A disclosure matrix of eighty (80) items covering strategic (25 items), non-financial (25 items) and
financial (30 items) voluntarily disclosed information was adapted from the work of Barros (2013),
Lanet al. (2013), Binh, (2012), Rauf (2011a, 2011b); Agca &Önder (2007). Variables relating to
companies' structure related, performance related and market related factors were generated from the
audited financial statements of sampled firms covering a longitudinal period of 2007 – 2014. This
period was purposely selected to account for variations in voluntary disclosure practices (if any) from
the annual report of companies prior to and after the adoption of IFRS in Nigeria. Un-weighted
disclosure indices were computed for the strategic, financial and non-financial disclosure variables
using data extracted from the audited financial statements of the sampled firms. Aprobit regression
analysis which uses a dummy variable as the dependent variable, which is dichotomous and takes two
values i.e. 1 for disclosure and 0 for non-disclosure (Iatridis, 2008) was employed to investigate and
test the nature, magnitude and significance of the relationship between the explanatory and explained
variables. Analysis of variance to test the differences in means of various voluntary disclosure indices
during pre and post IFRS adoption periods in Nigeria. The various hypotheses were tested at 5% level
of significance.
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Data set
The dependent variable, voluntary disclosure was classified into strategic, financial and non-financial
voluntary disclosures and annotated SIDI, FIDI, NIDI respectively. The various un-weighted of
disclosure indices were computed by relating the sums of the numbers of items disclosed to the
maximum disclosure under each classification. The total voluntary disclosure index (TVDI) is
computed using the same approach. This is in line with the approach adopted by Lan et.al. (2013).
This is computed as Disclosure Index =

Raw Score
Maximum Score

The independent variables of size and market capitalizations were computed using the natural
logarithm of sales and securities market capitalization. Natural logarithm of sales was used to proxy
the firm size. This is consistent with the methodology adopted by Dogan (2013), Akinyomi and
Olagunju (2013), Matyjas (2014) and Niresh and Velnampy (2014). The long term debt ratio was
measured as: Long term debt /Net total assets. This is consistent with Badar and Saeed (2013),
Chitiavi, Musiega, Alala, Douglas and Christopher (2013). Theproxyfor profitability wasthe return on
equity measured as the rate of return on shareholders' equity. This measure is consistent with
Onaolapo and Kajola (2010), Badar and Saeed (2013), Ebimobowei, Okay and Binaebi (2013),
Saleem, Ur-Rahman and Sultana (2013), Ishaya and Abduljeleel (2014) and Abdallah (2014). ROE
was calculated as: Profit after tax/ Shareholders' funds, and the total percentage of shares held by
foreign investors/partners was usedas a proxy for measuring multi-nationality. This is in line with the
measurement adopted by Agca & Önder (2007). Nature of the firm's market capitalization was used to
proxy the market related variables.
The following are the hypotheses of the study stated in their null form:
Research hypotheses
H01: There is no significant relationship between structure-related, performance-related and marketrelated variables and strategic information disclosures among Nigerian listed companies
H02: There is no significant relationship between structure-related, performance-related and marketrelated variables and financial information disclosures practices among Nigerian listed
companies
H03: There is no significant relationship between structure-related, performance-related and marketrelated variables and non-financial information disclosures practices among Nigerian listed
companies
H04: Firms and market factors do not exert significant influence on the level of voluntary disclosure of
firms listed on the Nigerian Stock Exchange
H05: There is no significant difference between the levels of voluntary information disclosure practices
before and after the adoption of IFRS by Nigerian listed companies.
Model specification
SIDIit = â0 + â1lnSZEit + â2LEVit + â3BGDVit + â4MNLit + â5PROit + â6LIQit + â7lnMCAPit + µit …Model 1a
FIDIit = ñ0 + ñ1lnSZEit + ñ2LEVit + ñ3BGDVit + ñ4MNLit + ñ5PROit + ñ6LIQit+ ñ7lnMCAPit + µit ….Model 1b
NIDIit = ë0 + ë1lnSZEit + ë2LEVit + ë3BGDVit + ë4MNLit + ë5PROit + ë6LIQit + ë7lnMCAPit + µit….Model 1c
TVDIit = f
0+ f
1lnSZEit + f
2LEVit + f
3BGDVit + f
4MNLit +f
5PROit+ f
6LIQit + f
7lnMCAPit + µit….Model 1d
Pre IFRS TVDIit= Post IFRS TVDIit ……..........… Model 2
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Descriptive statistics
The mean values of the various disclosure indices as contained in tables 1 are .445, .031, .434 and
.391 for SIDI, FIDI, NIDI and TVDI respectively. This indicates that the level of disclosures of most of
the strategic information, financial information, non-financial information and by extension the total
voluntary disclosure were below average during the period under review. The standard deviation which
is a measure of individual observations from the mean values indicates no serious volatilities with the
values of .079, .071, .087 and .053 for SIDI, FIDI, NIDI and TVDI respectively. The skewness which is a
measure of the dispersion of the data set from the median indicates that all the disclosure indices were
negatively skewed with values of -.757, -.118, -.619 and -.062 for SIDI, FIDI, NIDI and TVDI
respectively. The kurtosis which measures the data set dispersion from their respective modal values
indicates that SIDI and NIDI experienced peakedness in distribution. The p-values of the Jarque-Bera
statistics indicate that only SIDI is normally distributed.
The pair-wise correction coefficients shown in table 2 reveals that there is no serious case of multicollinearity among the explanatory variables implying that they can bemodelled together without
inflating the standard error of the regression. The perceived evidence of multi-collinearity as shown by
correlation coefficients of -.5622 between LIQ and LEV on one hand and 0.8567 between lnMCAP and
lnZSE on the other hand confirms the theoretical links between liquidity and leverage and size of
companies measured by sales and market capitalization.
The pair-wise correction coefficients shown in table 2 reveals that there is no serious case of multicollinearity among the explanatory variables implying that they can be modelled together without
inflating the standard error of the regression. The perceived evidence of multi-collinearity as shown by
correlation coefficients of -.5622 between LIQ and LEV on one hand and 0.8567 between lnMCAP and
lnZSE on the other hand confirms the theoretical links between liquidity and leverage and size of
companies measured by sales and market capitalization.
Diagnostic tests for model 1a
The F-test for the presence of fixed effect and Breusch and Pagan Lagrangian multiplier test for
random effect of 4.75 (0.0000) and 4.14 (0.042) in table 3 above reveals the need for Hausman's
specification test since both effects are statistically significant. However the Hausman's specification
test prefers the estimation of parameter coefficients using random effect with chi2 Statistic of 11.56
(0.1159). In addition, there is no evidence of serial correlation. This is confirmed by the Wooldridge test
for first order autocorrelation F-test coefficient of 0.801 and the associated probability value of 0.4054.
The Pesaran's test for cross-sectional dependence with a coefficient and associated p-value of -1.103
and 0.1605 suggests that there is no evidence of cross-sectional dependence. Hence, the random
effect estimation result is interpreted.
Findings
From table 3, the size of the company as measured by the natural logarithm of sales (lnsze) is
negatively related to strategic information disclosure index (SIDI) with a coefficient of -0.337 and t-stat
of -2.57 which is statistically significant at 5%. A statistically significant(at 1%) negative relationship
between liquidity (liq) and SIDI is also observed. The F-test and the associated p-value of 48.08 and
0.0000 imply that the combined effect of all the explanatory variables on the regress and is statistically
significant at 1%. The adjusted R2 of 0.5004 suggests that 50.04% of the changes in the mean value of
the explained variables can be explained by variables included in our models implying that the model
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could moderately explain and predict variations in strategic information disclosures of the sample
firms. The null hypothesis one is rejected hence it is confirmed that there is significant relationship
between structure-related, performance-related and market-related variables and strategic
information disclosures among Nigerian listed companies.
Diagnostic tests for model 1b
The F-test for the presence of fixed effect and Breusch and Pagan Lagrangian multiplier test for
random effect of 2.12 (0.0710) and 0.01 (0.9103) in table 4 reveals the existence of fixed effects,
hence no justification for the Hausman's specification test. The p-value of modified Wald test of 0.0000
indicates that the data set is homoscedastic. Also the Woldridge test for serial correlation and BreuschPagan LM test suggest that there is no evidence of both serial correlation and cross-sectional
dependence, hence the interpretation of the fixed effect estimation result.
Findings
The results as shown in table 4 suggest the rejection of the null hypothesis two and it is confirmed that
there is significant relationship between structure-related, performance-related and market-related
variables and financial information disclosures of the sampled Nigerian listed companies.
Diagnostic tests and findings for model 1c – Hypothesis three
The presence of fixed effect was detected in the data set as shown in table 5. Although the modified
Wald test reveals the absence of heteroskedasticity, the Wooldridge's test for serial correlation
indicated the existence of autocorrelation, hence we dealt with this issue by estimating FE (within)
regression to account for AR(1) disturbances. From the results, an observation was made of the
existence of statistical non-significant relationship between the regressors and the explained variables
as revealed by F-stat and the associated p- value of 0.88 and 0.5320 respectively. The adjusted R2 of
0.0000 also confirms this position. Hence, the null hypothesis cannot be rejected.
Diagnostic tests and findings for model 1d– Hypothesis four
The diagnostic tests in table 6 above show the presence of fixed effect in the data set. The modified
Wald test coefficient and its p-value reveal the presence of heteroskedasticity. However, there is no
evidence of serial correlation and cross-sectional dependence. In order to deal with the observed
heteroskedasticity, the FE is estimated with robust standard error the result of which is presented
below. The parameter estimates in table 6 reveal that firm size is positively and statistically (at 10%)
related to total voluntary disclosure index among sampled firms. The observed positive (coefficient =
3.532) relationship between multi-nationality and voluntary information disclosure index is also
statistically significant at 5%.Although the model's explanatory power as revealed by the adjusted R2
of 0.015 is weak in predicting the disclosure practices of Nigerian listed firms, the F- statistic and the
associated p-value of 3.21 and 0.0082 respectively indicate that the joint influence of the explanatory
variables and the dependent variable is statistically significant.
Table 7,which presents test of equality of means between pre and post IFRS adoption non-financial
information disclosure index of the sampled firms revealed a respective pre and post IFRS TVDI mean
of .3757 and .4160 and a p-value of t-statistics of .0050 indicating that the difference in mean of pre-and
post IFRS TVDI is statistically significant. This indicates the rejection of the H05 and the conclusion that
there is significant difference between total voluntary information disclosure indices (TVDI) of the
sampled firms.
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Conclusion
On the strength of the above findings, it is concluded that the global adoption of the IFRS has motivated
an enhanced disclosure of other voluntary information. This may partly be adduced to the potential
benefits attributable to disclosure such as reduction of risks, agency cost, political cost, cost of capital
and enhanced managerial ability to negotiate for improved welfare and compensation package.
Recommendations
Based on the findings, the study recommends the following:
i. By linking the voluntary disclosure to the cost of capital, voluntary disclosure engenders an indepth understanding of the potential economic consequences of voluntary disclosure, so
managers of firms are encouraged to use voluntary disclosure positively to the advantage of the
company;
ii. As observed, increased disclosure brings about reduction in political and agency costs associated
with information asymmetry. Voluntary disclosures should therefore be used as a mechanism to
reduce these cost to the overall advantage of all stakeholders; and
iii. Since voluntary disclosure also reduces the geographical and temporal information asymmetry
associated with cross-border share ownership of a company, we advocate that in order to further
promote cross –border capital inflow into Nigeria, managers of listed companies are advised to
promote investment-useful voluntary information in their annual reports and other media.
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24.92
0.339

56

Sum
Sum Sq. Dev.

Observations

56

17.367
0.278

3.037
0.219

56

24.28
0.415

4.202
0.122

56

21.888
0.156

0.417
0.812

Source: Researcher's extracts of descriptive statistics, 2017

6.114
0.047

Jarque-Bera
Probability

Mean
Median
Maximum
Minimum
Std. Dev.
Skewness
Kurtosis

56

1397.85
23.23

0.299
0.861

56

23.557
2.11

0.169
0.919

56

29.45
1.91

26.629
0

56

7.756
0.494

3.322
0.19

56

19.446
5.623

21.905
0

56

65.605
13.052

3.522
0.172

56

1443.07
53.686

2.281
0.32

SIDI
FIDI
NIDI
TVDI
LNSZE
LEV
MNL
BGDV
PRO
LIQ
LNMCAP
0.445
0.31
0.434
0.391
24.962
0.421
0.526
0.138
0.347
1.172
25.769
0.44
0.333
0.44
0.394
24.912
0.412
0.541
0.125
0.322
1.124
25.659
0.56
0.433
0.6 0.488
26.317
0.96
0.75
0.286
1.08
2.472
27.87
0.2
0.2
0.16
0.263
23.615
0.017
0
0
-0.904
0.35
23.993
0.079
0.071
0.087
0.053
0.65
0.196
0.186
0.095
0.32
0.487
0.988
-0.757 -0.118
-0.619 -0.062
0.104
0.067 -1.455
0.17
-0.529
0.614
0.395
3.571
1.884
3.52
2.596
2.708
3.233
4.717
1.857
5.876
2.961
2.405

Table 1: Descriptive statistics
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1.0000
0.3210
0.6955
0.5129
-0.2446
-0.3291
-0.3320
0.2934
-0.2713
0.4562

FIDI

1.0000
0.7510
0.3599
0.1728
0.1191
0.3543
0.2911
-0.1889
0.3036

NIDI

Source: Researcher's Data analysis, 2017

SIDI
FIDI
NIDI
TVDI
lnSZE
Lev
MNL
BGDV
PRO
LIQ
lnMCAP

SIDI
1.0000
0.0690
0.1753
0.5846
-0.1845
0.2104
0.0672
0.1214
0.1533
-0.3250
-0.0633
1.0000
0.3549
0.0627
-0.0730
0.0704
0.3657
-0.3817
0.3537

TVDI

Table 2: Pairwise correlation analysis of variables

1.0000
-0.0014
0.0445
-0.1604
0.2872
-0.2102
0.8567

lnSZE

1.0000
0.4774
-0.0178
0.3432
-0.5622
0.2248

Lev

1.0000
0.4676
0.1357
0.2080
0.2510

MNL

1.0000
-0.2334
0.2844
-0.1497

BGDV

1.0000
-0.2842
0.3733

PRO

1.0000
-0.3112

LIQ

1.0000

lnMCAP

Table 7: Test for Equality of Means Between Series –TVDI
Method

df

Value

Probability

54
42.50878
(1, 54)
(1,
42.5088)

-2.927252
-2.932898
8.568805
8.601890

0.0050
0.0054
0.0050
0.0054

Source of Variation

df

Sum of Sq.

Mean Sq.

Between
Within

1
54

0.021377
0.134714

0.021377
0.002495

Total

55

0.156091

0.002838

Mean
0.375714
0.416071
0.390848

Std. Dev.
0.050087
0.049709
0.053273

Std. Err.
of Mean
0.008466
0.010847
0.007119

t-test
Satterthwaite-Welch t-test*
Anova F-test
Welch F-test*
*Test allows for unequal cell variances
Analysis of Variance

Category Statistics
Variable
TVDI
TVDII
All

Count
35
21
56

Source: Researcher's extracts of analysis of variance, 2017
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Abstract
This study examined the effect of corporate governance on non-financial disclosures in Nigeria, unlike
prior studies where corporate social and environmental reporting (CSER) dominated the sphere of
non-financial disclosures. The study addressed these limitations by incorporating more
comprehensive and composite bases for evaluating corporate non-financial disclosures. The
longitudinal research design was adopted. A sample of sixty-five (65) companies quoted on the floor of
the Nigerian Stock Exchange covering the period 2009-2015 was used for the study. These companies
were selected using the stratified simple random sampling technique. Secondary data retrieved from
the annual report and accounts were used for the analysis. The method of data analysis that was
employed in this study is the Ordinary Least Squares (OLS) Regression. Overall, corporate
governance was found to exert some significant influence on non-financial disclosures, though the
effect varies between historical and future non-financial disclosures. Given that corporate governance
is seen to be a driver of non-financial disclosures in annual reports, the study recommended that
companies should be made to adhere strictly to corporate governance codes and these codes should
be constantly reviewed to reflect best global practices.
INTRODUCTION
Corporate governance has been on the front burner since the 90s and it is a subject of great
importance in the corporate world. Due to the collapse of seemingly strong corporate entities as a
result of the malfeasances in industries like Enron, WorldCom, BCCI in the United Kingdom and the
Lehman brothers (Dibra, 2016), there was need to introduce a code of conduct to ensure probity in the
activities of managers and other stakeholders. Some of these codes that have been introduced to
checkmate these fraudulent activities are mostly additional non-financial disclosures in the financial
report.
In some countries, disclosures of this additional non-financial information are compulsory while in
other countries like Nigeria it is voluntary, hence, limiting the objective of strict compliance. Information
provided in the corporate world are classified as financial and non-financial information. Information
plays an important role in the corporate world as it can benefit the companies in many ways (Katmun,
2012). Market interest in non-financial information is growing. During the past two decades, there have
been many ideas put forward for improving business reporting and nearly all of them focus on the
importance of companies providing more non-financial information. The Association of Investment
Management Research states that non-financial information is a good way to communicate with
shareholders about company progress (AIMR,1992). The non-financial information provides evidence
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of management acumen and operating know-how, and such non-financial information usually
correlates with financial information (Zarzeski, 1996; Street & Shaughnessey, 1998). Since the 1990s,
the companies that endorse non-financial disclosure (NFD) have, in absolute numbers, substantially
increased while the volume of such disclosures has risen respectively (KPMG, 2011). In the academic
literature, a variety of terms have been used in order to define non-financial disclosure and these
include: social and environmental, corporate social responsibility, sustainability, and ethical triplebottom-line. These seemingly overlapping terms tend to reflect the expanded accountability efforts of
the firm which is generally voluntary in principle but geared largely towards its stakeholders and the
society as a whole.
Emerging market exchanges are also not left out in the move to promote non-financial disclosures. For
example, Exchanges in Brazil, China, Egypt, India, Indonesia, Malaysia, and South Africa have also
launched non-financial disclosure rules in recent years (Eccles & Krzus, 2009).However, non-financial
disclosures still appear to be voluntary. This suggests that companies have the absolute discretion in
the decision to report. Thus, aside from the nature of the reporting environment, their own internal
structure variables such as corporate governance are very instrumental in their disposition towards
non-financial disclosures. The focus of the study is to examine the impact of firm level corporate
governance on non-financial disclosure in corporate reports in Nigeria.
In recent times there have been studies that focused on non-financial disclosures such as Uwuigbe
and Uadiale (2013), Uwuigbe and Egbide (2012), Ebiringa, Emeh, Chigbu and Obi (2013), Okoye and
Ngwakwe (2004), Osunbor (2005), Mgbame and Ilaboya (2014), Adeyemi and Owolabi, (2008).
However, the limitation of these studies is that their emphasis has majorly been in the area of corporate
social and environmental (CSER) disclosure which does not appear as a sufficient basis for evaluating
non-financial disclosures. This is because non-financial disclosure actually extends beyond CSER to
incorporate other dimensions such as disclosure of corporate risk, strategy, and governance. The
undue emphasis on CSER is rather disturbing. This study intends to address these limitations by
incorporating more comprehensive and composite bases for evaluating corporate non-financial
disclosures.
The Objective of the Study
The objective of the study is to investigate the effect of firm-level corporate governance on the extent of
non-financial disclosure in corporate reports.
Literature Review
This section presents a review of literature on non-financial disclosures, types of non-financial
disclosure and the various corporate governance mechanisms.
Non- Financial Disclosures
Gray, Kouhy, and Lavers (1995) defined non-financial disclosure as the process of communicating the
social and environmental effects of organizations (particularly companies) beyond the traditional role
of providing financial information to the owners of capital, in particular; shareholders. Such an
extension builds upon the assumption that companies do have wider responsibilities than simply to
make money for their shareholders.
According to Robb, Single, and Zarzeski (2001), the Non-financial disclosure is qualitative information
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in the companies' reports which exclude financial statements and related footnotes. Non-financial
information refers to a company's mission, vision and corporate strategy (Santema & Van De Ritj,
2001).
Non-financial disclosure has been defined as a valuable legitimation instrument which can mitigate
social concerns and with a mediating effect in convincing societal members (i.e. stakeholders) that the
organization is fulfilling their expectations (Uwalomwa & Ben-Caleb, 2012). Recent evidence shows
that companies tend to utilize non-financial disclosure and to actively engage in such communication
channels in order to reduce or prevent accountability deficits and/ or potential legitimacy 'gaps' (Haji &
MohdGhazali, 2011; Mia & Al Mamun, 2011).
Types of Non-Financial Disclosures
There are various types of non-financial disclosure, but this paper would focus on corporate risk
disclosure, corporate social responsibility disclosure, and corporate strategy disclosure.
Corporate Risk Disclosure
The corporate risk disclosure can play a vital role in providing non-financial information to investors
and other stakeholders about the uncertainty surrounding the business of the company, and thus help
them to make more effective decisions. (Geo, 2008, Cabedo & Tirado, 2004). Jorgensen and
Kirschenheiter (2003) formalised risk disclosure as disclosure of the firm specific variance of future
cash flows. Dobler (2005) conceived risk reporting as probabilistic forecast disclosure. Linsley and
Shrives (2006) defined risk disclosure as information of any opportunity or prospect or of any hazard,
danger, harm, threat, or exposure, which has already impacted upon the company or may impact upon
the company in the future or of the management of any such opportunity, prospect, hazard, harm,
threat or exposure.
Corporate Social Responsibility Disclosure
With an increased number of business entities which report numerous data on their non-financial
performance, it could be argued that the Corporate Social Responsibility (hereafter CSR) has been
transformed from an irrelevant and doubtful idea to a high-ranking topic in research as well as on
practice agenda (KPMG, 2013). During the last two decades, the volume of information produced by
business entities regarding their CSR activities has increased significantly (Owen, 2006). KPMG
(2013) emphasized that corporate social responsibility (CSR) reporting is now undoubtedly a global
mainstream business practice, undertaken by most companies. Corporate Social responsibility
disclosure by corporations has been increasing steadily in both size and complexity over the last two
decades (Smith, 2003).
Corporate Strategy Disclosure
The strategy is an administrative technique to achieve results consistent with the mission and goals of
the organization (Wright, Kroll & Parnell, 1998). To be effective, the strategy must be clear, focused and
should define the competitive priorities adopted by a company (Skinner, 1969). Functional strategies
are assumed to support the overall business strategy and operate as a competitive tool for a company
(Slack, Chambers & Johnston, 2007). Despite its relevance to investors, the disclosure of a company's
strategy may represent a cost, as it can potentially reveal proprietary information. In this sense,
companies have to choose to what extent they want to reveal their strategy.
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Corporate Governance
According to Anandarajah (2004), there is no universally agreed definition for what the term corporate
governance means, numerous definitions have evolved owing to the multi-dimensional nature of the
concept. Consequently, Anandarajah (2004) viewed the concept of corporate governance as a means
of holding the balance between economic and social goals and between individual and communal
goals. The governance framework is there to encourage the efficient use of resources and equally to
require accountability for the stewardship of those resources. The aim is to align as nearly as possible
the interests of individuals, corporations, and society.
The Code of Corporate Governance issued by Central Bank of Nigeria (2003) defined the subject of
corporate governance as a system by which corporations are governed and controlled with a view to
increasing shareholder value and meeting the expectations of the other stakeholders. A common
assertion of most of the corporate governance definitions implies a mechanism targeted to minimize
problems generated by the separation of ownership and control (Wells, 2010).
Corporate Governance Mechanism
Board Size
Boards are among the most venerable instruments of corporate governance. Directors can protect the
interests of shareholders through effective controls of managerial actions, and also have the potential
to render valuable services to the firm in the shaping of its strategic posture.
Boards are the forefront of corporate governance reform, considering and resolving a host of issues
related to executive compensation; conflicts of interest; composition, function, and efficacy of board
committees, promulgation of ethical conduct; and so forth. Iskander and Chamlou (2000) identified the
important role of Boards of Directors in balancing the interests of shareholders with those of other
stakeholders in order to achieve long-term sustained value for the corporation. It is also believed that
the primary function of the board is to hire, fire, monitor, and compensate management. The question
that calls for concern is to what extent does board size matters in ascertaining firm performance. A
larger board size may decrease the motivation to gather and/or interpret information when information
acquisition is costly.
Board Independence
According to Fama and Jensen (1983), independent Directors have incentives to scrutinize diligently,
because they seek to protect their reputation as effective monitors of managerial discretion. There is a
competitive Directorship market in the banking industry causing independent Directors to be
concerned about their reputation. Since they are in a better position to discipline management,
independent Directors are arguably more effective in prohibiting opportunistic behaviour, thereby
reducing potential agency conflicts.
However, Adams and Ferreira (2009) showed theoretically that more independence reduces the
board's information production, hurts its advisory role, and may also reduce its monitoring function. If
independent Directors have stronger monitoring incentives than dependent Directors, the CEO
responds to increased board independence by providing less information. They show that, except for
situations in which agency costs are high, shareholders are better off with a board controlled by
insiders. In addition, the effectiveness of independent board members arguably depends on their
competence.
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Board expertise
Bosack and Blinka (2010) argued that boards must understand the complete risk profile of their
individual company and its related industry. Corporations must narrow the knowledge gap by
practicing more selectivity when choosing board members. Going forward, corporate boards will be
expected not only to be independent in terms of their composition but also to act independently. Also,
Directors should act as advisers and function to complement management by anticipating blind spots,
and offering advice based on their own professional experiences.
Board diligence
Board diligence focuses on the number of the meeting held during the year and the level of monitoring
on the implementation of the company's activities (Laksamana, 2008; Giannarakis, 2014; Urhoghide,
2014).
Corporate governance and Non-financial disclosures
García-Meca and Sánchez-Ballesta (2010) investigated the relationship between two mechanisms of
corporate governance (i.e. board of Directors and ownership structure) and voluntary disclosure. Their
results indicated that the independent Board of Directors in Communitarian countries is more effective
in encouraging voluntary disclosure and that it is more connected to transparency than it is in the
Anglo-Saxon countries. The results also indicated that diffused ownership structure supports voluntary
non-financial disclosure more than concentrated ownership. A study conducted in Hong Kong by Ho
and Wong (2001) investigated the effect of having some aspects of corporate governance (i.e. the
proportion of independent non-executive Directors, the existence of an audit committee, the existence
of dominant personalities and proportion of family members on board) on the extent of voluntary
disclosure. Of the four attributes of corporate governance, only the existence of an audit committee
was found to significantly affect voluntary non-financial disclosure.
Barako, Hancock and Izan (2006) conducted a study in Kenya to investigate the effect of some
corporate governance attributes including; a portion of non-executive Directors, dual leadership
structure, audit committee and ownership structures on the level of voluntary non-financial disclosure.
The findings indicated that Kenyan listed companies witnessed an increase in the level of disclosed
information over the study period. In addition, the authors found that the audit committee, ownership
structure in terms of the proportion of foreign ownership and percentage of stock owned by institutional
shareholders all affect the level of voluntary non-financial disclosure. Nevertheless, Siagian (2011) did
not confirm the positive relationship between ownership structure in terms of foreign ownership and
institutional ownership.
Akhtaruddin, Hossain, Hossain, and Yao (2009) investigated the relationship between some of the
corporate governance aspects (i.e. board size, the proportion of independent non-executive Directors
on board, outside share ownership, family control, and percentage of audit committee members to
total members on the board) and the voluntary non-financial disclosure in Malaysia. The authors found
that board size, the proportion of independent non-executive Directors on board and outside share
ownership contributed significantly towards increasing voluntary non-financial disclosure while family
control and percentage of audit committee members to total members on the board are negatively
related to voluntary non-financial disclosure. In view of these prior studies, it is hypothesized that;

160

Ho. Firm-level corporate governance has no significant influence on the extent of non-financial
disclosure in corporate reports.
Theoretical Framework
Stakeholder Theory
The theory explains the influence of stakeholders in a firm's decision and consequently, the role of
management in order to achieve the exact level of stakeholder demand, because if the level of
stakeholder power increases so the importance of meeting stakeholders' demand (Freeman, 1984). If
improving financial reporting to accommodate more non-financial disclosures are viewed as an
effective management activity for dealing with stakeholders, a positive relationship between power,
management performance, and non-financial disclosures is expected (Ullman, 1985). According to
this theory, companies make non-financial disclosures as part of their efforts to manage their
stakeholders' perceptions (Boesso& Kumar, 2007) and, at the same time, the different stakeholders
need to consider the part that they play in the improvement of corporate disclosure (Abraham &
Shrives, 2014). From the stakeholder theory standpoint, interest in corporate information is not limited
to just shareholders and other investors but spreads to other stakeholder groups. Depending on the
extent to which firms recognize the legitimacy of such stakeholders' interests, they tend to report more
non-financial information in order to meet their requests.
Research Method
The longitudinal research design was adopted in this study and this is because the studyinvolves
studying several entities repeatedly over time. Based on the practical challenges involved in accessing
the entire population, a sample of sixty five (65) companies quoted on the floor of the Nigerian Stock
Exchange was selected using the stratified random sampling method. The population of the study was
classified into two strata, those whose non-financial information could be categorised into corporate
risk disclosure, corporate social responsibility disclosure and corporate strategy disclosure and have
fulfilled their obligation of preparing annual reports covering 2009-2015 and those who did not.
Secondary data retrieved from the annual report and accounts were used for the analysis. In
Descriptive statistical methods used include numerical techniques such as the means, standard
deviation, range, frequency distribution. These tools aid in the summarization of the data. The method
of data analysis employed in this study is the Ordinary Least Squares (OLS) Regression.
Model Specification
The model for this study examined the effect of corporate governance on non-financial disclosure. In
conceptualizing Non-financial disclosures, the study adopted the measure of Robb, Single and
Zarzeski (2001) which categorized non-financial disclosures into forward looking non-financial and
historical non-financial. The model for the study is thus presented below:
Model 1: Forward looking non-financial information
FNFDit= ¶
0 +¶
2 BDSIZE it + ¶
3 BDIND it + ¶
3 BDEXP it + ¶
4 BDDIL it + µit --------------- (1)
Model 2: Historical non-financial information
HNFDit= ¶
0 +¶
2 BDSIZE it + ¶
3 BDIND it + ¶
3 BDEXP it + ¶
4 BDDIL it + µit

---------(2)

Model 3: Total non-financial information
TNFDit= ¶
0 +¶
2 BDSIZE it + ¶
3 BDIND it + ¶
3 BDEXP it + ¶
4 BDDIL it + µit -------- (3)
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Where; FNFD = Forward looking Non- financial disclosures,
HNFD = Historical Non- financial disclosures,
TNFDISC= Total Non- financial disclosures,
BDDIL= Board diligence
BDEXP= Board expertise
BDIND= Board independence
BDSIZE= Board size
?t= Stochastic term.
i = number of sampled cross-sectional firms,
t = time period of the sampled companies.
Table 4.1: Description and measurement of variables
Variable
Description
Measurement
FNFD

Forward looking
Non-financial
disclosures.

HNFD

Historical Non
financial
disclosures

TNFD

BDDIL

Total Non
financial
disclosures,
Board diligence

BDEXP

Board expertise

BDIND

Board
independence
Board size

BDSIZE

Source

A value of 1 is assigned if firms
disclose forward looking disclosure
in areas such as risk, strategy and
management, forecast and
operating envir onment and 0 if
otherwise.
- A val ue of 1 is assigned if a firm
disclosed historical disclosure in
areas such as risk, strategy and
management and operating
environment and 0 if otherwise.
- Sum of HNFD and FNFD scores.

Number of board meetings held
during the year
No of board members with
finance/accounting background
The r atioof external to internal
Directors on the board.
Number of individuals on the board

Aprori
expectation

Robb,
Single,
and
Zarzeski
(2001).

+

Robb, Single
,
and
Zarzeski
(2001).
+

Robb, Single
,
and
Zarzeski +
(2001).
Urhoghide
(2014).
+
Ahmed and
Goyal, (2005).
Uwuigbe (2011).

+

+
Che-Ahmad and
Houghton (1996). +

Source: Researchers’ Compilation (2017)

Data Presentation, Analyses, And Results
Table 4 2:. Descriptive Statistics
TNFDIC
HNFDISC
Mean
9.5923
2.78205
Median
10
3
Maximum
16
4
Minimum
6
1
Std. Dev.
2.2789
0.81829
JB
54.941
7.07557
Prob
0
0.02908
Obs
390
390
Source: Researchers’ Compilation (2017)

FNFDIC
5.32051
5
10
2
1.91123
19.9625
0.00
390
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BDDIL
4.8513
4
24
2
2.1495
7158.7
0
390

BDEXP
2.6795
3
6
1
0.5976
106.54
0
390

BDIND
0.55639
0.42857
3.66667
0.1
0.48818
2046.91
0
390

BDSIZE
9.6026
9
19
3
3.0241
57.822
0
390

Table 4.2 shows the descriptive statistics for the variables. As observed, the average TNFDISC score
is about 9.592 with a standard deviation (STD) of 2.279 which indicates the extent to which TNFDISC
for the distribution exhibits considerable clustering from the average. The maximum and minimum
values stood at 16 and 6 respectively. For HNFDISCL, the average score is about 2.782, STD=0.818,
Max= 4 and Min = 1. For FNFDISC, the average score is about 5.320, STD= 1.911, Max= 10 and
Min=2. Evaluating the descriptive statistics for corporate governance variables, the results showed
that for BDDIL measured by the number of times the board meets in the year indicates a mean value of
4.851, STD =2.149, Max= 24 and Min= 2. For BDEXP, measured by the number of Directors on the
board with finance/accounting background, Mean= 2.679, STD=0.598, Max= 6 and Min = 1. For
BDIND, measured by the ratioof external to internal Directors on the board, STD = 0.488, MAX = 3.67
and Min = 0.1. For BDSIZE indicative of the number of individuals on the board, Mean= 9.603, STD
=3.024, Max= 19 and Min= 3. The standard deviation values for all corporate governance variables
appear to be quite benign indicating considerable clustering of the corporate governance practices
around the mean.

Table 4.3: Pearson Correlation Result
TNFDISC HNFDISC FNFDISC
TNFDISC
1
HNFDISC 0.4871
1
FNFDISC
0.88
0.0941
1
BDDIL
0.1251
0.0444
0.1155
BDEXP
-0.0094
-0.0171
-0.0134
BDIND
-0.0323
-0.1049
0.0056
BDSIZE
-0.1183
-0.0174
-0.1216
Source: Researchers’Compilation (2017 )

BDDIL

BDEXP

BDIND

BDSIZE

1
0.18693
0.14125
0.22026

1
0.021
0.3361

1
0.0497

1

From table 4.3, the correlation coefficients of the variables are examined. However of particular
interest to the study are the correlation between the dependent variables (TNFDISC, HNFDISC, and
FNFDISC) and the explanatory variables (BDDILBDEXP, BDIND, and BDSIZE). As observed, from the
table, BDEXP, BDIND, and BDSIZE appear to be negatively correlated with TNFDISC as depicted by
the correlation coefficients -0.009, -0.032 and -0.118, respectively, while BDDIL is positively correlated
(r=0.125). Also, BDEXP, BDIND, and BDSIZE appear to be negatively correlated with HNFDISC as
depicted by the correlation coefficients -0.0171, -0.105 and -0.017, respectively, while BDDIL is
positively correlated (r=0.116). Only, BDEXP and BDSIZE appear to be negatively correlated with
FNFDISC as depicted by the correlation coefficients -0.0134 and -0.122 respectively while BDDIL and
BDIND are positively correlated (r=0.116 and r = 0.006)with FNFDISC. The Inter-correlations between
the explanatory variables do not seem to indicate the presence of multicollineraity threats.
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Table 4.4: Regression Assumptions Test
Normality test
Variable
Jacque-bera statistics
TNFDISC
54.941
HNFDISC
7.07557
FNFDISC
19.9625
BDDIL
7158.7
BDEXP
106.54
BDIND
2046.91
BDSIZE
57.822
Multicollinearity test
Variable
Coefficient Variance
BDDIL
0.007
BDEXP
0.045
BDIND
0.059
BDSIZE
0.002
Heteroskedasticity Test: ARCH
F-statistic = 4.383
Prob. F(1,376)
Obs*R-squared = 4.36
Prob. Chi-Square(1)
Breusch-Godfrey Serial Correlation LM Test:
F-statistic = 92.674
Prob. F(1,376)
Obs*R-squared=78.236
Ramsey Reset Test
t- statistics=1.577

Prob
0.000
0.02908
0.000
0.000
0.000
0.000
0.00
Centered VIF
1.180106
1.291749
1.287645
1.049619
0.201
0.281

Prob. Chi-Square(1)

0.36
0.38

Df= 372

0.115

f-statistics =2.489
Prob. F(1,376)
Source: Researchers’ Compilation (2017)

0.115

Tests of Normality, as shown by the results of the Jacque-bera statistics, assess the normality of the
distribution of scores. The variance inflation factor (VIF) shows how much of the variance of a
coefficient estimate of a regressor has been inflated due to collinearity with the other regressors.
Basically, VIFs above 10 is seen as a cause for concern (Landau & Everitt, 2003). As observed, in table
4 none of the variables has VIF's values exceeding 10 and hence none gave a serious indication of
multicollinearity. The ARCH test for heteroskedasticity was performed on the residuals as a precaution.
The results showed probabilities in excess of 0.05, which leads us to reject the presence of
heteroskedasticity in the residuals. The Lagrange Multiplier (LM) test for higher order autocorrelation
revealed that the hypotheses of zero autocorrelation in the residuals were not rejected. This was
because the probabilities (Prob. F, Prob. Chi-Square) were greater than 0.05. The LM test did not,
therefore, reveal serial correlation problems for the model. The performance of the Ramsey RESET
test showed high probability values that were greater than 0.05, meaning that there was no significant
evidence of miss-specification.
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Table 4.5: Regression Result
Variable

TNFDISC

HNFDISC

FNFDISC

9.739*
{0.319}
(0.000)

2.9472*
{0.093}
(0.000)

5.275*
{0.347}
(0.000)

BDSIZSE

-0.1396*
{0.040}
(0.000)

-0.0169*
{0.008}
(0.027)

-0.008*
{0.022}
(0.000)

BDIND

-0.204**
{0.121}
(0.093)

-0.035
{0.058}
(0.545)

-0.109
{0.103}
(0.294)

BDEXP

0.171*
{0.066}
(0.011)

0.001
{0.017}
(0.942)

-0.111
{0.063}
(0.083)

BDDIL

0.175*
{0.042}
(0.000)

-0.005
{0.015}
(0.733)

-0.005
{0.015}
(0.733)

R2

0.483

0.292

0.859

Adjusted R2

0.373

0.161

0.829

D.W

1.96

1.8

1.8

Mean of Dep.Var

9.59

0.026

4.776

S.E of Regression

1.962

0.044

0.655

F-stat

4.402
(0.00)

2.228
(0.008)

28.894
(0.00)

Corporate governance
C

Hausman test
0.043
Source: Researchers’ Compilation (2017){} are standard errors, ( ) are p-values
Table 4.5 shows the regression result conducted to examine the effect of corporate governance on
disclosure of non-financial information. Corporate governance variables were regressed on Total nonfinancial disclosure (TNFDIC), Historical non-financial disclosures (HNFDISC) and Futuristic nonfinancial disclosures (FNFDISC). The Hausman test statistics suggest the preference of the fixed
effects estimations and this was utilized in conducting the estimations. Evaluating the effect of
corporate governance variables on TNFDISCL, the R2 showed a value of 0.483 which indicates that
the model explains about 48.3% of the systematic variations (TNFDISC). The F-stat is 4.402 (p-value =
0.00) which is significant at 5% and suggests that the hypothesis of a significant linear relationship
between the dependent and independent variables cannot be rejected. It is also indicative of the joint
statistical significance of the model. The D. W statistics of 1.96 indicates that the presence of serial
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correlation in the residuals is unlikely. Commenting on the performance of the corporate governance
variables, it is observed that BDSIZE is negative (-0.1396) and significant (p=0.000), BDIND is
negative (-0.204) though not significant (p=0.093), BDEXP is positive (0.171) and significant
(p=0.011), BDDIL is positive (0.175) and significant (p=0.000).
Regressing corporate governance variables on HNFDISCL, the R2 showed a value of 0.292 which
indicates that the model explains about 29.2% of the systematic variations (HNFDISCL) with an
adjusted value of 0.161. The F-stat is 2.228(p-value = 0.00) which is significant at 5% and suggests
that the hypothesis of a significant linear relationship between the dependent and independent
variables cannot be rejected. It is also indicative of the joint statistical significance of the model. The D.
W statistics of 1.8 indicates the presence of serial correlation in the residuals is unlikely. Commenting
on the performance of the corporate governance variables, it is observed that BDSIZE is negative (0.0169) and significant (p=0.000), BDIND is negative (-0.035) though not significant (p=0.545),
BDEXP is positive (0.171) not also significant (p=0.942), BDDIL is negative (-0.005) but not significant
(p=0.733). Regressing corporate governance variables on FNFDISCL, the R2 showed a value of
0.859 which indicates that the model explains about 85.9% of the systematic variations (HNFDISCL)
with an adjusted value of 0.161. The F-stat is 4.776 (p-value = 0.00) which is significant at 5% and
suggests that the hypothesis of a significant linear relationship between the dependent and
independent variables cannot be rejected. It is also indicative of the joint statistical significance of the
model. The D. W statistics of 1.8 indicates the presence of serial correlation in the residuals is unlikely.
Commenting on the performance of the corporate governance variables, it is observed that none of the
variables was significant.
The results suggest that corporate governance has a significant influence on the extent of Total nonfinancial disclosures by companies. However, the direction of the effect may depend on the particular
variable in question. Consequently, we reject the hypothesis that corporate governance has no
significant influence on the extent of non-financial disclosure in corporate reports. The result is in
tandem with García-Meca and Sánchez-Ballesta (2010) using two mechanisms of corporate
governance (i.e. board of Directors and ownership structure). Ho and Wong (2001) investigating
corporate governance (i.e. the proportion of independent non-executive Directors, the existence of an
audit committee, the existence of dominant personalities and proportion of family members on board)
found only audit committee significantly affecting disclosure. Akhtaruddin, Hossain, Hossain,and Yao
(2009) found that board size, the proportion of independent non-executive Directors on board and
outside share ownership contributed significantly toward the increase in voluntary non-financial
disclosure.
CONCLUSION
As earlier observed, market interest in non-financial information is growing. During the past two
decades, there have been many ideas put forward for improving business reporting and nearly all of
them focus on the importance of companies providing more non-financial information. Institutional
investors seek information about the long-term ability of managers to manage effectively and efficiently
and such information could be non-financial in nature. Since the 1990s, the companies that endorse
non-financial disclosure (NFD) have, in absolute numbers, substantially increased while the volume of
such disclosures has risen respectively. However, non-financial disclosures still appear to be
voluntary. This suggests that companies have the absolute discretion in the decision to report. Thus
aside from the nature of the reporting environment, their own internal structure variables such as
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corporate governance are very instrumental in their disposition towards non-financial disclosures.
Overall, corporate governance exerts some significant influence on non-financial disclosures, though
the effect varies between historical and future non-financial disclosures.
RECOMMENDATIONS
Given that corporate governance is seen to be a driver of non-financial disclosures in annual reports,
the study recommends that companies should be made to adhere strictly to corporate governance
codes and these codes should be constantly reviewed to reflect best global practices. Also, due
recognition should be given by the government to those companies who have been able to
demonstrate consistently a good corporate governance stance overtime, and if possible incentives
should be given to them.
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Abstract
This study examines the relationship between culture and the ethical perception of accounting
practitioners in the big four accounting firms in Nigeria, namely: KPMG, Pricewaterhouse Coopers
(PWC), Ernst and Young (E&Y) and Akintola Williams Deloitte. The intent of the study is to determine
whether culture indicated by cultural values measured as: good human relationship, sense of
community, respect for elders and sense of religion have an impact on the ethical perception of
accounting practitioners. The research design is a sample survey of 95 accountants in practice at the
big four accounting firms. The simple linear regression (ordinary least square) method is employed to
examine the relationship between the dependent (ethical perception) and the independent
variable(Culture). The result reveals that culture has no significant relationship with ethical perception.
It is recommended that other factors apart from culture which can affect ethical perception of
accounting practitioners should be investigated and tested within the Nigerian context, so that it may
be made known the reason for the level of ethical decadence and degradation of ethical perception
among accounting practitioners in Nigeria. Recommendation is also made that the indicators that
measure culture be adjusted or expanded and re-tested in the Nigerian society.
Keywords: Ethics, Culture, Accounting Practitioners, Accounting Ethics, Ethical Perception, Big-four
firms
Introduction
Background to the study
In Nigeria, the previous and recent cases of unethical conduct such as: inflated contracts in public
parastatals, falsification of financial records, embezzlement of funds, fraud in corporate organizations,
bank distress certainly indicate the careless violation of ethical standards in corporate financial
reporting and auditing (Akenbor & Tennyson, 2014).The fall of major corporate organizations such as
Enron, WorldCom, Tyco, Adelphia can be attributed to corporate fraud of which $460 billion have been
said to be lost (Cotton, 2003).
Kasum (2009) noted that the “perpetuation” of financial irregularities is becoming the object of interest
in both the public and private sector in Nigeria according to the capacity. Between the years 2002 to
2007 there have been over 1200 corporate fraud cases and in nearly all of these corporate fraud cases,
an accountant was instrumental in the successful execution (Buckhoff & Wilson, 2008).
The behaviour of professional accountants in the rendering of necessary accounting, auditing and
taxation services has impact (whether direct or indirect) on the economic well-being of the country. The
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distinguishing mark of the accountancy profession is the acceptance of the responsibility to act in the
best interest of the public, thus its professional conduct is not limited to only a particular sect, individual
or client.
Ethical standards have been set by Accounting professional bodies in Nigeria like ICAN, ANAN, and
these ethical standards have been created to supervise the “engine” of morality and ethical conducts in
the discharge of auditing/accounting duties. Although efforts are being made by other regulatory
bodies to enforce and influence the practice of ethical standards by accountants, there has been a
major problem in sustaining strict adherence to the standards (Gowthorpe & Amat, 2005)
The financial crimes and fraud taking place within corporate organizations have caused the image of
the accounting profession to be tainted. However, it is not the technical competence of accountants
that is questioned because many of the accountants involved in some of the financial crimes are
professionally certified, rather, many argue that there is breakdown in the ethical standards and
behaviour of accountants. Therefore, it can be deduced that the ethical perception of accountants go
beyond the ethical codes or standards developed by regulatory bodies, rather, there are other factors
which have been suggested to affect or influence the ethical perception of accountants.
One major factor that has been argued to affect the ethical perception of accountants is culture. Nigeria
is a multi-cultural society. There are over 250 ethnic groups within the country. In Nigeria, one'scultural
background forms a large part of the persons' lifestyle.
A plethora of studies have been carried out to examine the influence of different variables on ethics
using different models. Most of these studies have focused on single factors such as gender,
education, age, level of cognitive development or social/organizational characteristics (eg: influence of
peer groups, ethical climate, significant others, codes of ethics, rewards and sanctions) (Frey, 2000,
Loe, 2000).
It has been posited that different cultural backgrounds lead to different ways of perceiving the world
and cultural differences influence individuals' ethical reasoning (McDonald, 2000, Thorne & Saunders,
2002). To the best of the researcher's knowledge, there have been very limited empirical studies on the
influence of culture on the ethical perception of accounting practitioners, especially in Nigerian context.
This study therefore seeks to examine the influence of culture on the ethical perception of accountants
in Nigeria.
The main purpose of this study is to examine various specific cultural values and their effects on the
perception of ethical dilemmas when applying individual judgments. The research investigates the
influence of cultural values on the ethical perception of accounting practitioners in Nigeria, by
examining the differences in their responses to specific issues or ethical dilemmas posited.
Literature Review
Ethics and the Accounting Profession
The pervasive system of corruption in the business environment appears to be the norm in all societies
(Ogbonna & Appah 2011). Ajibolade (2008) revealed that in recent times several corporate giants
across the world have collapsed. The United States of America, witnessed the collapse of Enron
Corporation, Tyco International,Worldcom, Global Crossing , Arthur Anderson(accounting firm)
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amongst others. The Nigerian society has not been excluded from this quandary.
This is exemplified by the financial scandals which occurred in corporations such as: Cadbury;
Nampak; Banks (for example; Afribank, Intercontinental bank etc.) and other financial institutions. In
Nigeria, the erosion of ethical values within and without financial institutions is alarming, it is rising
geometrically. Unethical practices in Nigeria sweeps across all sectors and fields of business
transactions and business relationships.
Akenbor and Tennyson (2014) posited that there are several reasons which could account for the
ethical and moral decadence among accountants in Nigeria, these include but are not limited to;
Greediness and self-interest; pressure from employers and clients; price of ethical behaviour; poor
societal values; lack of complete information; lack of clearly defined ethical conduct; lack of
competence in complex environment; effect of cultural change; self-protection activities; selfdeception; rationalization.To the authors, the most ubiquitous of these factors is greediness and selfinterest on the part of the accountants while the least prevalent factor is lack of clearly defined ethical
conduct.
The characteristic vice of greediness and self-interest of accountants may however not be generalized
because there are a few who are persons of integrity. However, the situation in Nigeria can be seen as
where the few bad eggs corrupt the good eggs. That is, the bad accountants spoil the image of the
good ones. Furthermore, it is observed that many including professional accountants view the position
of an accountant in any organization as a position of wealth. Thus, when in such position, to satisfy their
insatiable desires and thirst for wealth, they cut corners by hook or crook thereby abusing the ethical
standpoint of the profession. This is so especially in situations where such accountants are opportune
to exercise their professional judgment (Frenchman,1998).
Some accountants also overrule the ethics of the profession by preparing and auditing the same books
of accounts of the same client over a period and even go ahead to act in advisory capacity to the same
client. This does not only depreciate the quality of independence and objectivity of the accountant but
also increases the already existing lack of confidence in the once respected noble profession of
accounting (Nigam, 2008).
Standards and codes of ethics for professional accountants have been well developed and made
available to all professional accountants by recognized Accounting bodies on the global and local
scale. On the global scale, the International Federation of accountants (IFAC) developed a code of
ethics in the year 2005 for professional accountants titled “Rules of professional code of conduct and
guide for members”.
The Institute of Chartered Accountants of Nigeria (ICAN) is one of the major professional bodies
regulating the accounting profession in Nigeria. The Institute issued her “rules of professional code of
conduct and guide for members” in the year 2009. The code of ethics issued by ICAN is similar in many
ramifications to the code of ethics developed by the International Federation of Accountants.
Culture and Ethical Perception
In transactions within business settings, the complexity lies in more fundamental issues other than the
product, the price, promotion and place. Within the National and International business world there
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exist other factors which are essential and must be put into consideration for business success. One
major factor is Culture. There exist different cultures and within those different cultures are different
expectations, hence, these expectations within the varying cultures affect all business transactions
(Pitta, Fung, Isberg, 2009). Culture is thus one of the factors that affect business ethics.Accounting is a
part and parcel of the business world, hence, it can be assumed that culture affects the ethics of
Ethical perception can be described as the degree to which an individual is able to recognise an issue
as a moral one. However, because degree is relative to individuals, it is a personal characteristic where
some people are simply more ethically sensitive than others (Hunt and Vittel, 1986).Vitell (1986,1992)
incorporated cultural norms as one of the factors that affect ones' perceptions in ethical situations.
Ferrel and Graham (1985) also studied the influence of cultural and group norms/values on individual
behaviour in their contingency framework for understanding ethical decision making within a business
context.
Jackson et al. (2000) cited in Bruton and Eweje (2010) revealed that both the structure and the
constituents of ethical judgements can be influenced by culture. Before an action is taken (ethical
behaviour revealed), it is important to check the ethical or moral reasoning of an individual, because
one has to recognize that a particular situation requires making a decision out of two or more related or
unrelated alternatives before he is able to make a decision. Most times, an ethical dilemma involves
making a decision between two alternatives in which one choice of action is more ethically appropriate
than the other. However, each alternative bears its own consequence which may or may not be to the
advantage of the decision maker. Hence, with the interest of the individual at risk he has to make the
decision wisest to him. However human behaviour can be easily biased or controlled by a third party or
another factor. For example, out of “eye-service” an individual might choose to do the right thing, but in
his heart, he would have gone the other direction if another person had not been there. The object of
this study is to understand how one's culture influences his ethical perception.
Culture is a human phenomenon that reflects in who we are, what we do, how we respond to others,
events and to the environment, it reflects in us physically and mentally (McLaren, 1998). When one
deliberates about culture, one of the dimensions used to capture the meaning of culture is values (Ho,
2011).
Cultural Values
Rawwas (2000: 192) opined that values are a major dimension of culture. Values are “basic convictions
that people have regarding what is right and what is wrong”.Values have an influence on people's
behaviour and serve as a criterion for evaluating the actions of others.
Values form the building block of any culture in any country. According to Olasunkanmi (2015: 2)
“values are deep-rooted behavioural characteristics that have significant influence on people's
behaviour and express people's attitudes toward the most important topics in life, such as their roles in
society, attitudes towards relationships, time, and nature.” Our values reflect our cultural background
and heritage, which are most times learned through the process of socialization.
Olasunkanmi (2015) in his philosophical appraisal of basic cultural values in the African society
identified six cultural values identifiable with the African Community. They include but are not restricted
to: Good human relationship; sense of community; sense of hospitality; respect for elders; extended
family; sense of religion.
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Good human Relationship
In the African Society, individuals relate with each other to show the worth of the human person,
irrespective of what they have or what they lack. People interact with each other without demanding for
any equivalent compensation. Almost everyone lends a helping hand to the poor and needy around
them whenever and wherever they feel necessitated to do so. In the African society dialogues and
conversations (personal or impersonal) are not a rarity, whether two individuals met twenty years ago
or twenty minutes before, a conversation that seems like they have met a lifetime ago is not hard to
establish. However, does having a good relationship with other members of the society affect an
individuals' ethical perception? For example, accountants are in a position to keep whatever
information they gather from their client during the course of work as confidential, so, does it become
unethical, when an accountant reveals confidential information about his client to another party (3rd
party) all in the name of creating, having or maintaining good human relationship in the society?.
Sense of Community
In the African society, the common saying that goes thus “No man is an island to himself” is the general
school of thought. A man is known by the community he emerges from. Africans possess a strong
sense of belonging to the communities they come from. It is often said that “to be is to belong”.
Accordingly, Olukansanmi (2009) asserted that the community provides each individual with a sense
of belonging and cultural identification for the purpose of self fulfilment and social security.
Biko(1978) posited that Africans regard living together not as an unfortunate mishap warranting
endless competition but as a deliberate act of God to make it a community of brothers and sisters jointly
involved in the quest for a composite answer to the varied problems of life. Hence in all we do, we
alwaysplace man first and hence all our actions are usually joint community oriented actions rather
than individualism.
Our sense of community is an admirable cultural value but does it have any effect on the ethical
perception of an accountant. What happens when your duty as an accountant clashes with the
goodwill of the community, will the ethical standard of the accountant be compromised? What can the
accountant do when he ought to provide a qualified opinion on the financial statements of a company
that belongs to his brother or is the only source of economic well being of his local community? Would
an accountant compromise his ethical standards just so he can save the company from a bad name or
even bankruptcy? After all there is saying that goes thus “Family comes first”.
Respect for Elders
William (1996) cited in Olasunkanmi (2015) posited that Africans in general, possess a deep sense of
respect and reverence for old age. To the point that when nothing worthy of emulation may be found in
an old man, no one can easily ignore the fact that the grey hair on his head has earned him a right to
courtesy and politeness.
Respect for elders is a fundamental value that is deeply rooted in the African culture. Respect for elders
is not limited to ones parents but cuts across all elderly persons living in the community. Nevertheless,
respect for ones parents is a major responsibility, an indispensable responsibility at that. It is natural
for Africans to respect the elderly in the society because the elders are believed to be custodians of
wisdom, teachers and models to the young, hence their words are believed to be of truth and their
instructions heeded to (Ezenweke & Nwadialor, 2013).
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However, the society is evolving. As an accountant is my perception of ethical situations permitted to
change because I heed to the advice or instructions of an elderly whom I respect in the society? Is it
alright to compromise on ethical standards for the sake of respecting the elderly in the field of work? Are
there no unethical elderly persons in the society?
Sense of Religion
Igboin (2011) opined that the African cosmology is made up of visible and invisible elements known as
the “forces of life”, these forces are hierarchically structured in such a way that God the creator of the
universe is at the top. God is called different names in different cultures within Nigeria such as:
Osanobuwa (Edo), Olodumare (Yoruba), Chukwu (Igbo), Ubangiji (Hausa), Soko (Nupe), Oghene
(Urhobo).
Olasankanmi (2015) posited that African cultural values rest upon moral values which are derived from
religious values, hence moral values and religion are inseparable. Religion has a strong influence on
the ethical perception of an individual within an African society.
According to Ezenweke and Nwadialor (2013) religion is the main principle that influences the life of an
African man and sets a definite tone in his relationship with nature and his fellow man. Before the
advent of Christianity and Islam, Africans were firmly rooted in the African traditional religion where
ancestors, spirits, etc were highly acclaimed. There was a belief that spirits punish persons who
commit crimes within the community. For example, in the earlier days, a trader could leave his goods by
the roadside, and use stones or pebbles to represent their price. The intending buyer would come
along and pick the goods of his choice and pay the price required (leaving it on the ground) and no one
would come and steal it because there was a belief that spirits were watching and they would punish
anyone who took the money (Ejiogu, 2000). Does religion actually permeate the ethical perception of
an accounting practitioner? Does it improve the ethical perception of accounting practitioner? Would
an accounting practitioner follow the ethical dictates of his religion despite the consequence the action
would yield?
METHODOLOGY
Research Design
This study focuses on exploring the influence of culture on the ethical perception of accountants. It
examines the relationship between culture (cultural values) and the ethical perception of accountants.
The research design appropriate for this study is the survey research design. This design was deemed
appropriate and hence selected for this research work because of the sufficiency of the design in
gathering the qualitative data required for this study. The survey research design makes use of formal
questions which are asked of all the respondents in the same way. The survey research design is most
suitable for gathering descriptive information. For this study, copies of a questionnaire are issued to the
respondents in order to gather the necessary information.
Population of the Study
The population of this study is made up accountants of the big four firms of chartered accountants in
Nigeria. These firms include: KPMG; Pricewaterhouse Coopers (PwC); Ernst and Yong (E&Y);
Delloite. These firms were selected because the employee and partnership base of these institutions
are culturally diversified and are not biased to any degree.
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Instruments for Data Collection
The major data collection instrument is a questionnaire constructed by the researcher. The
questionnaire is chosen as the medium for data collection because it is suitable for the efficient and
effective gathering of data and it is able to gather all the relevant answers needed through the
structured scenarios incorporated into it.
Validity of instruments
Expert and content validity was used to determine the suitability of the research instruments.
Academicians and experts in the field of accounting and accounting ethics were required to attest to
the validity of the research instrument to ensure that it is adequate to be used for measuring the
research variables.
Model Specification
Culture is a concept that is abstract in nature (Groeschl and Doherty,2000, Christie, Kwon, Stoeberl,
Baumhart, 2003). The understanding of the usefulness of culture as an explanatory variable requires
the decomposition of culture into sub--variables. These sub-variables are classified as cultural values
for the purpose of this research work. These cultural values have been adapted from the study carried
out by Olasunkanmi (2015). Culture (cultural variables) is the independent variable while ethical
perception of accounting practitioners is the dependent variable.
In order to examine the relationship between culture and ethical perception, a linear regression model
equation was used. The model comprises of culture and ethical perceptionas the variables. The
regression equation is represented as
Y = â0 + â X1 +µit................................................................................................................... (1)
Where,
y = Ethical perception (dependent variable)
â0 = Constant
x = Culture(explanatory variable in the model)
â= Coefficient of the explanatory variable
µit = Error term
Explicitly, equation 1 can be defined as;
Ethical Perception =f (Cultural values) + c................................................................ (2)
Representing equation two with the variables of the construct, hence the equation below is formulated
with inclusion of control variables (which include gender, age, tribe, religion, length of working
experience, name of accounting firm, highest academic qualification and professional qualification).
This is to enhance a better predictability and analysis of the relationship existing between the two
constructs (culture and ethical perception). Therefore the equation becomes;
Ethical perception= f (good human relationship, sense of community, respect for elders, sense of
religion) + control variables (gender, age, tribe, religion, length of working experience, name of
accounting firm, highest academic qualification
and professional qualification)
................................................................................................. (3)
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The above can be represented in the following equations;
Ethical Perception =â0+ âGHR+ â1BSOC + âRFE + â3SOR + âg +âa +ât + âl+ ân+âh+
âp....................................................... (4)
Ethical Perception =â0+ âGHR+ âg +âa +ât + âl+ ân+ âh+ âp....................................................... (5)
Ethical Perception =â0+ âSOC+ âg +âa +ât + âl+ ân+ âh+ âp....................................................... (6)
Ethical Perception =â0+ âRFE+ âg +âa +ât + âl+ ân+ âh+ âp....................................................... (7)
Ethical Perception =â0+ âSOR+ âg +âa +ât + âl+ ân= âh+ âp....................................................... (8)
Independent Variables
GHR = Good human relationship
SOC = Sense of community
RFE = Respect for elders
SOR = Sense of religion
Control variables
g
= gender
a
= Age
t
=Tribe
r
=Religion
l
= Length of working experience
n
= Name of Accounting Firm
h
= Highest Academic Qualification
p
=Professional Qualification
â
= Coefficient of parameters
µ
= Error term, which captures other explanatory variables not explicitly included in the model.
= time coefficient.
1-t
Data Presentation And Analysis
Data Presentation
Table 1 Rate of Response by respondents
Name of accounting
firm

Number of
Questionnaires given

Number of
Questionnaires
Received

Percentage

KPMG

30

27

28.42%

Ernst and Young

20

15

15.79%

Pricewaterhouse
Coopers(PwC)

25

20

21.05%

Akintola Williams
Delloite

33

33

34.74%

TOTAL

98

95

100%
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The analysis above shows that 28.42%of the respondents are accounting practitioners in KPMG,
Ernst and Young has 15.79% of the total respondents, 21.05% of the respondents are accounting
practitioners in Pricewaterhouse Coopers, Akintola Williams Deloitte had the highest number of
respondents which equals 34.74% of the total respondents.
Multi-collinearity Test
Table 2

Source: computations from survey (2016)
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Multi-collinearity test
The multi-collinearity test was carried out on the independent variables only, in order to test the level of
correlation between them. However, the result shows that no two independent variables have a
correlation value greater than 0.70(70%). This result is favourable, indicating that the variables have
no significant level of correlation between each other and they are not interdependent.
Hypothesis Testing
Simple Linear Regression
Independent Variable One: Good Human Relationship
Questionnaire item 1: In your inner circle, how many persons can you call friends?
Table 3- Regression result of relationship between good human relationship and ethical perception

Source: Computations from survey data(2016).
This linear regression output reveals several analysis reports concerning the variables. The R-squared
2
function (R ) indicates the goodness of fit, that is, it shows how well the independent variable explains
the dependent variable. The value of R2 in this output is low at 17 percent, showing that the number of
friends of the respondent does not explain the dependent variable- ethical perception substantially and
also there are other variables which affect or can explain the dependent variable better but are not
specified in this model.
The Coefficient value relating to the independent variable in this regression analysis is equal to 0.0369.
This indicated that a unit increase in the number of friends within the inner circle of the respondent
would lead to a 0.0369 increase in the level of ethical perception. It also shows that there is a positive
relationship between the number of friends in inner circle and the level of ethical perception. However
the independent variable has no significant relationship with the dependent variable in this analysis.
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This is shown in the value of the T-statistic which is equal to 0.291, which is above the acceptable level
of significance (0.10). The independent sub-variable (inner-circle) is non-significant at any percent
level of significance for the model.
Question 2: How many times in a month do you visit the offices or homes of these friends?
Table

Source: Stata, 2016
2

The R-squared function (R ) indicates the goodness of fit, that is, it shows how well the independent
2
variable explains the dependent variable. The value of R in this output is low at 16.4 percent, showing
that the amount of times in a month he visits the offices and homes of his friends can only explain 16.4
percent of his level of ethical perception.
The Coefficient value relating to the independent variable in this regression analysis is equal to 0.031655. This indicates that a unit increase in the number of times the respondent visits the homes
and offices of friends would lead to a 0.031655 decrease in the level of ethical perception. It also
indicates that there is a negative relationship between the number of times he visits and the level of
ethical perception.
However, the independent variable has no significant relationship with the dependent variable in this
analysis. This is shown in the value of the T-statistic which is equal to 0.223, which is above the
acceptable level of significance (0.10). The independent sub-variable is insignificant at any percent
level of significance for this model.
Question 3: How many times in a month do you attend social gatherings?
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Table 4.3.3

Source: Stata, 2016
The R-squared function (R2) indicates the goodness of fit, that is, it shows how well the independent
2
variable explains the dependent variable. The value of R in this output is low at 16.57 percent,
showing that the independent variable does not explain the dependent variable substantially, that is,
the amount of time the respondent attends social gatherings in a month explains only 16.57 percent of
his level of ethical perception.
The Coefficient value relating to the independent variable in this regression analysis is equal to 0.0540913. This indicates that a unit increase in the number of times the respondent attends social
gatherings in a month would lead to a 0.0540913 decrease in the level of ethical perception. It also
indicates that there is a negative relationship between the number of times he attends social
gatherings in a month and the level of ethical perception.
However the independent variable has no significant relationship with the dependent variable in this
analysis. This is shown in the value of the T-statistic which is equal to 0.228, which is above the
acceptable level of significance (0.10). The independent sub-variable is insignificant at any percent
level of significance for this model.
Question 4:How often do you call family members, friends and acquaintances in a week?
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Table 4.3.4

2

The R-squared function (R ) indicates the goodness of fit, that is, it shows how well the independent
variable explains the dependent variable. The value of R2 in this output is low at 16.43 percent,
showing that the independent variable does not explain the dependent variable substantially, that is,
the number of times in a week the respondent calls his family, friends and acquaintances explains only
16.43 percent of the level of ethical perception.
The coefficient value relating to the independent variable in this regression analysis is equal to
0.0258957. This indicates that a unit increase in the number of times the respondent calls friends,
family and acquaintances would lead to a 0.0258957 increase in the level of ethical perception. It also
indicates that there is a negative relationship between the number of times he calls and the level of
ethical perception.
However, the independent variable has no significant relationship with the dependent variable in this
analysis. This is shown in the value of the T-statistic which is equal to 0.452, which is above the
acceptable level of significance (0.10). The independent sub-variable is insignificant at any percent
level of significance for the model.
DECISION: Accept Null Hypothesis - H0: There is no significant relationship between good human
relationship and ethical perception of accountants.
This is because the linear regression outputs of the four indicators that measure good human
relationship, all reveal that there is no significant relationship between the first independent variablegood human relationship and the dependent variable-ethical perception of accounting practitioners.
Independent Variable Two: Sense of Community
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Question 5: How many times in a year do you visit your hometown?
Table 4.3.5

Source: Stata, 2016
The R-squared function (R2) indicates the goodness of fit, that is, it shows how well the independent
2
variable explains the dependent variable. The value of R in this output is low at 21.67 percent, showing
that the independent variable does not explain the dependent variable substantially, that is, the amount
of time the respondent visits his hometown in a year in a month explains only 21.67 percent of his level
of ethical perception.
The Coefficient value relating to the independent variable in this regression analysis is equal to 0.2023804 This indicates that a unit increase in the number of times the respondent attends social
gatherings in a month would lead to a 0.2023804 decrease in the level of ethical perception. It also
indicates that there is a negative relationship between the number of times he visits his hometown in a
year and his level of ethical perception.
However the independent variable has a significant relationship with the dependent variable in this
analysis. This is shown in the value of the T-statistic which is equal to 0.006, which is within the
acceptable level of significance (0.10). The independent sub-variable is significant at any percent level
of significance for this model.
Question 6: Have you ever carried out a project for your community (Yes, No) if yes how many times?
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Table 4.3.6

Source: Stata, 2016
The R-squared function (R2) indicates the goodness of fit, that is, it shows how well the independent
2
variable explains the dependent variable. The value of R in this output is low at 15.82 percent, showing
that the independent variable does not explain the dependent variable substantially, that is, the amount
of times the respondent has carried out a project for his community explains only 15.82 percent of his
level of ethical perception.
The Coefficient value relating to the independent variable in this regression analysis is equal to 0.0277643. This indicates that a unit increase in the number of times the respondent carries out a
project for his community would lead to a 0.0277643 decrease in the level of ethical perception. It also
indicates that there is a negative relationship between the number of times he carries out a project for
his community and his level of ethical perception.
However the independent variable has no significant relationship with the dependent variable in this
analysis. This is shown in the value of the T-statistic which is equal to 0.587, which is above the
acceptable level of significance (0.10). The independent sub-variable is non-significant at any percent
level of significance for this model.
Question 7: On an average, how many times in a year do you attend your community meetings and
gatherings?
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Table 4.3.7

Source: Stata, 2016
2

The R-squared function (R ) indicates the goodness of fit, that is, it shows how well the independent
variable explains the dependent variable. The value of R2 in this output is low at 16.13 percent,
showing that the independent variable does not explain the dependent variable substantially, that is,
the amount of time the respondent attends community meetings and gatherings in a year explains only
16.13 percent of his level of ethical perception.
The Coefficient value relating to the independent variable in this regression analysis is equal to 0.0565385. This indicates that a unit increase in the number of times the respondent attends
community meetings and gatherings in a year would lead to a 0.0565385 decrease in the level of
ethical perception. It also indicates that there is a negative relationship between the number of times he
attends community meetings and gatherings in a year and his level of ethical perception.
However the independent variable has no significant relationship with the dependent variable in this
analysis. This is shown in the value of the T-statistic which is equal to 0.228, which is above the
acceptable level of significance (0.10). The independent sub-variable is insignificant at any percent
level of significance for this model.
DECISION: From the linear regression analysis of the four indicators of the independent variablegood human relationship, the decision would be to:
Accept Null Hypothesis - H0: There is no significant relationship between good human relationship and
ethical perception of accountants.
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This is because the linear regression outputs of the two out of the three indicators that measure sense
of community reveal that there is no significant relationship between the second independent variablesense of community and the dependent variable-ethical perception of accounting practitioners
although one of the indicators, the number of times in a year the respondent visits his hometown,
shows a significant relationship with the level of ethical perception.
Independent Variable Three: Respect for Elders
Question 8: Do you meet older colleagues or family members for moral support and advice?
Table 4.3.8

Source: Stata, 2016
The R-squared function (R2) indicates the goodness of fit, that is, it shows how well the independent
2
variable explains the dependent variable. The value of R in this output is low at 17.33 percent, showing
that the independent variable does not explain the dependent variable substantially, that is, meeting
older colleagues and family members for moral support explains only 17.33 percent of his level of
ethical perception.
The Coefficient value relating to the independent variable in this regression analysis is equal to 0.3184839.This indicates that a unit increase in the number of times the respondent meets older
colleagues and family members for moral support would lead to a 0.3184839 decrease in his level of
ethical perception. It also indicates that there is a negative relationship between the number of times he
meets older colleagues and family members for moral support and his level of ethical perception.
However the independent variable has no significant relationship with the dependent variable in this
analysis. This is shown in the value of the T-statistic which is equal to 0.116, which is above the
acceptable level of significance (0.10). The independent sub-variable is non-significant.
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Question 9:Do you meet older colleagues or family members for financial support and advice?
Table 4.3.9

Source: Stata, 2016
2

The R-squared function (R ) indicates the goodness of fit, that is, it shows how well the independent
variable explains the dependent variable. The value of R2 in this output is low at 17.22 percent, showing
that the independent variable does not explain the dependent variable substantially, that is, meeting
older colleagues and family members for financial support explains only 17.33 percent of his level of
ethical perception.
The Coefficient value relating to the independent variable in this regression analysis is equal to 0.024.This indicates that a unit increase in the number of times the respondent meets older colleagues
and family members for financial support would lead to a 0.024 decrease in his level of ethical
perception. It also indicates that there is a negative relationship between the number of times he meets
older colleagues and family members for financial support and his level of ethical perception.
However the independent variable has no significant relationship with the dependent variable in this
analysisasshown in the value of the T-statistic which is equal to 0.201, which is above the acceptable
level of significance (0.10).
Question 10: Do you make decisions by putting into consideration the helps you have received from
older colleagues and family members?
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Table 4.3.10

Source: Stata, 2016
2

The R-squared function (R ) indicates the goodness of fit, that is, it shows how well the independent
variable explains the dependent variable. The value of R2 in this output is low at 17.65 percent, showing
that the independent variable does not explain the dependent variable substantially, that is, putting into
consideration the helps received from older colleagues and family members explains only 17.65
percent of his level of ethical perception.
The Coefficient value relating to the independent variable in this regression analysis is equal to -0.42.
This indicates that a unit increase in the number of times the respondent puts into consideration the
helps received from older colleagues and family members would lead to a 0.42 decrease in his level of
ethical perception. It also indicates that there is a negative relationship between the number of times he
put into consideration the helps received from older colleagues and family member and his level of
ethical perception. However, the T-statisticequal to 0.135, which is above the acceptable level of
significance (0.10) for the measure of the variable suggests the independent variable has no
significant relationship with the dependent variable in this analysis.
Question 11: Do you stand your ground, even in opposition to the opinions of older colleagues and
family members?
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Table 4.3.11

Source: Stata, 2016
2

The R-squared function (R ) indicates the goodness of fit, that is, it shows how well the independent
2
variable explains the dependent variable. The value of R in this output is low at 15.68 percent, showing
that the independent variable does not explain the dependent variable substantially, that is, the
respondents' ability to stand his ground even in opposition to the opinions of older colleagues explains
only 15.68 percent of his level of ethical perception.
The Coefficient value relating to the independent variable in this regression analysis is equal to 0.010.
This indicates that a unit increase in the number of times the respondent stands his ground even in
opposition to the opinions of older colleagues and family members would lead to a 0.010 increase in his
level of ethical perception. It also indicates that there is a positive relationship between his ability to
stand his ground even in opposition to the opinion of older colleagues and family members and his
level of ethical perception. However the relationship with the dependent variable is not statistically
significantas shown in the value of the T-statisticof 0.948, which is above the acceptable level of
significance (0.10).
DECISION: From the linear regression analysis of the four indicators of the independent variablerespect for elders, the decision would be to:
Accept Null Hypothesis - H0: There is no significant relationship between respect for elders and ethical
perception of accounting practitioners.
Independent Variable four: Sense of Religion
Question 12: How many times in a day do you pray?
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Table 4.3.12

Source: Stata, 2016
The R-squared function (R2) indicates the goodness of fit, that is, it shows how well the independent
2
variable explains the dependent variable. The value of R in this output is low at 17.2 percent, showing
that the independent variable does not explain the dependent variable substantially, that is, the
number of times the respondent prays in a day explains only 17.2 percent of his level of ethical
perception.
The Coefficient value relating to the independent variable in this regression analysis is equal to
0.077.This indicates that a unit increase in the number of times the respondent prays in a day would
lead to a 0.077 increase in his level of ethical perception. It also indicates that there is a positive
relationship between the number of times he prays in a day and his level of ethical perception.
However, the relationship with the dependent variable in this analysis is not significant as shown in the
value of the T-statisticequal to 0.250, which is above the acceptable level of significance (0.10).
Question 13: How many times in a month do you attend religious gatherings?
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Table 4.3.13

Source: Stata, 2016
2

The R-squared function (R ) indicates the goodness of fit, that is, it shows how well the independent
variable explains the dependent variable. The value of R2 in this output is low at 16.81 percent, showing
that the independent variable does not explain the dependent variable substantially, that is, the
number of times the respondent attends religious gatherings in a month explains only 16.81 percent of
his level of ethical perception.
The Coefficient value relating to the independent variable in this regression analysis is equal to 0.025.
This indicates that a unit increase in the number of times the respondent attends religious gatherings in
a month would lead to a 0.025 increase in his level of ethical perception. It also indicates that there is a
positive relationship between the number of times he attends religious gatherings in a month and his
level of ethical perception. However,the relationship with the dependent variable in this analysis is not
significantas shown in the value of the T-statisticequal to 0.160, which is above the acceptable level of
significance (0.10).
Question 14: How often in a week do you read the Holy Bible or the Holy Quranor any other religious
book?
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Table 4.3.14

Source: Stata, 2016
2

The R-squared function (R ) indicates the goodness of fit, that is, it shows how well the independent
variable explains the dependent variable. The value of R2 in this output is low at 15.69 percent, showing
that the independent variable does not explain the dependent variable substantially, that is, the
number of times the respondent reads a religious book in a week explains only 15.69 percent of his
level of ethical perception.
The Coefficient value relating to the independent variable in this regression analysis is equal to
0.00318. This indicates that a unit increase in the number of times the respondent reads a religious
book in a week would lead to a 0.00318 increase in his level of ethical perception. It also indicates that
there is a positive relationship between the number of times the respondent reads a religious book in a
week and his level of ethical perception.
However the independent variable has no significant relationship with the dependent variable in this
analysis. This is shown in the value of the T-statistic which is equal to 0.919, which is above the
acceptable level of significance (0.10).
Question 15: How many responsibility units are you involved in at your religious centre?
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Table 4.3.15

Source: Stata, 2016
The R-squared function (R2) indicates the goodness of fit, that is, it shows how well the independent
2
variable explains the dependent variable. The value of R in this output is low at 20.12 percent, showing
that the independent variable does not explain the dependent variable substantially, that is, the
number of responsibility units the respondent is involved in at his religious centre explains only 20.12
percent of his level of ethical perception.
The Coefficient value relating to the independent variable in this regression analysis is equal to 0.1676. This indicates that a unit increase in the number of times the respondent reads a religious book
in a week would lead to a 0.1676 decrease in his level of ethical perception. It also indicates that there is
a negative relationship between the number of responsibility units he is involved in at his religious
centre and his level of ethical perception. The relationship is significant as shown in the value of the Tstatistic equal to 0.004, which is within the acceptable level of significance (0.10).
DECISION: From the linear regression analysis of the four indicators of the independent variablegood human relationship, the decision would be to:
Accept Null Hypothesis - H0: There is no significant relationship between sense of religion and ethical
perception of accountants.
This is because the linear regression outputs of the three out of the four indicators that measure sense
of religion reveals that there is no significant relationship between the fourth independent variablesense of religion and the dependent variable-ethical perception of accounting practitioners, although
one of the indicators, the number of responsibility units involved in at responsibility centres, shows a
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significant relationship between number of responsibility units involved in and the level of ethical
perception.
Conclusion
Based on the findings, most of the indicators of the culture showed a negative relationship between the
cultural values and ethical perception. This means that the more culture is imbibed by a person, the
less ethical the person becomes. This ought not to be the order of things. Cultures are meant to define
virtues and character traits required of everyone, because these individuals are the people who make
up the bigger society. Hence, if their respective cultures are not grooming them with the necessary
ethical values and character traits, how can the society expect good ethical conducts in any area of
human endeavour. Does it mean that the Nigerian cultural context has lost its sense of morality?
In a country like Nigeria, where cultural identification and adherence to cultural values are greatly
emphasized a change must occur within each cultural subset. Traditions, customs and values within
each cultural subset need to be revisited, the subject of ethics and the importance of good ethical
conduct should be emphasized and re-incorporated into the cultural system.
Since culture based on the findings of this study does not have a significant effect on the ethical
perception of accountants there must be several other factors that would have a significant relationship
with the ethical perception of accounting practitioners.
In a situation where the country is experiencing a serious economic downturn, where there is inflation,
salaries are not being paid yet standard of living is rising consistently individuals including accountants
may be forced to engage in unethical practices in order to earn a living and provide for loved ones.The
level of trust and accountability entrusted in the accounting profession cannot be overemphasized.
Hence, the ethical perception of accountants cannot be trivialised.
Most people in the country are not born and bred or live their lives in the state or community that they
come from. An illustration can be given as: a married couple who are Igbo, leave their hometowns to
live and work in Lagos state (south-west), they give birth to their children in Lagos state, however they
must transfer to the Kaduna for the sake of job opportunities, hence their children have to grow up in the
north. Here, their children are Igbo by decent, born in the west but grew up in the northern part of the
country.
From this scenario, it can be said there has been a clear integration of different cultures, hence they
might not be fully rooted in the traditions and customs of their tribe (Igbo). Therefore, it cannot be
expected that their culture (the Igbo culture) would significantly affect their degree of ethical perception
if they happen to be accounting practitioners.
An accounting practitioner who has received the necessary accounting and ethics training would have
a better ethical perception than other who do not have the same training. Also Accounting practitioners
are well informed of the legal implications of their actions hence this will affect their ethical perception in
different situations.
Culture sub-sets within the country should groom their members on the importance of good ethical
conduct and the disadvantage of engaging in unethical practices.Religious sects should re-orientate
196

their members on the relevance of good ethical conduct to their personal lives and the lives of other
people around them.
Organizations should engage in regular training of staff, whereby, they are taught on the basic ethical
requirements of the profession. In these trainings, the relevance of basic principles especially those of
independence, objectivity, confidentiality should be emphasized and the sanctions for trespassing any
of the principles must also be passed across efficiently. This is as to serve as a deterrent to unethical
behaviour.
The cultural values used to measure the extent of ethical perception can be improved upon. Four out of
the six cultural values developed by Olasunkanmi (2015) were utilized in this research work thus,
research can be carried out to find out more cultural values that are common to African cultures. These
cultural values were applied in the Nigerian context, however, these same cultural values can be
applied to other countries and the values can be adjusted to fit the prevailing characteristics of each
country. Also, this study limits its findings to accounting practitioners in the big four accounting firms.
However, the views of accounting practitioners in non- big four accounting firms can be taken into
consideration.
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Table 1: Measurement and apriori expectations of independent variables
S/NO
1
2
3

VARIABLES
BOARD STRUCTURE
Board Size (lnbsize)
Board Independence (bind)
Board Salaries (bsal)

4
5

Board Meetings (lnbmtg)
Female Directorship (bfemale)

6

10

Foreign Directorship (bforeign)
OWNERSHIP STRUCTURE
Chairman’s share ownership
(chair)
CEO’s share ownership (ceo)
Chairman & CEO’ share
ownership combined (chairceo)
Insider Ownership (insider)

11

Institutional Ownership (inst)

12

Largest Shareholders (largest)
SHAREHOLDERS
Total number of shares
(lnshares)
Equity (lnequity)
EXTERNAL AUDITING
Auditor’s Opinion (opinion)

7
8
9

13
14
15

19
20

CONTROL VARIABLES
Size (lnsize)
Leverage (leverage)
Management Efficiency
(efficiency)
Profitability (profit)
Growth (growth)

21

RISK-TAKING BEHAVIOUR
Insolvency risk (zscore)

22

Portfolio risk (tworoa)

23

Leverage risk (eqroa)

24
25
26

Capital risk (eqasset)
Liquidity risk (loandep)
Credit risk (nplloan)

16
17
18

MEASUREMENT

A PRIORI

Log of Total Directors
Non-Executive Directors/ Total Directors
Board Compensation/ Total
Compensation
Log of Total Number of Meetings
Number of Female Directors/ Total
Directors
Foreign Directors/ Total Directors
Chairman’s Shares/ Total Number of
Shares
CEO’s Shares/ Total Number of Shares
Chairman’s and CEO’s Shares
combined/ Total Number of Shares
Insider’s Shares/ Total Number of
Shares
Institutional Ownership Shares/ Total
Number of Shares
Largest shareholder/Total Shares

±
±
±
±
±
±
±
±
±
±
±
±

Log of total number of shares

--

Log of equity

--

1= Qualified Audit Opinion
0= Favorable Audit Opinion

--

Log of Total Assets
Liabilities/Total Assets
Operating Cost/ Operating Income

±
+
--

Profit before Interest and Tax
Log of Deposit

---

(Return on Asset + Equity/Asset) /
Standard Deviation of Return on Asset
Return on Asset / Standard Deviation of
Return on Asset
Equity over Asset / Standard Deviation
of Return on Asset
Equity / Asset
Gross Loan / Customer Deposits
Non-performing loan / Gross Loan

----------

Source: Shawtari, Salem, Hussain, Alaeddin, and Thabit (2016); Li, Crook and Andreeva (2014);
Premachandra, Chen and Watson (2011); Chang (2009); Chen (2008)
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Table 2: Descriptive Statistics of Variables
VARIABLES

N

MEAN

MEDIAN

STD. DEV

MIN

MAX

distress

198

0.509

0.537

0.341

0.100

1.000

lnbsize

130

1.139

1.146

0.093

0.845

1.279

bind

132

0.530

0.533

0.079

0.286

0.727

bsal

132

0.222

0.016

0.020

0.002

0.108

lnshares

133

4.139

4.142

0.244

3.555

4.639

chair

133

0.011

0.001

0.021

0.000

0.084

insider

132

0.107

0.064

0.122

0.000

0.492

largest

132

0.043

0.030

0.045

0.000

0.205

lnsize

132

5.643

5.707

0.423

4.505

6.392

leverage

132

0.878

0.849

0.164

0.619

2.014

profit

158

3.614

3.973

1.157

0.301

5.033

eqasset

134

0.135

0.150

0.183

-1.014

0.651

loandep

159

0.630

0.581

0.204

0.309

1.373

Source: Authors' computation, 2017
Table 3: Correlation Analysis
1. distress
2. lnbsize
3. bind
4. bsal
5. lnshare
6. chair
7. insider
8. largest
9. lnsize
10.leverage
11. profit
12. eqasset
13. loandep

1
1.0000
0.4918
-0.1016
-0.1198
0.1216
-0.1683
-0.3040
-0.2350
0.5693
-0.1245
0.2412
0.1343
0.1830

2

3

4

5

6

7

8

9

10

11

12

1.0000
0.1567
-0.0098
0.3536
0.0086
0.0437
0.0464
0.6095
-0.0354
0.1425
0.0505
-0.1249

1.0000
0.0848
0.1577
0.0725
0.1954
0.1576
-0.1825
0.0205
-0.1777
-0.0389
-0.0199

1.0000
0.0482
0.1225
0.1708
0.1203
-0.1157
-0.1682
0.1160
0.1343
-0.1059

1.0000
-0.0758
-0.0635
-0.0640
0.4828
-0.0339
0.0743
0.1346
0.2044

1.0000
0.6354
0.5184
-0.2558
0.0193
-0.0817
-0.0489
-0.0763

1.0000
0.8889
-0.2954
-0.0554
-0.0599
-0.0005
-0.0799

1.0000
-0.2461
-0.0985
-0.0546
0.0245
-0.1771

1.0000
0.0797
0.2770
0.0230
0.0307

1.0000
-0.2700
-0.8831
0.1078

1.0000
0.3313
-0.2942

1.0000
-0.0414 1.0000

Source: Authors' computation, 2017
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Table 4: Model Diagnostic Tests
Regression assumptions: Values
1. No heteroskedasticity
problem

Test:

We seek

Breusch-Pagan hettest
Chi2 (1) : 0.083
p-value

2. No multicollinearity problem

: 0.773

Variance inflation factor
lnbsize

: 1.44

chair

: 1.34

insider

: 6.67

lnsize

: 1.58

lnshares

: 1.32

bind

: 5.15

bsal

: 5.10

leverage

: 1.77

loandep

: 5.37

largest

: 2.91

eqasset

: 2.07

profit
3. Residuals are normally
distributed

>0.05

<10.00

: 1.11

Shapiro-Wilk W normality test
Z : -2.707

>0.01

P-value : 0.997
4. No specification problem

Linktest
t : -0.245

>0.05

p-value: 0.807
5. Appropriate functional form

Test for appropriate functional
form
F(3, 100) : 0.528
p-value : 0.664

Source: Authors' computation, 2017
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>0.05

Table 5: Non-parametric bootstrapped analysis results
Model1
(Mediator=loandep)

Model 2
(Mediator=eqasset)

Model 3
(Dependent
variable=distress)

Dependent variables
distress
Risk-Taking
variables
1. loandep

0.5639 ***
(0.1324)

2. eqasset

-0.2830
(0.3944)

Independent
variables
1. lnbsize

-0.5400 *

-0.1020

1.3170 ***

(0.2839)

(0.1101)

(0.3680)

2. bind

-0.1957
(0.2777)

0.0060
(0.1042)

0.2551
(0.3672)

3. bsal

-0.8647

-0.1672

-0.4664

(0.6960)

(0.2393)

(1.1388)

4. lnshares

0.2408 ***
(0.0759)

0.0631 *
(0.0365)

-0.4159 ***
(0.1074)

5. chair

-0.8995

0.0637

2.3395 **

(1.0546)

(0.2035)

(1.1718)

6. insider

0.9361 **
(0.3661)

0.0725
(0.0748)

-1.4945 ***
(0.5026)

7. largest

-2.6807 ***

-0.3145

2.1531

(0.9113)

(0.2262)

(1.4110)

Model 1 represents the regression of independent variables on the first mediator (i.e., loandep). Model
2 represents the regression of independent variables on the second mediator (i.e., eqasset). Model 3
represents the regression of independent variables and the two mediators on the dependent variable
(financial distress). The figures in parenthesis are bootstrapped standard error, while ***=p<0.01, **=p
<0.05, and * = p < 0.10
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Abstract
The study examined the determinants of International Financial Reporting Standards (IFRS) adoption
by emerging economies. It specifically assessed the impact of economic growth (GDP), trade
openness, foreign direct investment (FDI) and country's legal system - on IFRS adoption decisions of
twenty (20) selected developing countries in Africa between the periods of 2010 – 2014. Secondary
source of data was employed as extracted from published country-specific statistical bulletins and
reports. Descriptive and inferential statistical tools were used for the analyses with the aid of E-view
version 7. The study found that the variables of openness, legal system and FDI significantly
influenced IFRS adoption decisions during the period covered by the study, while economic growth
(GDP) has no significant impact on IFRS adoption decisions by the sampled developing countries. The
study, recommended among others, that countries seeking improved economic growth should
critically consider adopting similar reporting standards with developed countries with strong economic
ties which could boost business and economic interactions. It was also recommended that countries
should ensure that they have the capacity to kick-start and sustain the new reporting standard prior to
migration and implementation.
Key words: emerging economies, IFRS, GDP, FDI
Introduction
The formulation of International Financial Reporting Standard (IFRS) by the International Accounting
Standards Committee (IASC) can be attributed to the need to reduce the gap and discrepancies in
international accounting principles and reporting practices among countries. The boundaries between
countries and financial markets appear to have been dissolved owing to the effect of globalization,
which has led to an upsurge in multinational corporations and cross-border business activities. Most
developing countries are now keying into this trend in order to improve their economy and be part of the
increasingly dynamic global market (Ayuba, 2013). This explains the wholesome acceptability of IFRS
by most nations.
Currently, over 160 countries have either adopted or permitted the use of IFRS by publicly-listed
companies (Jacob &Madu, 2009 in Abdulkadir, 2016). Ayuba (2013) is of the view that globalization is
one of the many factors that influenced many developing countries to adopt IFRS in order to increase
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transparency and comparability of financial report. However, most researchers such as Fontes,
Alexandra, Rodrigues, and Russell (2005) are of the view that certain economic and political factors
may have contributed to the sudden rush by some countries to converge to IFRS – considering that the
earlier version of IAS/IFRS have mainly targeted the developed countries. Be that as it may, some
writers (Ames, 2013) have questioned the need for emerging economies to adopt the IFRS, this may
be attributed to the reasoning that the determinants of IFRS adoption in developed countries may differ
when compared to developing countries.
There are compelling reasons why countries may or may not adopt IFRSs, particularly accounting
systems developed organically within countries in response to unique environmental conditions and
needs. Standardization may not produce financial reports that are relevant for all nations because it
may obscure those underlying differences in the environment (Nobes& Parker, 1995). Also, transition
costs may not be trivial (Hail, Leuz & Wysocki, 2010). In the end, overall reporting practices may still
differ due to the persistence of those differences and the interdependencies between reporting rules
and institutional structures (Leuz, 2010).
A look at the IFRS adoption indices as well as evidences from prior literature (Chai, Tang, Jiang & Lin,
2010) suggests that some countries are yet to fully converge to the new standard or are still in the
process of adopting them either outright or piecemeal. The adoption of IFRS is not yet same for all
developing countries as it varies from full to partial or no (zero) adoption at all (IFRS Foundation, 2014).
As it stands, there have not been unanimous conclusions regarding what economic factors are crucial
for the adoption decision. For instance, Masoud (2014) found that political, cultural, foreign direct
investment (FDI) and gross domestic product (GDP) growth are not significant influencers of IFRS
adoption decision; suggesting that education and cost of equity capital are strong pressure for an IFRS
adoption, while others (for example Shima & Yang, 2012) found that political and economic ties, quest
for foreign investment and legal systems are significant incentives for IFRS adoption; while size of
capital markets, taxation, and inflation produced disincentives for adoption. There is every likelihood
that these factors would differ respectively both for developed and developing countries as adoption
decisions would result from varying economic drivers peculiar to a particular country or region
especially as most prior studies have been domiciled on the developed economies with evidence of
mixed results (Li, 2010; Masoud, 2014).
It is upon this premise that this study is embarked upon to fill or reduce the identified gap and to see if
the findings will refute or corroborate existing literature in this regard. It is expected that the findings
would be an eye-opener to the determinant factors as well as challenges militating against the
adoption decisions of emerging economies. The study searches for answers to the following research
questions: (i) How does the economic growth of an emerging economy affect its IFRS adoption
decision?; (ii) How does the openness of a developing country to the exterior world influence her
decision on IFRS adoption?; (iii) How will a developing country's legal system affect her decision on the
adoption of IFRS?; and (iv) How does a developing country's foreign direct investment (FDI) affect her
IFRS adoption decision?
Literature Review
Conceptual Review
IFRSs are a single set of high-quality; understandable standards for general purpose financial
reporting which are principles-based in contrast to the rules- based approach. IFRSs are designed to
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encourage professional judgment and discourage over reliance on detailed rules (Doubnik and
Perero, 2007).Jacob and Madu (2009)in Ocansey and Enahoro(2014) identified IFRS as a single set
of high quality and globally accepted accounting standards that can enhance comparability of financial
reporting across the world. This they believe will increase comparability of financial information,
enhance investment decisions and ensure a more optimal allocation of resources across the world
economy. These standards as it were, are considered as a high quality global accounting standards.
Murphy (2000) therefore contended that a common set of practices will provide a level playing field for
all companies worldwide.
Caiand Wong (2007) in Ocansey and Enahoro, (2014) added that having a single set of internationally
acceptable financial reporting standards will eliminate the need for restatement of financial
statements, and guarantee accounting diversity among countries. This consequently facilitates
international movement of capital and greater integration of the global financial markets. Besides, a
single set of financial reporting standards is expected to increase market liquidity, decrease
transaction costs for investors, lower cost of capital and facilitate international capital formation and
flows (Epstein, 2009 in Ocansey & Enahoro, 2014).
The first IFRS was issued in June2003, by which time at least 19 countries required compliance with
the international standards. Since then, nearly 70 countries (including EU countries) have mandated
IFRS for all listed companies. Further, about 23 countries have either mandated IFRS for some listed
companies or allowed listed companies to voluntarily adopt IFRS. As of 2007, at least 40 countries
continue to require domestically developed accounting standards over IFRS, and this list includes
some large economies like Brazil, Canada, China, Japan, India, and the US. At present 16 IFRS and 28
IAS are in operation (Melville, 2015).Other countries are still weighing their options while yet others,
Nigeria inclusive, announced Roadmaps for the eventual convergence of their local Standards with
IFRS (this was before Nigeria's full adoption). For Nigeria, the phased adoption started in 1st January,
2012 with Public interest entities while full convergence was achieved in 2014 with Small and Medium
scale enterprises joining. Many scholars have hailed the phenomenal success of IFRS in commanding
international acceptability with well over 160 countries already signing-up or have permitted the use of
IFRS by publicly-listed companies (Jacob & Madu, 2009 in Abdulkadir, 2016).
Pre-Adoption Issues
Certain writers (e.g Ames, 2013) have questioned the need for emerging economies to adopt the IFRS,
given the fact that the determinants for the developed countries differ considerably from the developing
hence, the difficulties of a “one size fits all” approach. Several factors might have been the reason for
the non-adopters especially where such countries local GAAP affords certain latitude in reporting. For
such emerging economies, adoption and implementation of international accounting standards were
more through persuasion and never mandatory on any country's professional accountancy bodies
especially for those who are members of the Board. These standards have the challenges of automatic
adoption by all countries on account of their differences in background and tradition of countries,
differences in the needs of various economic environments and the perceived challenges to
sovereignty of states in making and enforcing standards (Fantl, 1971).
International reporting standards are principles based standards as opposed to rule based standards
(Agoglia, Doupnik &Tsakumis 2011). Accounting Standards are said to have three main objectives.
Firstly, they help to standardize the diverse accounting policies and eliminate the incomparability of
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financial statements within an entity and across entities. Secondly, they facilitate the presentation of
high quality, transparent and comparable information in financial statements. Thirdly, they reduce
accounting alternatives and thereby eliminate the element of subjectivity in financial statements
(Chakrabarty, 2011). IASB, therefore, has its job clearly cut out for it. Accordingly, the global body has
set for itself the objective of developing a single set of high quality, understandable, enforceable and
globally accepted financial reporting standards based upon clearly articulated principles (IFRS
Foundation 2011).
Companies reporting under IFRS can be split into either voluntary or mandatory adopters. The first
group includes all the companies that adopted IFRS before 2005, while the latter group consists of
firms that were forced to adopt IFRS by the global body. As a result, currently there are three distinct
groups of firms that exhibit different attitudes towards IFRS: 'non–IFRS adopters' that exploit the
exemptions and choose not to report under IFRS or that are listed in countries where IFRS is not
allowed; 'mandatory adopters' that only adopt when they are forced to comply; and 'voluntary adopters'
that choose to comply with IFRS in the period before the regulatory rules demanded IFRS adoption.
Factors Influencing the Adoption of IFRS in developing economies
Economic Growth
This is considered as a relevant factor affecting accounting standards in emerging countries, based on
the assumption that “economic growth promises a betterworld” (Cooper et al., 2003, p.361).Since the
IASB creation, countries have tried to improve their accounts by applying IAS criteria. Having been
developed and prepared by an international standard setting accounting body, these standards are
heavily dominated and inspired by certain facts by the developed countries. Indeed, on examining of
the IASB composition and structure, it clearly appears that developed countries are predominantly
dominating the developing countries. This geographical discrepancy manifested itself in terms of
topics treated and covered by these elaborated standards. In fact, the latter are generally advanced
and proposed by the developed countries' representatives and thus, raise problems that are most
faced by firms operating in these countries. This confirms even more the fact once again that
accounting development has never been dissociated from economic development. Arpan &
Radebaugh (1985) have argued that economic development is indeed the fundamental variable that
deeply influences the development of accounting seeing that it affects other functions in society.
On the academic level, the results highlighting the IFRS relationship with economic growth are
controversial. Indeed, while the study of Zeghal and Mhedhbi (2006) has demonstrated that the IFRS
adoption is more tolerable by the developing countries (DCs) with high economic growth. Woolly
(1998) has observed that, in an Asian context, no significant differences could be noticed in terms of
economic growth among IFRS adopting and those applying their local standards.
Openness to the Exterior World
Cooke and Wallace (1990) have been pioneers in introducing the external environmental factors as
necessary elements to understand the accounting systems of individual countries. One of these
factors consists of the economy's level of openness to the outside world. According to these authors,
the higher the country's economic openness, the higher the country's exposure to external pressures.
Certainly, a country's openness to the outside world does enhance economic growth, yet it engenders
greater risks in terms of the security and scale of international pressure. These pressures are reflected
in the volume of economic affairs. The application of internationally recognized standards relatively
reduces some of the pressures faced by companies open to the outside world and could facilitate
access to other world markets for companies intending to do so.
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The Culture Factor
It is a well-known fact that culture is a major critical factor in explaining the choice of relevant
accounting systems appropriate to each nation. Hofstede's Model was the main cultural framework
used to discuss the effect of culture on accounting system (Chow et al., 2002). They found that
adopting accounting standards of a country might not be suitable to another country due to cultural
differences. Hofstede (1980) stressed that cultures might differ according to four major cultural
dimensions: the power extent distance, individualism, masculinity and uncertainty avoidance.
Doupnik and Salter (1995) showed that cultural norms and values vary in respect to the significant
developments engendered by the external environment. Indeed, several researchers have shown that
countries influenced by the Anglo-Saxon culture enjoy a more developed and sophisticated
accounting system. In this sense, Zeff(1998) found that culture is a major influencing factor for both
social systems' standards and values as well as the behavior of systems' interacting groups. He
considered that over the last two decades, the Anglo-Saxon culture has deeply influenced national
cultures.
Nobes (1998) noted that countries affected by the same cultural values are likely to adopt the same
accounting criteria. Chamisa(2000) and Hove (1986) have suggested that the adoption of IFRS will be
easier for the developing countries with an Anglo-Saxon culture. This can be justified by the
predominance of members with Anglo-Saxon origins in the work of the IASB. In their turn, Zeghal and
Mhedhbi (2006) have shown that the developed countries with an Anglo-Saxon culture easily adopt
IAS. From this perspective, it is possible to anticipate that the adoption of IAS/IFRS criteria will be
easier for countries with an Anglo-Saxon culture.
The Legal System
International accounting has notified the importance of the legal system as a predictor of differences in
accounting standards between countries. In these regards, Nobes (1998) made the distinction
between written law countries belonging mainly to the continental Europe and the common law
countries representing the Anglo-Saxon model. Despite this prevailing international duality regarding
the legal systems, history testifies to the strong dominance of the Anglo-Saxon legal system, especially
that of the U.S., in promoting the accounting culture. This seems to explain the several Anglo-Saxon
impacts on the process of international accounting harmonization. Thus, for long years one can notice
the prevalence of a remarkable American imprint on the works of the international standards body
manifested by the rapprochement between the IASB and the FASB. This rapprochement or merger
involves three aspects, namely, the change of name, headquarters and structure which shows mimicry
between the U.S. standardization body and the international one. Moreover, the characteristics of
IASB members' characteristics clearly show the faithful Anglo-Saxon influence on the analysed
process. This has made Standish (2003) to analyse the nationality, language, vocational training and
activity in a standard-setting committee to demonstrate the Anglo-Saxon domination within the IASB.
He stated that in the IASB conducted process, the strong dominance of the American legal system
highly predominates.
Capital Market Availability
The quality of financial information is a major ingredient in the development and efficiency of capital
markets. Actually, the main challenge for adopting the IFRS lies in facilitating the stock markets
functioning operations, hence protecting the investors' interests on the various world exchange
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markets. In this respect, Gray and Radebaugh (1997) stated that investors constantly need
sophisticated information to be able to analyse investment opportunities and optimize their choices.
Such a pressure exerted by the institutional environment has prompted several countries to have
recourse to a mere substitution of their local standards with the IFRS. In this way, Jemakowicz and
Gornik-Tomaszewski (2006) have shown that countries with financial market that are open to foreign
investors are more likely to adopt the IFRS. Thus, by enhancing information comparability, the IFRS
constitute means of integrating the local financial market in the chain of global exchanges.
The political factor
A key objective of the literature is to describe and understand the determination of national accounting
standards, a process that is “political” power, where such “power” can be understood as “the ability of
furthering one's interests by imposing sanctions on another (entity) when the converse is not also true”
(Bowles & Gintis, 1993: 88).Accounting standards are the product of a political action and reflect a
state of temporary equilibrium anchored in some scientific logic and practice (Barbue, 2004).
Belkaoui (1983) suggested that the level of economic and civil freedom presents a key factor in the
development of accounting practices. He justified his view by the fact that if a country has a low-level of
political freedom, citizens will be unable to choose members of the government owing to the lack of
democracy. Consequently, it is inconceivable that these people, being deprived of all forms of freedom,
could act on accounting policies. Conversely, in the presence an equitably-based democratic policy,
the development of accounting standards is likely to prevail. In addition, many researchers have
admitted that both government and monetary stabilities can significantly affect the economic
environment, which may consequently affect the development of accounting (Hassab, Elnaby, Epps &
Said, 2003; Larson & Kenny, 1995).
Given the weight of public authorities and of states in the governing most of the developing countries,
Al-Akraet al. (2009) analysed the impact of economic, political, legal and cultural factors on promoting
the accounting practices in Jordan. They concluded that the political and economic factors are the
elements which most contribute to this development. Along the same lines, Alsharairi and Al-Abdullah
(2009) argued that international harmonization can be considered a politically unacceptable challenge
to national sovereignty.
Foreign Direct Investment (FDI)
More countries are following the practice of adopting IFRS or have already adopted it, this trend is also
found to be associated with increase in foreign institutional investments (Yu, 2009; Florou& Pope,
2012) as well as foreign individual investments (Bruggemannet al., 2009). Moreover, as DeFondet al.
(2010) noted, research on the effect of IFRS on foreign investments is particularly important since it
investigates a potential 'real effect' of accounting, as aid in making more efficient investment decisions.
Also, Borenszteinet al. (1998) found that FDI is an important vehicle for technology transfer and
contributes more to economic growth than domestic investments, and Goldstein and Razin (2006)
therefore, noted that if the adoption of IFRS is the driver of the increase in investment flow into the IFRS
adopting countries after 2005, the effect should also be evident in the FDI flow. Similarly, Beneishet al.
(2012) argued that, if improved comparability is the driver of the IFRS effect, one should observe more
investment flow into the IFRS adopting countries from other IFRS adopting countries than from the
non-IFRS adopting countries.
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Theoretical Framework
This paper relied on the institutional theory as a theoretical lens to explore the process of IFRS
adoption in emerging economies. The institutional theory has been adopted in accounting literature as
a valuable framework to explain the country-specific factors affecting emerging economies' decisions
to permit the use of IFRS (Mir &Rahman, 2005). Indeed, Guleret al., (2002) explicitly stated that
institutional pressures occur at the country-level as well as the firm-level or the organizational-level.
Irvine (2008) indicated that organizational practices, legislated at nation-state level, are then
transmitted through to more specific organizational fields, and then to individual organizations. In a
globalized environment, the interactions between nation-states have greatly increased. The diffusion
of best accounting practices, including IFRS, has been accomplished through the contribution of
international organizations such as the World Bank and IMF (Boolaky, 2012), multinational
corporations (Phuong & Nguyen, 2012) and professional accounting firms such as the BIG 4
(Muniandy & Ali, 2012). Emerging economies can be forced to endorse IFRS in their legislations due to
coercive institutions outside of the economy. Judge et al., (2010) pointed out that the IMF routinely
provides aid to developing countries in financial trouble on the premise that IFRS accounting
standards are adopted. Albuet al., (2011) indicated that the World Bank exerted pressure in granting its
financial assistance to countries by imposing many conditions, including IFRS usage by listed
companies.
Review of Empirical Literature
The table 1 presents a summary of previous empirical literature related to IFRS
The table 1 presents a summary of previous empirical literature related to IFRS
Table1: Summary of Empirical Literature
s/n Author(s)
1. Senyigit, 2014

Focus
Determinants of voluntary IFRS
adoption of listed firms in Turkey.

Methodology
Regression
analysis

2.

Masoud, 2014

Variables that affect the decision
to adopt IFRS standard in
emerging market economy.

Regression
analysis

3.

Zehri &Chouaibi, To identify explanatory factors
Single logistic
2013
that informs the choice of
model of
IAS/IFRS in developing countries. economic growth.
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Results/Outcomes
Size, international exposure,
and type of auditor are drivers
for adoption.
The likelihood to adopt IFRS is
consistent with macroeconomic
variables exam ined and that
institutional factors have
different effects on the adoption
of IFRS in emerging countries.
DC’s likely to adopt IAS/IFRS
are those with economic
growth, legal system of
common law and an advanced
educational level. That culture,
political system and capital
markets are not significant in
IFRS adoption decision.

4.

Iuper, 2013

Drivers of voluntary IFRs
adoption and characteristics that
discriminates voluntary adopters
from non -adopters of IFRS in
Nigeria.
Micro- and macro -economic
variables affecting the decision to
adopt IFRS by developing
countries

correlation and t test

The decision is driven by size,
profitability (earning per share EPS), type of auditors and
capital structure/leverage.

5.

Kolsi &Zehri, 2012

Univariate
analysis

Relationship between the
decisions of developing countries
to adopt IFRS and their countries’
institutional contexts.

Regression
analysis

Larger firms with Anglo -Saxon
culture, higher economic
growth, higher educational
system, a common law legal
system and type of auditor do
affect adoption decision while
leverage ratio, political system,
financial market, foreign
operations and internation al
listing status have no effect on
such decision to adopt IFRS by
developing countries.
Findings revealed that IFRS
adoption decision is motivated
more by institutional and social
pressures, than by economic
factors: economic growth and
Inconclusive results, but also
found out that where a
country’s trade partners or
countries within its
geographical region are IFRS
adopters, the more likely to
adopt IFRS.
There are no significant cultural
differences between the
adopters and non
-adopters,
also, that larger and more
powerful countries are more
reluctant to adopt IFRS than
smaller and less powerful
countries.
Level of education, importation,
economic activities affects
IFRS use decision, while
developing and
underdeveloped nations are
more likely to permit IFRS than
developed countries. Also,
political systems, inflation rate,
foreign stock exchange listings
do not influence countries’
decisions to permit or not to
permit IFRS usage.

6.

Ritsumeikan, 2011

7.

Ramanna&Sletten, variations in the decision to adopt
2010
International Fi nancial Reporting
Standards (IFRS)

Descriptive
statistics and
univariate
analysis

8.

Clements et al.,
2010

Influence of cultural diversity and
country size on IFRS adoption
decision of developed and
emerging economies.

Correlation
analysis

9.

Archambault
Archambault,
2009

& decision of developed and
developing countries to permit or
not to permit the use of IFRS for
their listed companies

Correlation
analysis
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10. Al-Akra et al., Impact of economic, political, legal
2009
and culture on promoting the
accounting practices.

Regression
analysis

Factors such as
political and
economic factors are elements
that contribute mostly to the
development of accounting
practices.

11. Affes
& Motivation for early adoption of
Callimaci,
IAS/IFRS by the German and
2007
Austrian listed groups

logistic regression

Early adoptio n of IAS/IFRS
increases with respect to firm
size, while debt factor has little to
play on such decision.

12. Zeghal
Mhedhbi,
2006

Regression
analysis

High literacy rate, capital market,
and those who belong to an
Anglo-American culture, are the
most motivated to adopt IFRS.

& Factors that may affect developing
countries’ decisions to adopt or not
to adopt IFRS.

13. Omneya & Language effect on first introduction
Weetman,
of IFRS in Egypt
2003

14. Leuz and
Verrechia,
2000

Accounting choices of German
companies listed on the DAX index
for the year 1998

Egyptian companies will
continuously have challenges
implementing IFRS due to the
disparity between the IFRS spirit
and philosophy in respect of their
local accounting traditions and
cultures; Also, that IAS/IFRS are
of higher complexity with regards
to the local standards.
logistic regression
analysis

Source: Researchers' Compilation (2017)
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Firm size, financing needs and
financial performance affects
adoption decision.

Table 2Variable Measurement
Variable

Measurement

IFRS adoption
(Dependent)

1= Full/partial adoption

2

Economic growth

Gross Domestic Product (GDP)

Adopted from the works of Zeghal&Mhedhbi (2006)

3

Legal

Code law countries =1

Adopted from the works of
Najeb Masoud
(2014);Zehr&Chouaibi (2013) ; IAS website
(www.iasplus.com/country/country.htm) and a
section named “use of IFRS

1

Source
Ritsumeikan (2011) and Clements et al., (2010).

0= No adoption

Common law countries = 0
Mixed countries = 2

by jurisdiction”
4

Openness

5

FDI

Import + export
GDP

Each country’s specific

Ratio of net Foreign Direct
Investment Flows to GDP

Each country’s specific

Source: Researcher's compilation (2017)
Presentation And Analysis Of Result
This section presents the analysis of the secondary data gathered for the purpose of
the study. The earlier stated methods were employed accordingly. Table 3 presents
the descriptive statistics of each of the variables:
Table 3: Descriptive Statistics
IFRSADOPT

LEGAL

OPEN

FDI

GDP

Mean

0.6500

0.758333

88.12383

28.9482

9009621.

Median

1.000000

1.000000

72.75000

35.0985

2708431.

Maximum

1.000000

1.000000

122.000

56.99233.

30122057

Minimum

0.000000

0.000000

28.50000

2.75000

47619.70

Std. Dev.

0.665265

0.429888

39.53457

959072.0

11362500

Jarque-Bera

7.553695

30.60860

83.24731

3468.396

20.00011

Probability

0.022895

0.000000

0.000000

0.000000

0.000045

Observations

100

100

100

100

100

Source: Researcher's computation (2017)
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As observed in table 3, the mean for IFRSADOPT shows that about 65% of the countries examined
have either fully or partially adopted IFRS as at the period of study (2016) while the other 35% have not
adopted. The standard deviation of 0.66 is indicative of the degree of clustering around the mean while
the Jarque-Bera statistics suggest the absence of outliers in the data sets. For Legal, the mean is 0.758
indicating that about 76% of the samples have a common law system. The standard deviation isE0.42
while the Jarque-Bera statistics suggest the absence of outliers in the data sets. For OPEN, the mean
of 88.123% indicates the average openness index for the distribution with a standard deviation of
39.534 and that of FDI, the mean is 28.69482 with a standard deviation of 959072.0. The standard
deviation is 0.42 while the Jarque-Bera statistics suggest the absence of outliers in the data sets. Also
for GDP, the average mean was 9009621 and with a standard deviation of which is indeed large
11362500 and indicates significant deviations in GDP values across countries while the Jarque-Bera
statistics also suggest the absence of outliers in the data sets.
Table 4: Multicollinearity Test Results
Variable
LEGAL
OPEN
FDI
GDP

Coefficient Variance
0.018918
2.16E-06
3.59E-15
2.80E-17

Centred VIF
1.083911
1.046268
1.022907
1.120799

Source: Researchers compilation (2017)
The variance inflation factor (VIF) shows how much of the variance of a coefficient estimate of a
regressor has been inflated due to collinearity with the other regressors. Basically, VIFs above 10 are
seen as a cause of concern. As observed from the table, none of the variables have VIFs values
exceeding 10 and hence none gave serious indication of multicollinearity.
The ARCH test for heteroskedasticity was performed on the residuals as a precaution (see table 5).
The results showed probabilities in excess of 0.05 which lead us to reject the presence of
heteroskedasticity in the residuals. The Lagrange Multiplier (LM) test for higher order autocorrelation
reveals that the hypotheses of zero autocorrelation in the residuals were not rejected. This was
because the probabilities (Prob. F, Prob. Chi-Square) were greater than 0.05. The LM test did not,
therefore, reveal serial correlation problems for the model. The performance of the Ramsey RESET
test showed high probability values that were greater than 0.05, meaning that there was no significant
evidence of miss-specification.
Table 5 Regression Result
Variable

Expected sign

Coefficient, standard deviation and p-values
1.077124
(0.642183)
{0.0935}
1.297053
(0.45607)
{0.0045}

C
LEGAL

+
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OPEN

+

FDI

+

GDP

+

Model parameters
McFadden R-squared
S.D. dependent var
Akaike info criterion
Schwarz criterion
Hannan-Quinn criter.
Restr. Deviance
LR statistic
Prob(LR statistic)
Diagnostic parameters
Heteroskedasticity Test:
Breusch-Godfrey
Ramsey Reset Test

-0.01276
(0.006343)
{0.0443}
3.53E-07
(3.71E-07)
{0.041}
-4.22E-09
(2.39E-08)
{0.8597}
0.690251
0.398437
0.847666
1.012196
0.912771
65.92985
19.13621
0.000739

1.29
{0.32}
1.70
{0.55}
2.903
{0.49}

Source: Researcher's compilation (2017)
From table 5, the McFadden R-squared value of 0.690 suggests that the independent variables
(LEGAL, OPEN, FDI and GDP) take together account for about 69% of the systematic variance in the
dependent variable (IFRS-adoption), leaving out about 31% which the error term in the model has
captured. The overall significance level of the model shows that the hypothesis of a joint statistical
significance of the model cannot be rejected as 5% owing to the LR statistic and the corresponding
probability value of 19.136 and 0.000739 (p-value<0.05) respectively. Thus, the linearized
specification of the model can be assumed to be appropriate. On the basis of the individual significance
level of the variables as shown by the coefficient signs, the result shows that the variables of LEGAL
and FDI have positive relationship with the dependent while OPEN and GDP have negative signs.
However, while LEGAL, OPEN and FDI are statistically significant, GDP was not. Hence, in terms of
the determinants of IFRS adoption decisions in DCs, LEGAL, OPEN and FDI are significant
influencers, while the effect of GDP on adoption decisions mattered less in the context of this study.
Table 4 Summary of Hypotheses Testing
Hypotheses
Ho1:
Ho2:
Ho3:
Ho4:

p-value (sig)

Economic growth has no significant influence on IFRS
adoption in developing countries.
Developing country’s openness to the exterior world does not
determine IFRS adoption.
A legal syste m has no significant effect on adoption decision
level of developing economies.
FDI has no significant impact on IFRS adoption decision in
developing countries.

Source: Researcher's compilation (2017)
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Decision

0.859 (>0.05)

Accept null

0.0044 (<0.05)

Reject null

0.045 (<0.05)

Reject null

0.041 (<0.05)

Reject null

Discussion of Findings
As shown in the result, the model properties reveal that the coefficient of determination which is the
McFadden R-squared stood at 0.690 which suggests that the model explains about 69.0% of the
likelihood of IFRS adoption for African countries. Focusing on the slope coefficients we observe that
firstly, Economic growth (â4 = -4.22e-09 p= 0.859), the coefficient is negative though not significant. To
the academics the results highlighting the IFRS relationship with economic growth are not definite but
still controversial. Indeed, while the study of Zegha and Mhedhbi (2006), Al-Akra et al. (2009) Kolsi
&Zehri (2012) have demonstrated that the IFRS adoption is more tolerable by the DCs with high
economic growth, Zehri &Chouaibi (2013) and Woolly (1998) have observed that no significant
differences could be noticed in terms of economic growth among IFRS adopting countries and those
applying their local standards. Consequently, this result suggests the retention of H01 which states
thatEconomic growth has no significant influence on IFRS adoption in developing countries (No such
hypothesis was stated in this study).
Regarding, openness (â2 = -0.0127 p= 0.0044), the coefficient is positive and significant.
Consequently, this result suggests the rejection ofH02which states that Developing country's
openness to the exterior world does not determine IFRS adoption. This finding is in line with the
findings of Cooke and Wallace (1990) but inconsistent with expectation of the study.
LEGAL (â1 = 1.297, p= 0.0045) is positive and significant at 5% indicating that the LEGAL status could
be important in evaluating the likelihood of IFRS adoption by countries. This result supports the
prediction stipulating that the developing countries with a common legal system are more likely to
adopt the IFRS which is not in line with the study's null hypothesis. The findings are inconsistent with
the views of Lewis (2001) and Hussain et.al (2002); Ratmono &Mas'ud (2005); Rodrigues& Craig
(2007) works. It appears that the work of the IASB and its ambitious project of international accounting
harmonization are heavily dominated by Anglo-Saxon common law countries. Hence, the IFRS
implementation would be more feasible for the developing countries with a legal system of common
law. Consequently, the significance of the legal system reveals the existence of a coercive type of
isomorphism reflecting legal pressure and hence the Ho3 is rejected.
Regarding, FDI (â3 =3.53E-07 p= 0.041), the coefficient is positive and significant. Consequently, this
result indicates the rejection of the null hypothesis 4 which states thatFDI has no significant impact on
IFRS adoption decision in developing countries, suggesting that developing countries seeking foreign
direct investment are likely to adopt the IFRS. This relationship often referred to as the real effect of
accounting appeared to have received wide support in the literature (Yu, 2009; Florou& Pope, 2012;
Bruggemannet al., 2009; DeFondet al., 2010; Borenszteinet al,1998) This also supports the views that
the adoption decision of DCs is likely to be influenced by the quantum of their FDI.
Conclusions and Recommendations
Conclusion
The post IFRS adoption effects on countries economy has been a front-burner issue in recent times.
Thus, investigating the factors that influence the adopters is expected to be of paramount importance
to stakeholders, regulators and other developing nations still considering the adoption. This study has
provided empirical evidence showing, that the likelihood IFRS adoption is consistent with three of the
independent variables considered as possible influencers of such decisions. Based on the outcome, it
can be concluded, that only economic growth has no significant influence on IFRS adoption decision in
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DCs; while openness to the exterior world, FDI and the legal system significantly influence IFRS
adoption among DC's. Thus, the developing countries most favourable to the adoption of IFRS are
those having large FDI, open economies and common law based legal system. Implicationally, for
emerging economies to gain international legitimization and attract foreign investment, it is important
to improve financial information quality through IFRS adoption. In a global economic system, it is
essential for standard-setters as well as market regulators in non-adopter emerging economies to
meet trade-partner pressures by providing relevant financial information recognized worldwide.
Recommendations
Developing countries seeking to improve economic growth and performance must critically consider
their accounting infrastructure. Adopting similar reporting standards with developed countries
especially those with which economic ties exist can enhance business and economic interactions.
Though FDI and economic openness matter, countries must ensure that the capacity to kick-start and
maintain a new reporting system is ascertained before the IFRS adoption.
Developing countries that are still quite embryonic in terms of institutional quality, should pay also
attention to the development of effective institutions such as legal, accounting and capital market
institutions amongst others.
Future studies can expand the sample size and examine other institutional variables such as taxation,
political costs and transitional costs, inflation, population growth, political stability and educational
level amongst others.
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Variables

Obs

BR

96

Mean

Std. Dev.

Min

Max

-1.631875

12.36032

-56.14

6.28

DEPLIAB

96

7.293333

4.3674

.16

20.56

TAXLIAB

96

11.47479

9.661941

-19.28

37.71

BDETLIAB

96

5.853125

8.776335

0

44.05

GRATLIAB

96

11.46323

8.540782

0

37.29

Source: Computed using STATA 12.0 from Annual Reports and Accounts of the sampled

VARIABLES

BR

DEPLIAB

TAXLIAB

BDETLIAB

BR

1

DEPLIAB

0.4092

1

TAXLIAB

0.1894

0.0674

1

BDETLIAB

-0.3280

-0.0691

0.2330

1

GRATLIAB

-0.1464

0.0495

-0.1075

0.0626

GRATLIAB

VIF

1.08
1.08
1.02
1

Source: Computed using STATA 12.0 from Annual Reports and Accounts of the sampled
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1.02

ORDINARY LEAST SQUARE

FIXED -EFFECT

RANDOM - EFFECT

Variables

Coef.

T

P>/t/

Coef.

T

P>|t|

Coef.

Z

P>|z|

Depliab

1.062096

4.34

0.000

.9329304

5.25

0.000

.9429419

5.42

0.000

Taxliap

.2976573

2.60

0.011

.2177765

2.23

0.028

-.22947

2.42

0.015

Bdetliab

-.4913578

-3.92

0.000

.0402726

-2.11

0.038

.0051976

-2.15

0.032

Gratliab

-.170976

-1.36

0.177

-.1799744

-4.89

0.000

-.1799587

-1.92

0.045

_cons

-7.957732

-2.83

0.006

-9.10762

-4.89

0.000

-9.109699

-1.92

0.055

R-square

0.3294

Adj R-square

0.2999

Within

0.2966

0.2960

Between

0.1498

01785

Overall

0.1905

0.2095

F value

11.17

8.85

28.04

Prob>F

0.0000

0.0000

0.0000

Hausman test
(Prob>Chi)

0.9292

Source: Computed using Stata 12.0 from Annual Reports and Accounts of the sampled Firms 2004-2015
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The table 3 shows the regression results of Ordinary Least Square (OLS), Fixed Effects and Random
Effects. The dependent variable used in this model is the Bankruptcy Risk proxied by Z-SCORE.
However, analysis and interpretation were only made on the RE as the Hausman test suggests that it is
more efficient than the Fixed Effect as Prob>Chi value is not statistically significant.
The OLS results indicated that the coefficient of determinations “R-squared” is 0.3294, indicating that
the variables considered in the model accounts for about 33% change in the dependent variables, that
is BR, while the remaining 67% is explained by other variables not included in this model. In the same
vein, the analysis of variance which indicates that the model fitness is appropriate with F- value of 11.17
and P-value of 0.0000 at 5% level of significance. Therefore, the overall model shows that accounting
conservatism has significant impact on the bankruptcy risk.This implies that, the attributes of
accounting conservatism under this study predicted the level of bankruptcy risk in the Food and
beverages firms in Nigeria.
In the RE estimations, the regression result in the table revealed that provisions for the Depreciation
Liability (DEPLIAB) and the Bad Debt Liability (BDETLIAB) of the sample firms in the Food and
beverages sector had a positive impact at 5% level on the BR; While, provisions for the Tax liability
(TAXLIAB) and Gratuity Liability (GRATLIAB) had a negative impact on the BR. In general, the overall
probability is significant at 5% level and this signifies that Accounting Conservatism has a significant
impact on Bankruptcy Risk in the Nigerian Food and beverages sector.
The first research hypothesisshows that provision for depreciation has a positive and significant
relationship with bankruptcy risk in the Nigerian food and beverages sector. This has been indicated
k2by the coefficient of DEPLIAB which is 0.9429419 with 0.000 as the corresponding probability. The
level of the relationship is weak as indicated by the correlation result of 0.4092, it means that the higher
the provision for depreciation the higher the Bankruptcy Risk. As such, our null hypothesis (Ho1)
should be rejected.
For the second research hypothesis, it was found that there is negative and significant relationship
between the two variables. The negative and significant nature of the relationship has been indicated
by the coefficient of TAXLIAB which is -0.22947 with 0.015 as its corresponding probability. The level of
the relationship is also weak as indicated by correlation result of 0.1894. Hence, the null hypothesis
(Ho2) should be rejected.
For the third research hypothesis, it shows that there is also a positive and significant relationship
between bankruptcy risk and provision for bad debt. This has been clearly indicated by the coefficient
of BDETLIAB which is 0.0051976 with 0.032 as its corresponding probability. The level of the
relationship is not strong as shown by correlation result of -0.3280. This implies that only 32.80% of the
variation in BR can be explained by BDETLIAB but the remaining 67.20% by other variables.
Therefore, the null hypothesis (Ho3) should be rejected.
The fourth researchhypothesis shows that there is a negative and significant relationship between
bankruptcy risk and provision for gratuity, which is shown by the coefficient of GRATLIAB which is 0.1799587 with 0.045 as its corresponding probability. The level of the relationship is also not strong as
indicated by the correlation result of -0.1464. This shows that only 14.64% of the variation in BR can be
explained by GRATLIAB but the remaining 85.36% by other variables. Consequently, the null
hypothesis (Ho4) should be rejected.
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The study established that Accounting Conservatism (AC) has a significant impact on Bankruptcy Risk
in the Nigerian Food and beverages Sector. This result is in agreement with the work of Biddle et al.
(2011), Asemani and Hematfar (2013) and Moridipour et al. (2014).The entire variables in the table
above, show a significant relationship between the dependent and independent variables. This result
is in agreement with the work of Heidarpour and Khani (2013), Poorzamani and Anhari (2013) and
Razmeh et al, (2014) found that there is significant relationship between the dependent and
independent variables
Conclusion
This paper examined the effects of Accounting Conservatism (AC) on Bankruptcy Risk (BR) in
Nigerian Foods and Beverages sector, from 2004 – 2015. The study used ex-post facto research
design. It thus used the documentary data which were obtained from the annual reports and accounts
of the eight sampled firms which were randomly selected from the population of twelve firms that were
operating in the sector as at 31stDecember, 2015. The data generated for the study were analyzed
using panel data analysis.
Provision for Depreciation shows a positive and significant relationship with Bankruptcy risk in the
Nigerian food and beverages sector. This means that the higher the provision for depreciation made
available by a firm the higher will be the risk of bankruptcy.
Provision for Tax liability shows a negative and significant relationship with bankruptcy risk. This
implies that as the provision for tax liability increase, the level of bankruptcy risk decreases.
Provision for Bad debt indicates a positive and significant relationship with bankruptcy risk. Meaning
that an increase in bad debt provision will lead to an increase in the level of bankruptcy risk of the
sampled firms.
Provision for gratuity displays a negative and significant relationship with bankruptcy risk.
This suggests that any an increase in the provision for gratuity will make the risk of bankruptcy to
decrease.
Accounting conservatism (depreciation, taxation, bad debt and gratuity) shows a significant
relationship with the bankruptcy risk. Therefore, the study of conservatism accounting is
necessary for control and effective monitoring of bankruptcy risk management in Nigeria.
The Z-SCORE of -1.631875 indicates that risk of bankruptcy is imminent in the eight (8)
sampled firms in the Nigerian Foods and beverages.
Recommendations
The following are the recommendations made based on the conclusion of the study:
In order to mitigate the risk of bankruptcy in the Nigerian Food and beverages sector, adequate
provision for Tax and Gratuity need to be made and encouraged using appropriate government
policies. This is considering the significant negative relationship that exists between the variables.
The level of provisions for Depreciation should be maintained for sustainable bankruptcy risk
management because the relationship is positive and significant.
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Firms should maintain their Bad debt liabilities to the extent that it can lead to a corresponding
improvement in bankruptcy risk as it has a positive and significant relationship.
Accounting standards setting bodies (FASB & IASB) should consider accounting
conservatism as
a reporting mechanism in response to the economic, legal, and political environment in which firms
operate. Hence if accounting conservatism is replaced, firms will certainly damage their contracting
efficiency.
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APPENDIX I: POPULATION OF THE STUDY
FOODS AND BEVERAGES SECTOR
S/N

NAME OF FIRM

NSE
Classification

Year of
Listing

Years of
Operations after
Listing

1

Honeywell Flour Mills Plc

Food products

2009

6

2

Big Treat PLC

Food products

2007

8

3

Flour Mills Nigeria PLC.

Food products

1978

37

4

National Salt Company Nig. PLC

Food products

1992

23

5

Northern Nigeria Flour Mills PLC

1978

37

6

Cadbury Nigeria PLC.

1976

39

7

Nestle Nigeria PLC

Food products
Food products Diversified
Food products
Diversified

1979

37

8

UTC Nigeria PLC

Food products

1972

43

9

Union Dicon Salt PLC

Food products

1993

22

10

Dangote Flour Mills PLC

Food products

2008

7

11

Dangote Sugar Refinery PLC
7-UP Bottling Company PLC

Food products
Beverages – Non
Alcoholic

2007

8

1986

29

12

-

Source: Field Survey, 2017

APPENDIX II: SAMPLE SIZE
FOODS AND BEVERAGES SECTOR
S/N

NAME OF FIRM

NSE Classification

1

Flour Mills Nigeria PLC.

Food products

1978

Years of
Operations after
Listing
34

2

Northern Nigeria Flour Mills PLC

Food products

1978

34

3

Cadbury Nigeria PLC.

Food products
Diversified

–

1976

36

4

Nestle Nigeria PLC

Food products
Diversified

–

1979

33

5

UTC Nigeria PLC

Food products

1972

40

6

National Salt Company Nig. PLC

Food products

1992

20

7

7-UP Bottling Company PLC

1986

26

8

Union Dicon Salt PLC

Beverages – Non
Alcoholic
Food products

1993

22

Source: Researcher, (2016).
Table above shows the sample size of the study.

257

Year of
Listing

FOREIGN EXCHANGE RATE VOLATILITY AND PROFITABILITY OF QUOTED
CONGLOMERATE COMPANIES IN NIGERIA
Sadiq Rabiu Abdullahi
Department of Accounting
Bayero University, Kano, Nigeria
and
Mohammed Halliru
School of Preliminary Studies
Sule Lamido University, Kafin Hausa, Jigawa State, Nigeria
Abstract
This study examines the effect of foreign exchange rate volatility on the profitability of conglomerate
companies in Nigeria. Causal research design was adopted by the study. The population of the study
consists of the quoted conglomerate companies as in the 2015/2016 Nigerian Stock Exchange fact
book. Five of the listed companies were selected as sample for the study. Secondary data were
collected from the annual reports and accounts of the sampled companies and various data obtained
from Central Bank of Nigeria for a five-year period 2011-2015. Linear regression analysis was used to
analyse the data. The results suggest that Exchange rate volatility negatively impacts on Return on
Assets of quoted Nigerian conglomerate companies. The study, therefore, concludes that exchange
rate volatility has significant negative effect on the profitability of Nigerian quoted conglomerate
companies. The study recommends that regulatory authorities of macroeconomic variables should put
up a policy action that will help stabilize exchange rate or lead to favourable fluctuations in the
performance of Nigerian companies. Similarly, the management of the companies should have
policies for profit risk management so as to guide them in maintaining or achieving a good profitability
at the expense of unfavourable exchange rate fluctuations.
Keywords: Foreign Exchange Rate, Volatility, Return on Asset, Conglomerate Companies,
Macroeconomic Variables, Profitability, Nigeria
Introduction
The happenings in the foreign exchange market impacts on the trade and investments of a country.
Therefore, an unstable exchange rate regime negatively impacts on firms' investment, government's
monetary and fiscal policies, and trade balance among others (Adebiyi, 2006). A country like Nigeria
that depends on import of capital and consumer goods as well as raw materials is likely to face the
problem of price instability as a result of foreign exchange rate volatility. This shows the important role
of exchange rate in any economy as it directly affects domestic price level, profitability of traded goods
and services, allocation of resources and investment decision. Foreign exchange rate volatility can be
viewed as movements in foreign exchange rate as a result of the fluctuations in currency valuations.
The operational cash flow and value of a firm are usually affected by the currency fluctuation.
Economic theory postulates that exchange rate volatility affects prices of imported inputs, finished
goods and leads to macroeconomic uncertainty. Hence, it indirectly influences the profitability of
companies (Grambovas & McLeay, 2002).
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Profitability is the ability of a given investment to earn a return from its use. Profitability can be
measured in a number of ways among which include rate of return on firms' assets known as return on
asset (ROA). ROA measures firm's profitability in relation to the firm's total assets employed. The
higher the return on assets of a firm, the higher the profitability and the better the performance of that
firm. Conglomerate companies (conglomerates) are multi-industry companies often large and
multinational. A conglomerate is the combination of two or more
Corporations that carry out different businesses under one corporate group. They usually involve a
parent company and many subsidiaries. Conglomerate companies among other firms face
macroeconomic risk as a result of foreign exchange rate volatility. The exchange rate fluctuation
affects their foreign sales and consequently affects their level of profitability. This also affects firms'
volume of foreign trade on the long run (Hommel, 2008). As such, firms need to tactically react to
changes in foreign exchange market so as to enable them compete favourably and survive.
Fluctuations in foreign exchange rate and inflation rate have caused uncertainty in the global
investment market. Similarly, in Nigeria, foreign exchange rate and inflation rate volatility have caused
uncertainty in the investment market. The uncertainty caused by the constant fluctuations has made
the prediction of future exchange and inflation rate difficult both in the short run and long run thereby
exposing both potential international and local investors to exchange rate risk in Nigeria. Hence, there
is the need to provide an answer to the question: what is the effect of exchange rate volatility on
profitability of quoted conglomerate companies in Nigeria?
A number of empirical studies among which include Scholars like Irene (2011), Mongeri, (2011),
Onyancha (2011) have been carried out in both developed and developing nations on the impact of
foreign exchange rate and foreign exchange rate volatility. However, more studies have been done on
the impact of exchange rate volatility in industrialized nations compared to developing countries.
According to Agu (2002), insufficient time series data causes the lack of attention in developing
countries. As such, there is the need for more empirical studies to be conducted in developing
countries so as to respond to the lack of attention on impact of foreign exchange rate volatility in
developing countries (Gachua, 2011). This study therefore seeks to fill this gap by examining the
effects of foreign exchange rate volatility on the profitability of quoted conglomerate companies in
Nigeria.
Existing empirical studies on foreign exchange rate include Hollensen (2007), Schiozer and Saito
(2009), Wang (2013), Otuori (2013), Thaddeus and Nneka (2014), Kihara and Muturi (2016),
Olanisebe (2016) among others. Of the Nigerian studies on foreign exchange rate and other studies
conducted on quoted conglomerate companies in Nigeria, none examined the effect of foreign
exchange rate fluctuations on financial performance. This proves lack of local study on the effect of
foreign exchange rate fluctuations on the profitability of quoted conglomerate companies in Nigeria.
The study selected Nigeria due to the increase in international trading, the decline in foreign
investments and the fact that the current foreign exchange rate fluctuations expose conglomerate
companies to foreign exchange risk. As such, conglomerates among other companies who have wider
cross border transactions and play important role in Nigerian business face challenges resulting from
currency fluctuations because of the periods of rapid depreciation of the Nigerian currency an event
that has adversely affected the financial performance of Nigerian companies. It is in view of these that
this study examines the effect of foreign exchange rate volatility on financial profitability of
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conglomerate companies. In order to achieve the objective of the study, the following research
hypothesis (HP) was developed:
HP 1: Exchange rate volatility has significant impact on the profitability of quoted conglomerate
Companies in Nigeria.
This paper is organized into five sections. Section one is the introductory part where a brief explanation
of the topic, statement of the problem, objectives of the study, and hypothesis of the study are
presented. Section two reviews the extant literature, discusses theories, empirical evidence and
identifies the knowledge gap. Section three is devoted to research methods. Section four presents and
discusses the results. Finally, Section five concludes the paper and offers possible recommendations.
Literature Review
This section covers three broad areas on foreign exchange rate and profitability. It covers the
conceptual framework, theories and empirical studies both international and local on exchange rate
and profitability and0 identifies the knowledge gap of the study.
Conceptual Framework
In this section, literature on concepts relating to Foreign Exchange rate, Foreign exchange rate
volatility and the concept of profitability is reviewed.
Concept of Foreign Exchange Rate
Cambridge Advanced Learner's Dictionary defines exchange rate as the rate at which the money of
one country can be changed for that of another. It is simply the price of a unit of a currency expressed in
terms of another currency, or better still the price at which a foreign currency can be bought with a
domestic currency. An exchange rate can be defined as the price of one country's currency in terms of
another country's currency. As noted above, foreign exchange rate can be defined as the potential
foreign exchange rates to change in an unexpected manner, such that the value of firm is affected
(Adler & Dumas, 2010). However, foreign exchange rate risk potentially affects the value of the assets
and liabilities of firms trading in the domestic market (Bartov et al., 1994).
Foreign Exchange Rate Volatility
Exchange rate can be a conversion factor, a multiplier or a ratio, depending on the direction of
conversion. It is the price of one currency in relation to another which expresses the national currency's
quotation in respect of foreign currencies. Volatility on the other hand is a measure of risk, usually
simply referred to as “instability, fickleness or uncertainty”. According to Mulwa (2013), volatility of
exchange rates describes uncertainty in international transactions both in goods and in financial
assets. Foreign exchanges rates help fill the domestic revenue generation gap in a developing
economy (Cote, 2005).
Initially, Central banks in an economy used to determine the exchange rate by fixing it such that
international transactions were never subjected to exchange rate fluctuations risk. This arrangement
was known as the fixed exchange rate system of BrettonWoods. However, the system was replaced by
a foreign-rates system in which the price of currencies was and continues to be determined by the
market forces of supply and demand. Nigeria, like many other developing countries, has adopted a
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floating exchange rate regime which means that the price of the Nigerian Naira with respect to other
currencies is set by market forces of demand and supply. This explains the everyday exchange rate
fluctuations in the money market in Nigeria. According to Hales (2005), exchange rate movements are
transmitted to domestic prices through three channels. One is through prices of imported consumption
goods whereby exchange rate fluctuations affect domestic prices directly. Second is through prices of
imported intermediate goods whereby exchange rate movement affects production cost of
domestically produced goods. Lastly, is through prices of domestic goods priced in foreign currency.
Determinants of Foreign Exchange Volatility
A number of real factors such as openness of an economy, levels of output, trade and monetary
factors, such as: exchange rate regime, domestic and foreign money supplies, interest rate, inflation,
income among others, are the determinants of fluctuations of an exchange rate and the economic
condition of a country (Stancik, 2006). In his effort to analyse the impact of openness of an economy
on real exchange rate movements, Hau (2002) claims that trade integration and real exchange rate
volatility are linked together and are negatively correlated. Dornsbusch (1978) and Frankel (2007)
emphasize unpredicted circumstances (news)as the major determinant of foreign exchange rate
volatility.
Generally, in literature, there is no agreement on macroeconomic determinants of foreign exchange
rate volatility. Different approaches based on diverse theoretical models of foreign exchange rate
movement were used in the determination of exchange rate volatility. While some studies such as
Morana (2009) and Grydaki and Fountas (2010) use a specific exchange rate level model and
emphasized that monetary variables determine exchange rate volatility, other studies such as
Devereux and Lane (2003) use a synthesis of exchange rate level models and emphasize
geographical factors, trade linkages; asymmetry or similarity of economic shocks to output and
country size, as the determinants of foreign exchange rate fluctuations. However, studies like (Hau
2002 & Caporale et al. 2009) use New Open Economy Macroeconomics. They emphasize the
importance of both monetary and non-monetary variables in their explanation of the determinants of
foreign exchange rate volatility.
Concept of Profitability
Profitability means ability to make profit from all the business activities of an organization, company,
firm, or an enterprise. Profitability means the ability of a business to have surplus after the deduction of
production expenses from the revenue realized. It also means the ability of an investment to produce a
return. Kemuma (2015) also defines Profitability as the ability of a business to generate revenue over
and above its production expenses. It shows how efficiently the management can make profit by using
all the resources available in the market. Profitability is the ability of an investment to produce a return.
However, the term, profitability is not synonymous with the term 'Efficiency'. Profitability is an index of
efficiency; and is regarded as a measure of efficiency and management guide to greater efficiency.
Though, profitability is an important yardstick for measuring the efficiency, the extent of profitability
cannot be taken as a final proof of efficiency. Sometimes, satisfactory profits can mark inefficiency and
conversely, a proper degree of efficiency can be accompanied by an absence of profit. The net profit

261

figure simply reveals a satisfactory balance between the values received and the value given. The
change in operational efficiency is merely one of the factors on which profitability of an enterprise
largely depends. Moreover, there are many other factors besides efficiency, which affect profitability.
They include exchange rate, interest rate, inflation, demographic change among others.
Determinants of Profitability
Profitability of a firm is determined by a number of factors that are internal or external to the firm as well
as micro and macro factors. Some of the external factors are as follows:
Exchange rate is the value of a country's currency in relation to the currency of another country. Mulwa
(2013) posits that exchange rate fluctuations impacts on firm's value of net monetary assets with fixed
nominal payoffs' as well as firm's real asset value. Demir (2013) suggests that exchange rate
fluctuations considerably reduce the growth of manufacturing firms, hence the recommendation of
having sound exchange rate management policies that will lead to increase in domestic production
(Odili, 2015).
Since the introduction of the flexible exchange rate regime in 1972, exchange rate fluctuations have
been a big concern for investors, analysts, managers and shareholders. Using the flexible exchange
rate system, the prices of currencies are determined by supply and demand of the currencies in the
forex market. Given the frequent changes of demand and supply influenced by numerous internal and
external factors, this new system is responsible for currency fluctuations (Osoro & Ogeto, 2014).
These fluctuations expose companies to foreign exchange risk. Moreover, economies are getting
more and more open with international trade and as a result, companies become more exposed to
foreign exchange rate fluctuations which could result to foreign exchange risk. Generally, companies
are exposed to three types of foreign exchange risk: translation exposure, transaction exposure and
economic exposure (Osoro & Ogeto, 2014).
Similarly, excessive interest rate fluctuation can pose significant threat to a firm's profitability and
capital base changes as well as lead to increase in operating expenses. Higher interest rates offer both
lending firms and individuals in an economy a higher profitability relative to other countries. Increasing
interest rate and capital flow volatility are found to raise inflation uncertainty and encourage financial
investments while discouraging fixed investments and profitability by real sector firms (Felix, 1998).
Jhingan (2005) describes inflation as the persistent and appreciable rise in the general level of prices.
Inflation deals with the situation where the general price level of commodities is rising and
consequently, the purchasing power is falling. It was argued that available empirical evidence on the
relationship between inflation and profitability is inconclusive and hence requires further research
(Vong & Chan, 2009).
Increase or decrease in population, most especially ageing population, affects the profitability of firms.
That is, increase or decrease in the size and composition of consumers resulting from demographic
change affects the profitability of firms. Such change could affect the perspective of businesses. It
could make firms from both within and outside the country to strategize with the aim of capturing more
customers who could influence profitability and performance. According to Berlemann and Thum
(2010), firms generally experience a competition for a shrinking local population, which can be a
serious threat to the profitability of the financial sector.
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Gross Domestic Product (GDP) being the health and strength indicator of an economy as regards total
value of goods and services produced over a given period of time, is another factor that influence
profitability. The study by Doumpos and Gaganis (2012) find GDP to be among factors such as income
inequality and inflation that influence the profitability of firms.
This study considers foreign exchange rate volatility as the sole factor/determinant of profitability.
Theoretical Framework
This section discusses theoretical foundation of exchange rate and profitability applicable to the study.
It considers balance of payment theory, flow oriented model, foreign exchange market and Stock
oriented model upon which the study is based.
Balance of Payment Theory of Exchange Rates
The balance of payments theory of exchange rate also known as the Demand and Supply Theory of
Exchange Rate holds that the price of foreign money in terms of domestic money is determined by the
free forces of demand and supply on the foreign exchange market. According to the theory, a deficit in
the balance of payments leads to a fall or devaluation in the rate of exchange, while a surplus in the
balance of payments strengthens the foreign exchange reserves, causing an appreciation in the price
of domestic currency in terms of foreign currency. The balance of payments theory simply stipulates
that the exchange rates are determined by the balance of payments, implying demand and supply
positions of foreign exchange in the country concerned.
If the balance of payments of a country is unfavourable, the exchange rate declines. On the other hand,
if the balance of payments is favourable, exchange rate will go up. The domestic currency can
purchase more amounts of foreign currencies. When the exchange rate of a country falls below the
equilibrium exchange rate, it is a case of adverse balance of payments. The exports increase and
eventually the adverse balance of payment is eliminated and the equilibrium rate is restored. When the
balance of payments of a country is favourable, the exchange rate rises above the equilibrium
exchange rate resulting in the decline of exports (Kanamori & Zhao, 2006).
The theory has some advantages in that it is compatible with the general theory of value. Furthermore,
it shows the determination of the equilibrium rate of exchange under the span of the general
equilibrium theory. Secondly, the theory stresses the fact that there are many predominant forces
besides merchandise items included in the balance of payments which influence the supply of and
demand for foreign exchange which in turn determine the rate of exchange. Thus, the theory is more
realistic in that the domestic price of foreign money is seen as a function of many significant variables,
not just the purchasing power expressing general price levels. The theory has, however, the following
limitations: firstly, it assumes perfect competition and non-intervention of the government in the foreign
exchange market. This assumption is not very realistic in the present day of exchange controls. It does
not explain what determines the internal value of a currency therefore one has to resort to purchasing
power parity theory. Secondly, it unrealistically assumes the balance of payments to be at a fixed
quantity, there is no causal connection between the rate of exchange and the internal price level, and
the theory is indeterminate at a time.
Flow Oriented Model
This model was developed by Dornbusch and Fisher in 1980 (not referenced). This model claims that
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changes in exchange rates alter the international competitiveness of a firm as well as the balance of
trade position, and thus exchange rate changes affect real income and output in a country. Share
prices of companies are influenced by exchange rate changes and future cash flows of firms. This
implies that exchange rate changes lead to stock price returns, and that they are positively correlated.
The flow oriented model maintains that a causal relationship, which runs from the exchange rate to the
stock prices. This simply means that exchange rate changes affect the competitiveness of firms as a
result of its effect on input and output prices (Joseph, 2012). It follows therefore that if exchange rate
appreciates, exporters are likely to be affected negatively. In the same way an appreciation of the
currency is likely to cause goods and services to be dearer on the international market. This will,
therefore, bring about a decline in exports, as they will be seen as expensive by buyers on the
international market. It means, therefore, that such goods will lose their competitiveness
internationally. Consequently, their profits will drop and if profits decrease, the firms will lose
competitiveness on the domestic stock market. Their attractiveness on the domestic stock market will
decrease and this will result in their stock prices decreasing in value. Resultantly, a negative relation
between domestic currency and stock price can be confirmed.
Stock Oriented Model
This model was developed by Branson and Frankel in 1983. This model shows exchange rates as
serving the supply and demand for financial assets such as stocks and bonds. This approach suggests
that an increase in stock prices induces investors to demand more domestic assets and thereby
causes an appreciation in the domestic currency, implying that stock prices lead exchange rates and
that they are negatively related. The appreciation of the domestic currency attracts more foreign capital
and investments into the domestic market, which then leads to further currency appreciation.
Pilbeam (1992) points out an obvious problem with the flow oriented model as being that it has nothing
to say about international capital movements, although it is known that international capital
movements are very large, broad and comprehensive. A review of the literature on the relationship
between real exchange rate volatility and trade shows that there are theoretical models that postulate
both positive and negative effects of the exchange rate volatility on trade. However, earlier empirical
evidence, using different measures of exchange rate volatility, usually fails to establish statistically
significant relationship between exchange rate variability and volume of trade. Where such a
relationship is established, the coefficient of exchange rate volatility either negatively or positively
dominates the foreign currency market. Stock oriented models put much stress on the role of the
financial (formerly capital) account in the exchange rates determination. In other words, currency
fluctuations may influence stock price movements.
The flow oriented model is plausible for this study. This is because in line with the main objective of this
study which is to examine the effect of foreign exchange rate volatility on profitability of quoted
conglomerate companies in Nigeria, the flow oriented model considers exchange rate linkage to stock
prices; it emphasizes the effect of exchange rate determination and movement on stock prices and
consequently performance of firms. As such, it explains this study better compared to the other
models.
Empirical Review
The empirical review discusses the studies done both internationally and locally in the recent past in
relation to exchange rate, exchange rate volatility and profitability.
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International Evidence
A good number of international studies on exchange rate volatility exist in the literature. Some of the
studies include:
Demir (2013), who explores the effects of exchange rate volatility on the growth performances of
domestic versus foreign, and publicly traded versus non-traded private manufacturing firms in a major
developing country, Turkey. Employing a matched employer-employee data set, the paper seeks to
answer the question: does access to foreign or domestic equity markets matter? The empirical results
using dynamic panel data estimation techniques and comprehensive robustness tests suggested that
exchange rate volatility has a significant growth reducing effect on manufacturing firms. However,
having access to foreign, and to a lesser degree, domestic equity markets is found to reduce these
negative effects at significant levels. These findings continue to hold after controlling for firm
heterogeneity due to differences in export orientation, external indebtedness, profitability, productivity,
size, industrial characteristics, and time-variant institutional changes.
Héricourt and Nedoncelle (2015) examine how firm-level export performance is affected by Real
Exchange Rate (RER) volatility, investigate the way this effect is shaped by firm size and more
specifically, the number of destinations. Their analysis relies on a French firm-level database that
combines the statement of financial position and product-destination-specific export information over
the period 1995-2009. Findings show that export performance is affected by both bilateral and
multilateral real exchange rate volatility. Further, they find that firm size and the number of destinations
seem to exacerbate the impacts of both bilateral and multilateral RER volatilities on export
performance: firms tend to reallocate exports away from destinations characterized by higher, relative
RER volatility, and are even more prone to do so when the scope of possible re-allocations is extended.
Results suggest that more destination diversified firms are better able to handle exchange rate risks,
with significant implications for exports at the macro level.
Khosa et.al, (2015), analyse the effect of exchange rate volatility on emerging market exports. The
study used a sample of nine emerging countries from 1995 to 2010. Panel data analysis was
conducted. Volatility was measured by Generalized Autoregressive Conditional Heteroscedasticity
and conventional standard deviation in order to determine whether the relationship between exchange
rate volatility and exports exist. The results show that exchange rate volatility had a significant negative
effect on the performance of exports, regardless of the measure of volatility used. It was also evident
that a long-run relationship did exist. The study concludes that the policy mix that will reduce exchange
rate volatility such as managed exchange rate regimes and relatively competitive exchange rates were
essential for emerging markets in order to sustain their exports performance.
The study of Mohammed and Ahmed (2015) examines the impact of exchange rate volatility, real GDP
of China, and real exchange rates on the bilateral exports of ASEAN member countries to China using
the generalized method of moments. The study employs annual panel data of original Association of
South East Asian Nations (ASEAN) five member nations' exports to China from 1992 to 2011. The
sources of data include the Direction of Trade Statistics (DOTs) of International Monetary Fund,
ASEAN statistics and World Development Indicators (WDI) by the World Bank. The dependent
variable is the exports of each original 5-ASEAN member countries to China. The results showed that
all the coefficients of these variables had the expected signs and are statistically significant. The
findings suggest that the ASEAN member nations should maintain the stability of their bilateral
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exchange rates with Chinese Yuan as a means to boost their exports to China.
Mukopi (2013) sets out to determine the relationship between interest rates and foreign exchange
rates in Kenya. The study uses data from June 2006 to June 2013. This was secondary data collected
from the Central Bank of Kenya website. The study uses regression analysis to analyze the data. The
study further uses t-statistic and F significance ANOVA to test the hypothesis. The research findings
reveal an insignificant positive relationship between interest rate and foreign exchange rate.
Local Evidence
In Nigeria, a number of studies conducted on exchange rate volatility exits. Among the studies is that of
Thaddeus and Nneka (2014) on the relationship between exchange rate, interest rate and inflation rate
using autoregressive distributed lag (ARDL) co-integration analysis. They establish a significant short
run and long run positive relationship between inflation and exchange rate on one hand, and a negative
insignificant relationship with interest rate. They recommend the need for concerted effort of all
monetary authorities to ensure that periodic variation in inflation is kept at the barest minimum for
stability in exchange rate regime to be achieved.
Olanisebe (2016) investigates the impact of exchange rate fluctuation on the Nigerian economic
growth from 1986 to 2015 using secondary data sourced from CBN statistical Bulletin and analyses the
data using correlation and regression analysis of the ordinary least square. The findings reveal that
exchange rate and interest rate have positive but not significant impact on economic growth while
inflation rate has negative but not significant impact on economic growth. They recommend that
government should encourage the export promotion strategies in order to maintain a surplus balance
of trade and also conducive environment, adequate security, effective fiscal and monetary policy, as
well as infrastructural facilities should be provided so that foreign investors will be attracted to invest in
Nigeria.
Osundina et al. (2016) empirically examine the effect of exchange rate fluctuation on banks
performance in Nigeria covering the period of ten years from 2005 to 2014. They measured exchange
rate fluctuation by return average annual values of US Dollar to Naira for ten year period and tested
exchange rate for volatility. They use Hausman test for fixed and random effect on banks profitability
using ROA as a measure on one hand, and a significant negative effect on banks liquidity using LDR as
a measure. As such, they conclude that the effect of exchange rates fluctuation on banks performance
is subjective on the specific measure of performance used in the research. They however recommend
that adequate care must be taken in establishing policies within the bank to hedge against foreign
exchange risk.
In their effort to investigate the effect of foreign exchange reforms on financial deepening in Nigeria,
Aniet al (2013) finds that foreign exchange reforms in Nigeria do not positively impact on the depth of
Nigerian financial sectors as desired. They opined that financial service sector reforms led to financial
booms in the short run which did not intensify in the long run. Furthermore, Yinusa (2008) applied
Granger causality test to investigate the relationship between nominal exchange rate volatility and
dollarization for the period 1986–2003 using quarterly data and concluded that policies meant to
reduce exchange rate volatility need to contain procedures that specifically address dollarization
issue. Similarly, in an investigation of the relationship between exchange rate volatility and Foreign
Direct Investments (FDI) inflows in Sub- Saharan Africa, Ogunleye (2009) using Nigeria and South
266

Africa as case studies, adopted a two – stage Least Squares methodology to find a statistically
significant relationship between the variables, with exchange rate volatility retarding FDI inflows and
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S/N Company Name
1
2
3
4
5
6

Transnational Corporation of
Nigeria Plc
A.GLeventis Nigeria Plc
UACNPlc
SCOA Nigeria Plc
ChellaramsPlc
John Holt Plc

Source: Generated from NSE 2014/2015 Factbook
268

Year of
Incorporation
2004

Year of
Listing
2006

1952
1931
1926
1947
1961

1978
1974
1977
1977
1974

The study uses secondary data from 2011 to 2015. This period is chosen because it is among the
periods in which Naira exchange rate witnessed relative instability in recent times. The sample size is
composed of five conglomerate companies listed on the Nigerian Stock Exchange based on the
criteria that the firm must have its full financial statements from 2011 to 2015 published, must be listed
and be among the conglomerate companies within the period. Accordingly, only 5 companies fulfill the
above requirements.
The variables of the study are Return on Asset (ROA) and exchange rate volatility. ROA (proxy of
profitability) is the dependent variable. The independent variable is exchange rate volatility. The
variables and their measurement are depicted in the Table 2.
Table 2: variables and their measurement
VARIABLE

INDICATOR

SYMBOL MEASUREMENT

Prior
Empirical
Backings

Prior Expectation

Dependent Variable
Profitability
Independent Variables
Exchange
Rate Volatility

ROA

EXCR

Net Profit
After Kemuma
Tax/Total Assets
(2015)
Annual Exchange Rate
Fluctuation (N/$) by
Central Bank

Osundina et
al. (2016);

Significant negative
effect

Source: Authors, 2017
The model used for this study is:
4
ROAi = â0+ â1EXCRi + S
i = 1 u i Ci + e i
Where: ROA= Profitability (Return on Assets)
EXCR= Exchange Rate Volatility
e = Random error term
ß1 = slope of exchange rate volatility
ß0 = intercept of the excluded dummied conglomerate company
C i = the ith conglomerate company i = 1, 2… 5
u i = slope of dummied conglomerate company.
Results And Discussion
This section presents, discusses and interprets the results of the data obtained. It gives the descriptive
statistics of the variables used. It also presents the result of the correlation and regression analysis of
the data obtained from Central Bank of Nigeria Statistical Bulletin and annual reports and accounts of
all quoted conglomerate companies in Nigeria.
Descriptive Statistics
This section presents the results of the descriptive statistics of the data collected.
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Table 3 Descriptive Statistics

Variable

N

Mean

Std. deviation

Minimum

Maximum

Return on
25
Assets (ROA)

5.3068

10.0312

-17.9400

32.6200

Exchange
rate (EXCR)

166.634

16.2033

155.7

197

25

Source: Generated from STATA using the data from annual reports and accounts of the sampled
Conglomerate Companies and CBN statistics (2011-2015)
Table 3 above shows that between 2011 and 2015, the mean ROA is 5.3068. The standard deviation of
ROA is 10.0312 while the minimum and maximum values of ROA are -17.9400 and 32.6200.Similarly,
in the study period, Nigeria experienced maximum exchange rate volatility of 197 and minimum
exchange rate volatility of 155.7 as well as mean exchange rate volatility of 166.634 and standard
deviation of 16.2033.
Correlation
This section presents the correlation results of the data collected.
Table 4 Pearson Correlation Matrix of the variables
Return on
Assets (ROA)
Return on
Assets (ROA)

1.0000

Exchange rate
(EXCR)

-0.4317

Exchange
rate (EXCR)

1.0000

Source: Generated from STATA using the data from annual reports and accounts of the
sampled Conglomerate Companies and CBN statistics (2011-2015)
Table 4 gives a summary of the relationship between dependent variable and the explanatory variable.
The correlation coefficient of -0.4306 revealed a negatively moderate relationship between exchange
rate volatility and ROA. This implies that exchange rate and profitability of the conglomerate
companies in Nigeria goes inversely.
Regression Analysis
This section presents the regression results and analysis of the data collected.
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APPENDICES
Appendix I: ROA of Quoted Conglomerate Companies in Nigeria

Company

Year

Return On Asset
(ROA)

Exchange Rate
Volatility (ExcR)

Trans Corp. Nig. Plc
Trans Corp. Nig. Plc
Trans Corp. Nig. Plc
Trans Corp. Nig. Plc
Trans Corp. Nig. Plc
A.G Leventis Nig. Plc

2011
2012
2013
2014
2015
2011

3.93
6.57
5.75
4.75
0.99
6.90

156.7
155.77
155.7
168
197
156.7

A.G Leventis Nig. Plc
A.G Leventis Nig. Plc
cA.GLeventis Nig. Pl
A.G Leventis Nig. Plc
UACN Plc
UACN Plc
UACN Plc
UACN Plc
UACN Plc

2012

7.16
7.06
3.19
1.63
32.62
13.04
26.00
16.29
12.71

155.77
155.7
168
197
156.7
155.77
155.7
168
197
156.7
155.77
155.7
168
197
156.7
155.77

2013
2014
2015
2011
2012
2013
2014
2015

SCOA Nig. Plc
SCOA Nig. Plc
SCOA Nig. Plc
SCOA Nig. Plc
SCOA Nig. Plc
ChellaramsPlc
ChellaramsPlc

2011

2012

3.16
1.31
1.55
1.83
- 12.42
2.36
1.77

UACN Plc
UACN Plc
UACN Plc

2013
2014
2015

26.00
16.29
12.71

155.7
168
197

SCOA Nig. Plc

2011

3.16

156.7

SCOA Nig. Plc

2012

1.31

155.77

SCOA Nig. Plc

2013

1.55

155.7

SCOA Nig. Plc

2014

1.83

168

2012
2013
2014
2015
2011
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SCOA Nig. Plc

2015

-12.42

197

ChellaramsPlc

2011

2.36

156.7

ChellaramsPlc

2012

1.77

155.77

ChellaramsPlc

2013

1.19

155.7

ChellaramsPlc

2014

1.27

168

ChellaramsPlc

2015

-17.94

197
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