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ABSTRACT
This study investigated the moderating role of Investor Protection (IP) in the relationship
between auditor quality and financial reporting quality (FRQ) in sub-Saharan Africa (SSA). It
also established the relevance of firms’ reliance on professional management and board
efficacy on FRQ of listed firms in SSA. The study proxied IP by the strength of minority
interest protection, regulation of stock exchange and legal right index. FRQ was measured by
Accounting Conservatism (AC), Accrual Quality (AQ), Discretionary Accrual (DA) and
aggregate FRQ index (AFRQI). Using the System Generalised Method of Moments estimation
technique on data from 3597 firm-year observations across 13 stock exchanges in SSA from
2007 to 2017, the study found the strength of a country's IP to have a positive and significant
influence on firms' reliance on professional management and board efficacy which also exhibit
a positive and significant relationship with FRQ. The results also depict that the IP index has a
significant positive impact on all FRQ indicators, except for AC where a negative and
significant impact of IP was observed. Meanwhile, IP components such as minority interest
protection and regulation of stock exchange depicted a negative and statistically significant
relationship with the FRQ of firms, indicating that individual IP components do not achieve
improved FRQ in SSA. The study further found that on all the dimensions of FRQ, auditor
quality exhibited a significant positive impact only when IP variables are controlled. The result
showed that the coefficient of IP and auditor quality is positive and statistically significant,
suggesting that IP significantly influences the relationship between auditor quality and FRQ.
The results imply that policies aimed at improving the quality of firms' financial reports in SSA
must consider facilitating the engagement of professional management and ensuring board
efficacy. SSA countries may need holistic strengthening of the IP environment to enhance
management quality, board efficacy, auditor quality and FRQ. The study confirms the Upper

Echelon and Institutional theories in the SSA context.

KEYWORDS: Investor Protection, Auditor Quality, Management Quality, Reliance on

Professional Management, Board Efficacy, Financial Reporting Quality, Sub-Saharan Africa
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CHAPTER ONE

OVERVIEW OF THE STUDY

1. Introduction

Increased globalisation of financial and products markets has led to heightened interest of
investors, creditors and regulators in the quality of firms' accounting information contained in
financial reports. Economic Theory postulates that high-quality accounting information and
financial report assuage asymmetrical information and hence lessens the cost of capital, ceteris
paribus (Habib et al., 2019). In Africa, accounting information quality is acknowledged as a key
ingredient for capital market development and growth in foreign direct investment (FDI)
(Randriamiarana, 2015). Consequently, the Africa Peer Review Mechanism (APRM) which was
established by the African Union (AU) as a foundation to effectuate the New Partnership for
Development (NEPAD) recognises accounting and auditing quality as focal elements in corporate
governance and therefore key consideration in assessing countries’ performance (Ababio, 2017).
The constant and insistent call for improved quality of accounting information by investors and
other stakeholder has propelled the adoption in many African economies, the International
Financial Reporting Standards (IFRS) issued by the International Accounting Standards Board
(IASB) and the International Auditing and Assurance Standards (IAAS) issued by the International
Auditing and Assurance Standards Board (IAASB) to respectively guide firms in their financial
reporting process and audit firms in carrying out audit engagements. As suggested by Boolaky et
al. (2020), the adoption of these standards is generally aimed at enhancing financial reporting
quality (FRQ), ensuring standardization and convergence in financial reporting and improving

audit quality.

The increasing adoption of the IFRS and IAAS among African countries nonetheless, the
Association of Certified Fraud Examiners (ACFE) reports to the Nation have continuously shown
increasing cases of financial statements fraud in Sub-Saharan Africa (SSA) and rank SSA second
to the United States (U.S.) in global cases of occupational fraud including financial statement
fraud. These situations have made it imperative for researchers to find answers to the question of
the factors that drive FRQ in SSA. In this study, an attempt is made to provide some empirical

answers on some of the factors that drive FRQ in SSA by evaluating the implication of three main
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factors, namely investor protection (IP) auditor quality (AudQ) and management quality (MgtQ)
on FRQ in SSA.

In this chapter of the thesis, the researcher discussed the background of the study to place the study
into context. In addition, the statement of the research problem, which delineate the identified gaps
in the existing literature is explored to provide a basis for this thesis. It further explains the
relevance and contribution of the study to the theory and practice of accounting, auditing and
management. Other issues discussed in this section include the general objective (aims) of the
study, the specific objectives and the research question developed to achieve the aim. Furthermore,
the chapter discussed the organisation of the thesis to establish how each chapter is constructed

toward the achievement of the research objectives.

1.1  Background of the study

Economic Theory postulates that improving the qualitative characteristics of accounting
information propels symmetrical information between corporate insiders and investors and have a
positive impact on the cost of capital (Habib et al., 2019; Muttakin et al., 2020). Theoretical
arguments by Jensen and Meckling [JM] (1979) posit that high—quality financial reporting is a
mechanism to alleviate agency problems which are usually induced by information uncertainty
resulting from incongruent goals of corporate insiders and investors. As suggested by Izi et al.
(2020), symmetrical information between corporate insiders and outside investors that emanate
from high-quality financial reports result in lowering the cost of capital and enhancing the
efficiency and effectiveness of investment project identification and selection. Consistent with
these theoretical postulations, empirical studies have evidenced that FRQ is linked positively to
capital market valuation of benefit (Bushee et al., 2019; Pavlopoulos et al., 2019), capital allocation
efficiency (Ferracuti & Stubben, 2019; Rashid, 2020), efficient investment (Dou et al., 2019), FDI
(Gu et al., 2019; Pinto et al., 2019; Nam et al., 2020) and corporate innovation (Park, 2018).
Considering the importance of cost of capital to security prices volatility, security market
performance and investor confidence as suggested by researchers (such as Salehi et al., 2018;
Shahzad et al., 2019; Habib et al., 2019), FRQ have been acknowledged as one of the critical
requirement for private firms' investment efficiency, corporate financing and economic growth.

The positive implications of FRQ on the economy of a country are accentuated by the assertions



of Lin et al. (2014:19) that “a stable financial reporting system is an important part of the overall
economic fabric”. Consequently, financial statement manipulation and associated misstatements
in accounting information are adversarial to investor confidence, the overall cost of capital in a

country, security price volatility, capital market performance and overall economic growth.

The critical nature of quality accounting information to an economy notwithstanding, financial
reporting irregularities have become a primary menace to the stock market globally and many
firms decide against the optimal FRQ. This is manifested by recent accounting scandals, financial
restatements and corporate failures such as Enron, WorldCom in the U.S.; British Telecom,
Powerscreen International, in Europe; Toshiba Corp, Satyam in Asia and the Middle East; and
Cadbury Nigerian plc, Lever Brothers plc and Steinhoff and Ghana banking sector crisis in Sub-
Saharan Africa (SSA). The ACFE (2020) also provides evidence of how financial statements fraud
have bedevilled global economies with associated high economic cost. For example, the ACFE
(2016; 2020) reports that financial statement fraud remains the single largest contributor to the
global losses (between $6.3 billion to $3.5 trillion) from occupational fraud, accounting for a
median loss of $900,000 to $4,100,000 (72% to 91% of global median loss). The phenomenon of
fraudulent financial reporting by firms across the globe has generally been regarded as threats to
countries' attractiveness to FDI, capital market development and overall economic growth.
Financial statement irregularities undeniably weaken the link between reported financial
performance and position and the true economic performance and position of firms and lead to
expropriation from investors. Consequently identifying the factors that drive FRQ has become
imperative for accounting research to provide some parameters to guide countries in ensuring

effective financial reporting.

The widespread failures in accounting information disclosure have occasioned a renewed
imperative by countries to institute mechanism to ameliorate the FRQ of firms and to consolidate
the controls of corporate managers by instituting a more functional governance structure and
effective regulatory regime. From the agency and institutional theories perspective, the primary
mechanism for a firm's financial reporting system are the corporate managers and the board of
directors who primarily superintend the preparation of the financial reports, an external auditor

who validate the information and the institutions that regulate the managers and the auditor.



Corporate management and board are primarily responsible for ensuring financial reporting system
and overall internal control environment of an entity produce better quality financial reports that
enhance investors' decision. This management function is corroborated by assertions by Jui and
Wong (2013:1) that "management is responsible for the financial information produced by the
company. As such, professional accountants in businesses, therefore, have the task of defending
the quality of financial reporting right at the source where the numbers and figures are produced”.
Consequently, the spate of financial reporting failures and consequential corporate failures witness
across the globe are first blameable on the increasing opportunistic behaviour of corporate insiders
Accordingly, financial statement fraud is typically committed within the internal governance
mechanism by someone in a managerial role who has the ability and the incentive to alter financial
statement without been detected (ACFE, 2019; Svabova et al., 2020; Mohammadi et al., 2020). As
suggested by Becker et al. (1998) managers are incentivised by contracts that are based on
accounting earnings to manipulate accounting information and produce fictitious financial reports
to disguise the corporate financial performance and to enshroud their private control perquisite

from investors.

Financial reporting manipulations usually entails management countermand of internal controls
and accounting processes that otherwise may seem to be functioning effectively (Rani et al., 2013).
Such internal control overrides by management include activities such as spurious accounting
(journal) entries (especially close to the end of a financial year), to misrepresent operational
performance; inappropriately modifying assumptions, changing accounting policy and varying
judgments used to estimate account balances; expunging accounting records, expediting or
deferring recognition of events and transactions in the financial statements for the accounting
period; enshrouding or nondisclosure of facts that could influence reported amount; undertaking
multiplex financial transactions that are designed to manipulate firm’s financial position and
disguise firm’s performance or cash flow position and adjusting accounting records and terms

related to significant and extraordinary transactions.

Notwithstanding the incentives and the ability of management to manipulate financial reports by
overriding internal control mechanisms, the professionalism of management and the extent of
accountability of the board of directors to investors should drive the risk of control override and

other fraudulent behavioural tendencies of management (Rashid 2020). For example, the conduct



of professional accountants is governed by ethical standards promulgated by the International
Ethics Standards Board for Accountants (IESBA). This Code of Ethics provides for the
fundamental principles of professional ethical standards which include professional behaviour,
confidentiality integrity, objectivity, and professional competence and due care, (Rashid, 2020;
Priscilla & Siregar, 2020). Professional managers are enjoined to comply with these ethical
standards and behave professionally or otherwise be subject to sanctions from their professional
bodies (Zhang, 2019; Rashid, 2020; Priscilla & Siregar, 2020). Consequently, professional
management (ProMgt) for fear of sanctions and cost of reputational damage will be more restrained

in overriding internal controls than non-ProMgt.

The financial reporting behaviour of corporate managers will be guided by the level of
professionalism and ethical values of corporate managers. As such, the extent of professionalism
of corporate management and the degree to which management is accountable to investors and
boards of directors should affect their accounting policy choices, application of accounting policies
in producing financial reports. FRQ is thus linked to the quality of management employed by firms
and the efficacy of the corporate board of directors (Firoozi et al., 2016; Garcia-Meca & Garcia-
Sanchez, 2017). Due to their susceptibility to the professional cost when corporate financial
misreporting is detected and are punished, ProMgt are expected to ensure higher FRQ than non-
ProMgt with less reputation capital especially as regulatory and enforcement regime becomes
stronger and stricter. Consequently, it is posited that FRQ is more likely to be high when firm rely
on professional in senior management positions than on relatives or friends without regard to merit.
Furthermore, in countries where management is greatly accountable to investors and the boards of
directors, FRQ is more likely to be enhanced. However, these propositions are yet to be tested in

empirical research especially in emerging economies.

From the JM (1979) Principal-Agency Theory perspective, external auditing is the mechanism put
in place by investors to provide an independent assessment of management accounting information
representations and checks the credibility of financial disclosures from corporate managers.
Auditors play both information intermediation and assurance provider roles in the financial
reporting system through independent and effective verification of the accuracy of companies'
financial statements before publication; and are legally accountable for damages to users of

financial information if they are negligent (PricewaterhouseCoopers [PWC], 2017). Auditors



therefore primarily promote transparency in financial reporting processes to ensure that quality
financial information serves as the basis for decision making by investors. Auditing reinforces the
confidence and obligation of stewardship between managers and investors who require assurance
on the accuracy and fairness of the reported firms' operating performance and financial position
(PWC, 2017). Accordingly, although corporate managers and board are primarily responsible for
the prevention and detection of misstatements in financial reports, the International Standards of
Auditing 240 requires auditors to obtain sufficient and appropriate evidence and provide
reasonable assurance to investors and other stakeholders that the entire financial reports are devoid

of material misstatement, whether instigated by error or fraud.

Notwithstanding the role of auditing in ensuring FRQ, there are inherent limitations in auditing
emanating from the possibility that some material misstatements in the financial reports may elude
auditors or observed misstatement in the financial reports may not be reported. The level of audit
risk and the effectiveness of auditors in restraining or reporting detected misstatements in the
financial statement have a link with the quality of the audit firm employed by an entity (Rajgopal
et al., 2019). The International Auditing and Assurance Standards Board (IAASB) acknowledges
the complexities in defining the term audit quality and there is generally a lack of universally
accepted definition and analysis of the subject matter. The IAASB indicates that the extent of
involvement in an auditing process by investors and audit committee and the criteria stakeholders
used to evaluate audit quality leads to a diverse understanding of audit quality. DeAngelo (1981)
elucidated that audit quality is the combined likelihood of detecting and reporting accounting
irregularities or material misstatements contained in a firm’s financial statements. Accordingly,
the auditor's capacity to detect material misstatement or errors (technical capability) and the ability
to report the material misstatements detected (auditor independence) determine AudQ.
Researchers such as Alzoubi (2017) Alhadab and Clacher (2017) following DeAngelo’s
postulation have therefore argued that since the technical capability is usually presumed to be
invariant across auditors, auditor independence is the main determinant of audit quality.
Consequently, AudQ is presumed to not dissociate from audit firm size (Rajgopal et al., 2019).
This is because when auditors “earn client-specific quasi-rents”, auditors with a substantial client
base have more to lose by failing to report observed material misstatements and breach in particular
client records. This collateral characteristic reinforces the quality of audit provided by Big4 audit

firms relative to the non-Big4 audit firm. Since the primary objective of auditing is to assure



investors and other stakeholders of financial report quality, AudQ can be said to mean the
probability that financial report on which unqualified audit report has been issued contain no

material misstatements.

Following from the argument from DeAngelo on audit quality, most researchers (such as Becker
et al., 1998; Alzoubi, 2016; Alzoubi, 2017; Alhadab & Clacher, 2017; Wang et al., 2017) have
employed audit firm size as a measure of audit quality. The presentiment is that Big4 audit firms
have access to better resources related to technology, training and facilities to perform better
quality audit and restraint financial report manipulation. Big4 audit firms are also presumed to be
more independent relative to non-Big4 audit firms because Big4 audit firms are deemed to have a
high susceptibility to reputational risk if they are found to be negligent; have minimal reliance on
an individual client's revenues and a hence lower likelihood of being influenced by an individual
client; and their larger revenue base makes them more susceptible to high risk of litigation (DeFond
& Zhang, 2014; Rajgopal et al., 2019). The use of Big4 audit firm should better restrain corporate
management from capitalising on their discretionary powers to manipulate financial than the use
of non-Big4 audit firm. Consequently, it is presumed that Big4 audit firm dispenses superior

quality audit and ensure FRQ by client-firms than non-Big4 audit firm.

The arguments that Big4 auditors provide higher quality audit and ensure FRQ have however been
challenged by studies such as Habbash and Alghamdi (2017) Yasser and Soliman (2018) Khanh
and Nguyen (2018) Ismayil (2020). These counterarguments have been more evident by the
association of Big4 audit firm with recent reported financial statement fraud cases. Therefore the
role of the Big4 audit firm in ensuring higher audit quality has been considered one of the most
contentious research questions in accounting literature. Big4 auditor implications on FRQ have
been contended to be conditioned on the nature of laws, regulation and enforcement regime in a
particular jurisdiction and thus different legal and enforcement regime may produce different
outcomes (Jordan et al., 2010; Farda et al., 2020; Almarayeh et al., 2020). Consequently, in the
absence strong and strict legal regime and enforcement system in a jurisdiction, an opportunity for
financial statement fraud increase and auditors might acquiesce to fraudulent manipulation of
financial statement by managers and neglect to report detected material misstatements in the
financial statement (Francis & Wang, 2008). However, since financial reporting failure exposes

managers and audit firm to litigation for fraud and negligence, it can be surmised that as a country's



legal regime and enforcement system are strengthened and there is an enhanced possibility that
misreporting of accounting information is detected and penalised, FRQ will be enhanced.
However, based on the reputational hypothesis postulated by DeAngelo (1981) and the deep
pocket hypothesis postulated by Dye (1993) and supported by Lennox (1999), the enhanced FRQ
will characterize companies that engage the services of Big4 audit firms who are more susceptible

to litigation because of their greater wealth and reputation.

The argument that the engagement of MgtQ and quality auditor may not necessarily translate into
FRQ give credence to the relevance of the legal and regulatory environment of a country in
coercively influencing the financial reporting behaviour of firms (Newman et al., 2005; Rika et
al., 2020). Corporate financial securities bestow onto owners defined rights and powers specified
in law (Hart, 1995) which are ordinarily safeguarded through laws, regulations (including
companies law, securities laws, bankruptcy laws, corporate takeover or insolvency laws,
competition laws, stock exchange regulations and accounting standards), and enforcement system
in a jurisdiction. Corporate disclosure requirement, accounting rules and other corporate
governance regulations ensure that investors are provided with the required information to exercise
their rights. The laws and enforcement regime of a country are as crucial as the content of the laws
and the market regulators, the judicial system, and market participants themselves are the main
mechanism for enforcing these laws and regulations. Investors, irrespective of their size, require
protection and safeguard of their rights. As suggested by La Porta et al. (2000), without an
appropriate and effective I[P mechanism, there is a high propensity of corporation defaults in
repaying their creditors or to distributing profit to shareholders which has the consequences of

break down in external financing.

According to Rika et al. (2020) the quality of laws in a country, the willingness and ability of the
judicial system to enforce those laws and the possibility that violation of investors' right is detected,
revealed and punished are factors that collectively characterize the degree of IP in that country.
Strong IP regime assuages information and transaction cost and the legal institution that protect
the interest of investors are an integral part of financial development (Rika et al., 2020; Kamarudin
et al., 2020). Legal and institutional reforms that strengthen IP regime is expected to invigorate
shareholders and creditors to seek legal redress on insiders that engages in financial statement

fraud and external auditor that acquiesce to fraudulent behaviour of insiders to expropriate



investors or fail to report fraudulent financial statement. IP regime is thus considered a very
important factor in influencing firm-level corporate governance mechanism (Doidge et al., 2007,
Rika et al., 2020; Kamarudin et al., 2020) to ensure FRQ. However, this is only to the extent that
material misstatements and errors in the financial reports are detected and reported. The
collaboration of strong IP and AudQ should therefore influence firm to engage high MgtQ, make
management more accountable to investors and the boards of directors, and eventually compel
firms to produce high-quality financial reports. However, the existing empirical studies which
focus on the relationship between AudQ and FRQ failed to account for the influence of a country's
IP regime. Besides, those that examined the relationship between audit quality and FRQ focused
on the developed economies. The extant limited international studies cannot be assumed to be
representing SSA. SSA is a significant contributor of globally reported cases of financial reporting
fraud (ACFE, 2020) and yet are at lower stages in the development of the IP regime. The
importance of FRQ, effective rules and regulations and audit effectiveness to the development of
African warrants an empirical investigation into the implications of IP and audit quality on FRQ

in an SSA setting.

1.2 Statement of the Research Problem

The increasing cases of accounting information misreporting and its consequential effect on the
overall economic fabric have heightened the attention of researcher to empirically determine the
factors that influence firms to produce high-quality financial reports that can mitigate investors'
losses and improve investment decision. The Agency Theory suggests three main actors in firms
financial reporting process (namely Management, Auditors and Regulations or institutions) which
have been a subject of empirical review in the quest to find answers to the question of the factors

that drive FRQ of firms.

Fraudulent financial reporting is typically committed by managers who not only can alter firms'
financial statements but also have an incentive to do so without been detected (ACFE, 2019;
Svabova et al., 2020; Mohammadi et al., 2020; Becker et al., 1998). The Upper Echelon Theory
by Hambrick (2007) posits that the exposure, experiences, values, and personality of managers
significantly shape how they interpret the situations they encounter and, in turn, affect their choices
of policies and practices. The discretion and choices by corporate managers have a possible link

with their personal experience or assessment of available information. Since financial reporting
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largely borders on accounting choices and discretionary, the professionalism of management could
influence the quality of financial report they produce. Conceptually, higher-quality management
personnel should have a better appreciation of their firms business as well as the economic,
political and regulatory implications of their decision and should be more guided by professional
ethics in producing accounting information to investors (Rashid, 2020; Baik et al., 2020;
Demerjian et al., 2013). Consequently, it is hypothesised that FRQ is more likely to be high in
countries where firms rely on professionals in senior management positions than in countries that
firms rely on relatives or friends without regard to merit. It is further hypothesised that in countries
where management is greatly accountable to investors and the boards of directors, the quality of

financial reporting produced by firms is highly probable to be enhanced.

In testing the MgtQ hypothesis, research has paid some attention to how firms can harness the
qualitative characteristics of management to ensure financial reporting quality (FRQ). However,
extant studies have been country-specific and no study has yet considered a cross country view of
the implication of ProMgt on FRQ. Further, empirical research has not considered the FRQ
implication of management quality from the perspective of countries in the African continent.
Considering the trend of financial reporting fraud in Sub-Saharan Africa (SSA) as reported by the
Association of Certified Fraud Examiners [ACFE] (2016; 2020), filling such an empirical gap
would assist policymakers in fashioning out strategies to improve FRQ to foster economic growth
in SSA. In addition to the contextual gap in the literature, studies that examine the nexus between
management qualitative characteristics and FRQ in other jurisdictions have produced conflicting
directions. One strand of the literature contends that firms with high-quality management produce
better quality accounting information (Baik et al., 2018; Wang et al., 2017; Garcia-Meca & Garcia-
Sanchez, 2017; Rashid, 2020). Conversely, another school of thought contend that firms with high-
quality management tend to manipulate accounting information through non-transparent financial
disclosures with others suggesting that the quality of management may be irrelevant in the
financial reporting behaviour of firms (Priscilla & Siregar, 2020; Li et al., 2016; Francis et al.,
2008). These conflicting results confirm that accounting literature has been inconclusive on the

effect of management quality on FRQ and thus providing opportunities for further research.

Furthermore, the legal, regulatory and enforcement regime of jurisdiction are critical in shaping a

firm's level governance mechanism (Doidge et al., 2007). This assertion is consistent with the
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postulations of institutional theorists (DiMaggio & Powell, 1983) that organisations are influenced
by the society in which they operate and that individuals’ behaviour cannot be dissociated from
the institutional and social settings as well as the legal regime in which individual actions take
place. Based on the Institutional Theory, the IP regime of a country is, therefore, expected to
influence the level of MgtQ employed by firms in that jurisdiction as it will set parameters for who
occupies the senior management position in a regulated firm. However, empirical research has not
sufficiently examined how IP relates to MgtQ. Even though Doidge et al. (2007), Aggarwal et al.
(2008) and Withaar (2016) have attempted to fill this gap, they only looked at board structural and
compositional characteristics. Sala-I-Martin et al. (2015) identify board efficacy (BodEff) which
is management accountability to the board and investors and reliance on ProMgt as key to internal
governance mechanism. However, how an IP regime is linked to reliance on ProMgt and BodEff
is yet to be examined by research. Therefore, examining the relationship between IP and MgtQ

will contribute to bridging the identified gap in accounting literature.

Another player in the FRQ conundrum prescribed by the agency theory is external auditors and
research studies that have examined the determinants of FRQ have linked it to the quality of
auditors employed by the firm using Big4 and non-Big4 audit firms as a proxy. These discussions
have generally been inconclusive. However, most literature suggests that FRQ is enhanced when
a reporting entity utilises the services of a Big4 Audit firm than non-Big4 audit firms. In
illuminating the big size audit firm hypothesis, recent studies (such as Persakis & latridis, 2016;
Alzoubi, 2016; Lopes, 2018; Alzoubi, 2018; Ozcan, 2019) found a significant positive link
between audit firm size (proxied by Big4 audit firm) and FRQ. These studies reinforced the view
that FRQ is significantly high among firms that engage the services of a Big4 audit firm, as

compared to firms utilizing the service of a non-Big4 audit firm.

Though many studies concur to the positive effect of AudQ on FRQ, other evidence particularly
those outside the U.S. and Europe (such as Habbash & Alghamdi, 2017; Ajekwe & Ibiamke, 2017;
Yasser & Soliman, 2018; Khanh & Nguyen, 2018; Ismayil, 2020) indicates that there is no
significant audit service quality disparity between a Big4 audit firm and a non-Big4 audit firm and
that Big4 audit firm does not restrain financial statement fraud than non-Big4 audit firm. These
studies did not find a significant relationship between audit firm size and FRQ. Jordan et al. (2010)

confirm that while studies in the U.S. conclude that, compared to small audit firms, large
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international audit firms aggressively constrain clients’ attempts to manipulate financial statement
in general, research outside the U.S. finds no consistent FRQ differential based on auditor size.
This, therefore, indicates that the relationship between AudQ and FRQ may be contextually
dependent and SSA countries may have a different result. Given that the implication of AudQ on
FRQ has been acknowledged to be contextually dependent, the situation in the African countries
may yield different results. Some isolated studies in SSA have also produced conflicting results.
As an example, whereas studies such as Kurawa and Aca (2020), Ajekwe and Ibiamke (2017) and
Okolie et al. (2014) documented that AudQ significantly and positively impacts FRQ, Alao and
Gbolagade (2019), Junaidu and Oladele (2018) and Tyokoso and Tsegba (2015) reveal that both
audit firm size and auditor industry specialisation have an insignificant negative impact on FRQ.

These studies are also narrow in scope and do not give a general picture of the SSA.

Amid the increasing opportunistic behaviour of management and the increasing tendency of
auditors to acquiescing to the fraudulent financial reporting behaviours of management, it has been
suggested that it is the collaboration of strong IP and AudQ that can propel MgtQ to drive FRQ.
Consequently, recent research such as Francis and Wang (2008), Choi et al. (2008), Persakis and
Iatridis (2016), Choi et al. (2018) Cimini et al. (2020), and Almarayeh et al. (2020) have focused
on the interactive effect of IP regime and AudQ on FRQ with the hypothesis that, the interaction
of a strong and stricter IP regime and AudQ will propel MgtQ to enhance FRQ. Nonetheless,
findings from recent research are generally conflicting on the interactive effect of AudQ and IP

regime on FRQ.

While some research studies such as Tang et al. (2016), Fang et al. (2016) Kamarudin et al. (2020),
Cimini et al. (2020) and Irwandi and Pamungkas (2020) have provided evidence that, strong and
strict IP ensures FRQ, other studies such as Persakis and latridis (2016) Ewert and Wagenhofer
(2019) argue contrary to the effect that stronger IP regime by itself does not significantly affect
FRQ without considering the quality of the auditors. As an example, studies by Francis and Wang
(2008) indicate that Big4 does not lead to FRQ in a feeble IP regime. However as the IP regime
become stronger and stricter, Big4 auditors will ensure higher FRQ than non-Big4 auditors.
According to them, stricter IP per se may not result in increased FRQ. Nonetheless, studies by
Tang et al. (2016), Kamarudin et al. (2020), Cimini et al. (2020) and Irwandi and Pamungkas
(2020) show that, the scale of FRQ is not homogenous and that a stricter legal, regulatory and
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enforcement regime can minimize the magnitude of financial reporting manipulation
notwithstanding the type or size of auditors engaged by firms. This dichotomy in recent research
findings indicates that the relation between IP — AudQ and FRQ remains an empirical question

that requires further studies.

Moreover, the existing empirical research on the interactive effect of IP and AudQ on FRQ has
focused on the developed economies. The extant limited international studies cannot be assumed
to be representing SSA. This is because apart from the fact that very few SSA countries were
sampled for inclusion in the studies, their effects were subsumed in global data. SSA is regarded
as a significant contributor of globally reported cases of financial reporting fraud according to
ACFE and yet are at lower stages in the development of IP rules, legal and enforcement systems
and the adoption of IFRS, even though they can be said to have strong cultural values. As FRQ,
effective rules and regulations and audit effectiveness are considered critical for African
development, it may be appropriate to get the true picture of how these key factors interrelate from
a purely SSA perspective. Therefore, a thoroughly established knowledge of the implications of
IP and AudQ on FRQ in the SSA is imperative.

This study, therefore, extends the existing studies on governance in Africa by looking at the
implications of the laws, regulations, legalities and enforcement systems on FRQ and whether
AudQ and MgtQ matter in this relationship based on data from the SSA to fill the identified
contextual gap in the existing international study. It employs dynamic panel analysis to fill the

methodological gap in the literature.

1.3 General and specific objectives of the Study

1.3.1 The General objective of the study

The purpose of the study was to determine the implication of IP and AudQ on FRQ in SSA and to
establish the relevance of MgtQ in FRQ as well as determining how an improved IP regime will
enhance corporate management. The realisation of this aim will improve financial reporting in
SSA to foster foreign direct investment, reduce the cost of capital and help improve economic

growth.
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1.3.2 Specific objectives of the study

The specific objectives pursued to achieve the general objective study were:

1.3.2.1 To examine the relationship between MgtQ and FRQ in SSA;

1.3.2.2 To investigate the relationship between IP and MgtQ in SSA;

1.3.2.3 To examine the relationship between AudQ and FRQ in SSA;

1.3.2.4 To investigate the link between IP regime and FRQ in SSA; and

1.3.2.5 To examine how the interaction between IP and AudQ affect FRQ in SSA.

1.4  Research questions of the Study
The following research questions were answered in pursuit of the above objectives of the study:

achieve the above objectives, the following questions were answered:

1.4.1 What is the relationship between MgtQ and FRQ in SSA?

1.4.2 To what extent does an IP regime influence countries’ MgtQ in SSA?
1.4.3 What is the relationship between AudQ and FRQ in SSA?

1.4.4 To what extent does an IP regime drive FRQ in SSA?

1.4.5 How does the interaction between [P and AudQ affect FRQ in SSA?

1.5 Significance and contributions of the study

This study was undertaken to fill gaps in the available accounting research by examining how IP
and AudQ relate to FRQ in SSA. This study also established the relevance of MgtQ in the financial
reporting behaviour of firms as well as examined the influence of IP on the MgtQ of firms in the

sub-region. This study, therefore, contributes to the literature in many respect.

First, the study broadens the understanding of the link between firms’ financial reporting behaviour
and the [P environment of a country in the SSA context. It is the first study to test the application
of the Institutional Theory in the SSA context. In this context, the study provides the first
encompassing analysis of FRQ and the institutional factors that influence financial reporting

behaviour. This facilitates the forming of conclusions that deepens the understanding of FRQ in

SSA.
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Second, this study broadens the understanding of the effect of management quality on the quality
of financial reports produced by firms on a cross country basis and in the SSA context. This is the
first study to test the Upper Echelon on a cross country basis and in SSA. By this, the study
facilitates the forming of conclusion that elucidate the relationship between reliance on ProMgt

and BodEff on the FRQ.

Third, By providing evidence that in the absence of a strong IP regime, the engagement of Big4
auditors by firms in SSA do not significantly affect the Financial reporting quality despite the high
audit fees, Stock Market monitors and regulatory institutions in SSA may consider improving their

regulatory and enforcement systems to foster the growth of local audit firms.

Fourth, the study established the effect of a country’s IP regime on firms’ reliance on ProMgt and
BodEft for the first time in empirical literature to determine how a country’s legal, regulatory and
enforcement environment influence executive hiring policies of firms and the accountable nature
of management in SSA. The evidence of this study confirms the relationship between the
Institutional Theory and the Upper Echelon Theory. The results of the study provide a guide to
policymakers in SSA to consider facilitating the engagement of professional management and

ensuring board efficacy to improve FRQ.

Practically, the study offers directions to economic managers of SSA on how to improve auditing
and stimulate financial reporting integrity in the SSA sub-region to improved financial market
performance and drive FDI for economic growth. The study shows that firms can increase their
FRQ if they engage the services of ProMgt and an efficient board of directors. Therefore, the
governments and regulatory bodies in SSA must introduce corporate governance systems that will
require a certain level of experience and qualification from management and boards of directors.
The results further showed that the financial reporting regime of firms in SSA can improve if these
countries have a strong IP regime. Therefore, there is a need for the various governments in SSA
to promulgate laws and regulations to protect the interest of investors, which will result in a quality
financial reporting regime. It was further demonstrated that AudQ exhibited a significant positive
impact only in a country with a strong and strict IP regime. This study, therefore, provides evidence
to institutions such as the Securities and Exchange Commission (SEC), corporate regulatory

institution, the Judicial Services and other governmental institutions of SSA countries in charges
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of regulations on how to foster firms’ reliance on ProMgt, and BodEff and enhance FRQ using a
strict regulation and enforcement system. It also serves as a guide to a corporate organisation on
how to improve their accounting information quality to boost investor confidence and reduce the

cost of capital.

1.6 Scope of and limitation to the study

The study was conducted in the context of SSA, using various samples from 2007 to 2017.
Therefore, findings from this study generally apply to SSA, but cannot be taken to depict the
specific conditions of the countries in SSA. Specific country-level studies could be undertaken not
only to know how the findings fit in the general models but also to prescribe specific policies for
these economies. Moreover, the financial statements used for this study were based on the SSA
stock market on African-market.com. Therefore, only 14 stock exchanges were used in this study,
thereby making the applicability of the study to other SSA countries without a stock market on the
Africa-market.com a challenge. Despite these challenges, the researcher believes the methods and
estimation techniques that were used, were appropriate for the available data. Moreover, the

findings were robust enough for a general application to the SSA region.

1.7 Organisation of chapters

This thesis is organised into five chapters. The current chapter presented the background and have
laid the foundation for the study. In addition, it presented the research problem that identified the
gap in the existing literature that instigated the need for this research investigation and provided
the general and specific objectives of the study. Furthermore, this chapter discussed the research

questions, the contributions of the study, and the scope of and limitations to the study.

Following this introductory chapter, the second chapter sets the scene for the thesis by discussing
the relevant theoretical, conceptual and empirical literature for all the objectives of the study. In
this chapter, the key variables for the study are described and how they are measured. The theories
adopted for the study are discussed, following which the drivers of FRQ literature within the
framework of these theories are reviewed. Specifically, agency and upper echelons and

institutional theories are reviewed first. Prior research that investigated the relationship between
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IP, MgtQ, AudQ and FRQ is then reviewed. The empirical literature is reviewed under each

research objective set out in this thesis.

Chapter 3 provides details of the research methodology employed in this study. The methods and
approaches chosen, sample selection, data sources, variable measurement and data analysis
techniques employed for each research objective are discussed. The estimation techniques

employed for each research objective are also presented.

Chapter 4 presents the results of the data analysis, findings and discussions relating to the various
objectives. This chapter is divided into sections to address each objective. Section 1 of this chapter
presents the results of the data analysis, findings and discussions relating to the relationship
between MgtQ and FRQ in SSA. In the second section, the results of the data analysis and findings
relating to the association between IP and MgtQ are discussed. Section 3 of the chapter discusses
the results of the data analysis and the findings on the relationship between AudQ and FRQ in
SSA. The data analysis, findings and discussions relating to the relationship between IP and FRQ
in SSA are presented in the fourth section of this chapter. In the same section, the data analysis,

findings and discussions relating to the interactive effect of IP and AudQ on FRQ are presented.

Chapter 5 summarises the thesis by providing the major conclusions drawn; offering several
recommendations; outlining implications of the results to the literature and practice; highlighting
potential limitations to the study; and suggesting future research directions. Finally, overall

concluding remarks are presented.

1.8  Chapter summary

FRQ is considered an essential part of the overall economic fabric as it drives investor confidence
and the overall cost of capital in a country. However, questions have arisen about the quality of
financial reports in recent times due to the wave of accounting scandals and restatements. The
ACFE reports to Nations show increasing financial statement fraud with SSA contributing
significantly to the global cases of financial statement fraud, which has a dire effect on
shareholders' wealth and the growth of SSA economies. Considering the importance of FRQ to
economic growth, many developing countries such as those in SSA have focused on strengthening

an IP regime, and adopting enhanced accounting and auditing regulations to improve financial
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reporting and accounting quality. Nonetheless, relatively little research has been conducted
concerning FRQ in SSA, regarding whether the many corporate governances and regulatory
reforms being carried out will restrain financial reporting fraud. To fill a part of this gap in the
accounting literature, this study determined how the interplay of IP and AudQ relate to FRQ in
SSA and establish the relevance of MgtQ in FRQ. This study also determined how an improved
IP regime will enhance reliance on ProMgt and BodEff (MgtQ) in SSA management. This chapter
laid the foundation for the study and exposed the gaps in the literature and the paucity of study in
SSA. It provided the aim and objectives of the study, discussed the underlying research questions,

the contributions of the study, and the scope of and limitations to the study.

The following chapter sets the scene for the thesis by providing a review of theoretical, conceptual
and empirical literature for all the objectives of the study. It describes the key variables for the
study and how they are measured and then reviews the drivers of FRQ literature within the
framework of the theories adopted for the study. Specifically, agency and upper echelons and

institutional theories are discussed to give the study a theoretical underpinning.
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CHAPTER TWO

LITERATURE REVIEW

2. Introduction

In the previous chapter, the background of the study was discussed to place the study into context.
This included a discussion of the statement of the problem which explained the need for the
research study, and the contributions of this study to the advancement of knowledge in the field of
accounting, as well as corporate reporting and research. This chapter presents the theoretical and
empirical literature review on the relationship among IP, AudQ, MgtQ and FRQ. The chapter
highlights the underlying theoretical perceptive of the study and the measurement of the key
variables. The chapter further evaluates empirical literature on the relation between MgtQ and
FRQ; IP and MgtQ; AudQ and FRQ; IP and FRQ and the interactive effect of IP and AudQ on
FRQ. Other determinants of MgtQ and FRQ are explored in this chapter coupled with a discussion

of various gaps identified in the existing empirical literature.

2.1 Theoretical literature

The fundamental theories underpinning the behaviour of corporate insiders towards investors is
the agency theory which has been expanded into other corporate government theories (Abdullah
& Valentine, 2009). Based on Berle and Means (1932)’s debate concerning the large public
corporation, the Neoclassical Economic Theory of Principal-Agency (JM, 1976) has been
associated with the financial model of governance. The behavioural tendencies of corporate
insiders towards outside investors are expatiated lucidly by the Principal-Agency Theory which
also provides some mechanism for controlling the behaviour of corporate insiders. Therefore, the
Agency Theory is deemed appropriate to explain the tendency for insiders to expropriate outside
investors and conceal such practice through misleading financial reporting and also to explain the

role of the auditor in minimising such corporate behaviour.

The central assumption underlying the Agency Theory that organisational phenomena are driven
by maximisation of personal interest has however been criticized by institutional theorist (Hula,
1984 as cited in Mihret et al., 2010). Institutional theorists suggest that individuals' behaviour

cannot be dissociated from the social and institutional setting as well as the legal regime in which
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individual actions occur. Therefore, the Neoclassical Economic Theory alone may not sufficient
in explaining the behaviour of firms without recognising the role of IP. The institutional theory
(Barley & Tolbert, 1997) identifies the importance of culture, institutions, and laws in determining

corporate insider behaviour and the relationship between insiders and investors.

Another theory that explains the behaviour of a firm is Hambrick and Mason (1984)’s Upper
Echelons Theory. The Upper Echelons Theory has been established by researchers (such as Neely
Jr et al., 2020) as one of the most influential strategic management perspectives in the literature.
The Upper Echelons Theory has served as an impetus for assessing the implications of executives’
characteristics and experiences on their perceptions, choices, and actions and how they ultimately

impact a variety of corporate outcomes.

From the foregoing, the theoretical perspective identified to be appropriate for explaining the
relationship between MgtQ and FRQ is the Upper Echelons Theory; the association between the
quality of auditors engage by firms and their FRQ is explained by the Agency Theory, while the
Institutional Theory is employed to explain how IP regime of a country is linked to the quality of
management engage by firms and FRQ produce by firms in the country. Both the Agency and
institutional theory explain the moderating role of a country’s IP regime in the interaction between

AudQ and FRQ. In the following, these theories are discussed briefly.

2.2.1 The Principal-Agency Theory

The Principal-Agency Theory explains the tendency for insiders to expropriate outside investors
and conceal such practice through misleading financial reporting. Berle and Mean (1932) suggest
that the primary agency related problem in modern corporation emanates from the divergence of
firm ownership and control, whereby those who own the company (shareholders) engage managers
(agents) to administer the affairs of the company on theory behalf and reports on the firm’s
performance to the principals through an annual financial statement. The agency problem arises
due to the conflicting interests that result in managers and shareholders. Management pursuit of
their interest results in making decisions that are incongruous to maximising shareholders wealth.
Nonetheless, shareholders face difficulties in monitoring managerial decisions due to the

asymmetry of information between the controllers and the owners.
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The potential principal-agent problem is not exclusive to shareholders and managers. JM suggest
that companies are regarded as a whole plethora of agency relationships between the different
interest groups involved due to the nexus of contracts that exist between the firm and the entire
group of resources contributors including shareholders and creditors. Although the agency theory
was originally focused on managers, it has been extended to dominant shareholders who can take
advantage of their position to appropriate a significant part of corporate rent. The principal-agency
problem is today more concerned with conflicting interest existing between managers and
controlling shareholders (corporate insiders) on one hand and minority shareholders and creditors
(outside investors) on the other rather than the narrow conflicts between managers and
shareholders (Charreaux, 2004; Maama & Mkhize, 2020). These investors are susceptible to

expropriation tendencies by insiders and thus assume significant corporate residual risk.

As Modigliani and Miller (1958) explain, firms are considered as collections of assets that create
cash flows and corporate financial securities, such as equity and debt instruments, represent a claim
to the cash flows generated by these investment project. However, the return of the cash flow from
investment to holders of the stock and debt securities is not guaranteed as corporate insiders may
misappropriate the organisation's economic resources. Given JM’s exposition, the presence of
asymmetrical information between corporate insiders outside investors, coupled with their
conflicting interest is a motivation for fraudulent financial reporting to conceal the accurate and
fair view of a company. Therefore, to conceal the true state of a company, corporate managers will
renege on their responsibility of ensuring that the financial reporting system and overall control
environment of a company, produce high-quality accounting information and FRQ to the outside

nvestors.

Inferring from the foregoing, the following may ensue from the tendency of corporate insiders

opportunistic behaviour and the existence of asymmetrical information:

e Corporate management has the propensity to select accounting estimates and policies that
project a high-profit level in a current period when the executive compensation is based on
earnings.

e Corporate management has the propensity to select accounting estimates and policies that

project a high-profit level in a current period when the debt-to-equity ratio is high. This is
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usually to enable management to reduce the probability of loan agreement default or
mitigate the cost arising from bankruptcy.
e Management is incentivised to take advantage of allowable discretion in accounting to

choose policies and estimates that fictitiously boost firms earnings.

Investors, therefore, may have compelling reasons to mistrust their agents and such mistrust is
resolved by instituting assurance mechanism and adopting strategic policies to ensure symmetrical
information and goal congruence between the principals and the agents to control opportunistic
behaviours of corporate insiders. JM (1976) contend that ineffective internal governance
mechanism and weak internal control will provide the opportunity for insiders to abuse the
discretion in order manage reported earnings to disguise the true firm’s performance and state of
affairs to conceal their private control benefit from investors. Therefore, effective internal
corporate governance plays a key role in mitigating financial statement manipulation (Panda &
Leepsa, 2017; Kolbjernsrud, 2017; Rinaldo & Puspita, 2020). Rinaldo and Puspita (2020) further
proposed the establishment of foreign institutional ownership as an independent party to minimise
the possibility of the agency problem. Silva and Feiteiro (2019) suggest the use of a stock option
to ensure goal congruence between managers and investors. The IP regime of a country, therefore,
serves as the main mechanism to ensure goal congruence and effective performance of external

auditors.

Tsaruk (2019) underscores that the feature of understanding accounting is a basic element of the
corporate governance system designed to minimise the consequences of an agency related
problem. Therefore, the role of quality accounting information at the post-contracting stages of
corporate structures activities is key in solving agency problem. To ensure the quality of firms'
accounting information, JM (1976) suggest the use of independent auditors to provide objective
and independent assurance on the integrity and reliability of accounting information produce by
insiders to make the financial report reliable. This is because the independent auditors act as a
mechanism of trust as it assures the integrity of companies' financial disclosures (Fochmann et al.,
2020). External auditors, according to Choudhary et al. (2019), independently validate the
information provided by an agent to ensure confidence in accounting information and for that
matter reduce information asymmetry. Auditors provide an independent and objective opinion as

to whether the financial information as presented by firms is devoid of material misstatements and
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is drawn up following relevant laws and reporting standards through impartial independent

scrutiny of the financial information.

Furthermore, La Porta et al. (2000) postulate that expropriation is associated with the agency
problem elucidated by JM (1976) and that legal and regulatory perspective to corporate governance
prescribes the main mechanism to protect outside investors through the legal and enforcement
system. La Porta et al. (2000) posit that investors harness their power to obtain returns. Such
powers include the power to cause a change in the membership of the board, to force payment of
dividend, to reduce projects and other schemes that benefit corporate insiders to the detriment of
investors, to sue directors for compensation, or to cause the liquidation of the firm and receive the

proceeds.

The legal and enforcement system is acknowledged in both the contractual framework by JM and
the residual control right framework of Grossman and Hart (1988) to specify the right of investors
and offer protection to these rights. La Porta et al. (2000) substantiate that contract laws dealing
with the privately negotiated arrangement, company, bankruptcy and securities laws specifically
prescribing some of the rights of corporate insiders and outside investors exemplify the protection
investors obtain from the legal system of a country. Accordingly, the nature of the laws and the
quality of their enforcement by the regulators and the judicial system are essential elements of
corporate governance. Investors are thus motivated to provide the needed finance when their rights
(such as voting, reorganization and liquidation rights) are extensive and well-enforced by
regulators and the judicial system. Conversely, corporate governance and external finance are

challenging in a jurisdiction with a weak legal system to protect outside investors.

From the foregoing, the research identifies the stock markets monitor and legal, regulatory and
enforcement systems of a country as a key mechanism in reducing opportunistic tendencies of
corporate insider and ensuring accounting information quality (Husseinnali et al., 2016). As
explained by Rakestraw (2020), an IP regime of a country is considered very important in
influencing firm-level corporate governance mechanisms to ensure FRQ. These mechanisms,
according to Rakestraw, (2020) can reduce agency costs resulting from conflicts between

managers and shareholders.

From the Agency Theory, corporate insiders tend to expropriate investors and conceal such

practice through misleading financial reporting. To mitigate such expropriation tendencies
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requires MgtQ, quality audit and strong regulation to reduce information asymmetry by checking
the credibility of information that emanates from managers to corporate investors. The Agency
Theory is considered as the Fundamental Theory to explain corporate governance and the
behaviour of managers, as well as the role of auditors and other monitoring mechanisms. Based
on the arguments of La Porta et al. (2000), Husseinnali et al. (2016) and Rakestraw, (2020), it can
be surmised that although the Agency Theory explain the tendencies of investors expropriation
and financial reporting fraud and requires the use of auditors to mitigate such risk, legal and
regulatory regime serves as the external mechanism to check the performance of both managers
and auditors in producing quality financial reports. Nonetheless, the core assumption
underpinning the Principal-Agency Theory that organisational phenomena are motivated by
corporate insiders’ pursuit of self-interest against value maximisation required by investors has
been criticised by institutional theorists. Institutional theorists posit that behavioural tendencies
cannot be abstracted from the social and institutional setting, as well as the legal regime in which
individual actions take place. As a result, the Neoclassical Economic Theory of Principal-Agency

does not sufficiently explain the behaviour of firms.

2.2.2 Institutional Theory

The Neoclassical Institutional Theory articulated by Meyer and Rowan (1977) and DiMaggio and
Powell (1983) postulate that organisations are predisposed to the influence of the society in which
they operate. The Institutional Theory is a theory on the deeper effect and resilient nature of social
structure in controlling the behaviour of firms. The Institutional Theory espouses the processes by
which structures, including societal schemes, rules, norms, and routines get established as
authoritative guidelines for social behaviour (Scott, 2010). Institutions are a collection of cultural-
cognitive, normative, and regulative elements that, together with related activities and resources,
provide stability and meaning to social life (Alvesson & Spicer, 2019). Institutions operate at
various levels of jurisdiction, from the world system to localised interpersonal relationships and
professional practices. DiMaggio and Powell (1983) buttress that these environmental factors are
established as authoritative guidelines for social behaviour and usually are manifested in the form
of rules imposed by the government and other external bodies; the values system and norms that
are incorporated as part of the socialisation processes; the cultural controls that support the belief

system of a profession.
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The Institutional Theory is principled on the idea that the inclinations for organisations to conform
to prevailing societal norms, traditions and social pressures in their internal and external
environments can lead to homogeneity in organisations structure (Ahmad, 2015; van Wijk, et al.,
2019). DiMaggio and Powell (1983) suggest that conformity to the established authoritative
behavioural direction in both internal and external environment enables the organisation to obtain

legitimacy and therefore, survive.

The assertions DiMaggio and Powell, (1983) indicate that the Institutional Theory recognises the
importance of culture, institutions and laws as a major influence on corporate behaviour including
hiring policies, board effectiveness, management accountability and financial reporting. It also
influences the relationship between corporation and investors. Therefore, the institutional theory
provides the theoretical underpin on how IP influence managerial behaviour to produce quality
financial reports. The Theory suggests that the occurrence or non-occurrence of any economic or
governance phenomenon — including financial reporting manipulation, audit failure, management
quality — should be looked at as a phenomenon occurring within the context of the surrounding
environment, including social, cultural, political, regulatory, and other related environments.
Institutions are regarded as the upshot of processes of "structuration" that create structures.
Structures are rules and resources that enable the functioning of social systems (Peters, 2019).
DiMaggio and Powell (1983) explain the relationships between institutions and organisations

based on the concept of structures as follows:

“Enterprise only exist to the extent that they are institutionally defined. The process of
institutional definition, or "structuration", consists of four parts: an increase in the extent
of interaction among organisations in the field; the emergence of sharply defined inter-
organisational structures of domination and patterns of the coalition; an increase in the
information load with which organisations must contend, and the development of mutual
awareness among participant in the set of organisations that are involved in a common

enterprise” (1983:148).

The Institutional Theory considers the organisational external environment as a pre-eminent factor
in determining a firm's behaviours called the isomorphism process. Tolbert and Zucker (2019)
corroborate that when organisations accept the legitimised external environment, isomorphism is

attained, and the propensity to survive is usually enhanced. The Theory postulates and expatiates
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three general forms of isomorphism that guide and affect organisational practice: coercive,
mimetic and normative. Coercive isomorphism concerns the organisation’s compulsory adoption
of formal or informal structures or rules, including government mandate (DiMaggio & Powell,
1983). Coercion emphasises the role of laws, regulations and judicial system and originates from

political influence and the need for legitimacy. As Ahmad (2015) put it:

“coercive isomorphism occurs from forces put forth on organisations and decision-makers
to follow or adopt certain institutionalized rules and practice by other organisations upon
which they are dependent and by cultural expectations from the society within which the

organisation function” (2015:98).

Mimetic isomorphism is said to have occurred when one organisation emulates another
organisation, often due to uncertainty (Ahmad, 2015; Marini, 2020). Mimetic isomorphism
emphasis that organisations endeavour to model themselves on the practices of a comparable
organisation, which is perceived to be more legitimate (Marini, 2020; Tipuri¢ & Krajnovi¢, 2020).
Normative isomorphism on the other hand suggests convergence through socialisation “whereby
this isomorphic relates to influence from professional bodies and consultants operating in the field”
(Ahmad, 2015: 98). Depoers and Jérome (2019) and Jaja et al. (2019) suggest that normative
institutions acknowledge the influences from organisation and individual are exposed from
educational organisations, professional bodies, trade associations, industry groups, interest groups

and public opinion.

The institutional theory identifies the importance of culture, institutions, and laws in determining
corporate behaviour such as top management hiring policy, management accountability, board
effectiveness, financial reporting, and the relationship between firms and investors (Alvesson &
Spicer, 2019). From the Institutional Theory perspective, the IP regime of a country influences the
quality of management employed by firms and the accountable nature of firms’ management
through coercive, normative or mimetic isomorphism. This assertion has been confirmed in the
literature. Kobbi-Fakhfakh et al. (2020) studied the relationship between institutions, more
specifically property right protection, and the structure of corporate boards in China and found that
weak property right protection is linked positively with both the size and the number of outsiders
in a corporate board. In analysing firm-level governance, Aggarwal et al. (2008) and Garcia-

Sanchez and Noquera-Gamez (2018) find a positive relationship between investor protection
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regime of jurisdiction and firm-level corporate governance. According to them, the boards of
directors of firms in weak investor protection countries appear to be less independent compared to
firms in a stronger investor protection environment. Adeoye (2013) postulates that country’s
regulatory regime and enforcement system may be a prerequisite to improving the internal
governance mechanism of firms in SSA. Isaboke and Naziri (2018) provide evidence that, in a
jurisdiction with a strong and stricter investor protection regime, firms have boards with optimal
size and composition. Empirical research has not sufficiently examined how investor protection

relates to management quality.

Studies such as Bratten et al. (2019) and Raimo et al. (2019) used the Institutional Theory to
explain the financial reporting behaviour of firms. Bratten et al. (2019) used the Institutional
Theory to formulate the hypothesis for the relationship among audit firm tenure, bank complexity
and FRQ whereas Raimo et al. (2019) used the Institutional Theory to hypothesis the influence of
national culture influence integrated reporting quality. Many other studies such as Mion and Loza
Adaui (2019) and Hesarzadeh (2019) have used the Institutional Theory to explain the financial
reporting behaviour of firms and its implications. Ferrero (2014) used the Institutional Theory to
explain the role of the level of corruption, adoption of IFRS, accounting system and economic
cycle in the financial reporting behaviour of firms. It is therefore argued that, notwithstanding the
Agency Theory postulation that organisational phenomena are driven by individuals’ pursuit of
self-interest maximisation and the asymmetry of information lead to concealment of opportunistic
tendencies through fraudulent financial reporting, the institutional theorist maintains that
individuals' behaviour cannot be abstracted from the social and institutional setting as well as the
legal regime in which individual actions take place. Companies are economic units operating in a
context formed by institutions that affect their behaviour and impose expectation (Campbell,
2007). Auditing and financial reporting behaviour of firms will be guided by law, regulation,
institutional quality, culture and other investment protections variable through coercive
isomorphism and professional ethics and values through normative isomorphism as well the
financial reporting behaviour and practices other firms and government through mimetic

isomorphism.

This theory is considered appropriate for this study because it explains the role of institutions, law

and regulations on the behaviour of firm through Coercive and normative isomorphism. The
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Institutional Theory has several implications relating to the possible context-dependence of FRQ
of firms and audit quality. For example, in a jurisdiction with quality laws, institutions, and
enforcement system or strict IP regime, firms are more exposed to a high risk of litigation and cost,
and one might expect coercive pressures to contribute to its practice. Consequently, risk of
litigation and disciplinary sanction emanating from a strong IP regime are supposed to ensure

MgtQ, audit quality and consequential FRQ

2.2.3 Upper Echelon Theory

Hambrick and Mason (1984) and Hambrick (2007) Upper Echelon Theory provides the theoretical
foundation in establishing the relationship between management characteristics and organisational
outcome or behaviour. The Upper Echelon Theory is based on the notion that organisational
behaviour is a reflection of the characteristics of its management. Hambrick and Mason (1984:193)
surmise that “some organisational outcomes - both strategies and effectiveness - are viewed as
reflections of the values and cognitive bases of powerful actors in the organization”. These
powerful actors are the top executive or senior management (referred to as the Upper Echelons).
The Theory, therefore, suggests that organizational outcomes, strategic choices and performance
levels are partially determined by the characteristics and background of persons at the senior
management level (Hambrick & Mason, 1984). These characteristics and background include the
experiences, qualifications, values, association and personalities of the top senior management

executives.

The Upper Echelon Theory is underpinned by two interrelated views: (a) top management actions
and choices are constructs of their interpretation of the strategic circumstances they are exposed
to; and (b) these individual constructs are a function of management personality, qualification,

experience and values.

Researchers such as Kalkhouran et al. (2017), Gounopoulos and Pham (2018), Garcia-Meca and
Garcia-Séanchez (2018), Pavlatos and Kostakis (2018), Bassyouny et al. (2020) and Rashid (2020)
have employed the Upper Echelon Theory to investigate the implications of some management
attributes on corporate outcomes such as performance, accounting policy choices, FRQ among
others. For example, studies by Pavlatos and Kostakis (2018) and Garcia-Meca and Garcia-
Sanchez (2018) corroborate the Upper Echelon theory by postulating that senior management
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attributes (for example, personality, educational and professional background, and tenure) can
influence to some extent the choices of management, particularly accounting policies.
Consequently, professional managers in a senior management position are more expected to be
persuaded by their education, training, values and ethics that are inculcated by their professional
bodies, to make an appropriate decision and exercise prudent judgement concerning the financial

reporting process of an entity than non-professional managers.

Similarly, Bassyouny et al. (2020) investigate how top management characteristics influence the
narrative tone in the UK context using the Upper Echelon Theory. Confirming the Upper Echelon
Theory, the study finds that both observed and unobserved CEOs characteristics determine the
positive tone and this relationship is controlled by corporate governance features. Their finding
confirms that the characteristics of top management personnel determine the general atmosphere
in which a firm operates. In an entity where professionals are employed in a top management
position, a proper tone is set at the top and this affects positively financial reporting processes and
the overall internal control environment for proper and reliable financial reports and compliance
with laws, regulations and standards. As such FRQ will be enhanced in such an environment (Feng
etal., 2011). According to Gounopoulos and Pham (2018), the professionalism of top management
enables them to work together effectively in the development of sound accounting policies.
Besides, ProMgt is a guided professional code of conduct issued by the professional body, which

motivates them not intentional misstate financial outcome to mislead investors.

Kalkhouran et al. (2017) also confirm the Upper Echelon Theory in their investigation of the effect
of senior management attributes on the choice of internal control systems. In accounting literature,
Choi et al. (2015) suggest that top management through their operating decisions can manage
earnings. Garcia-Meca and Garcia-Sanchez (2018) also confirm that managerial ability is
instrumental in firms’ financial reporting process outcome and the quality of the accounting
information produce therefrom. These perspective are underscored by the Upper Echelon Theory
as they show that managers attributes determine some extent how management interpret external

environment to make corporate financial reporting choices.

Based on the foregoing arguments, this study adopts the Upper Echelon Theory to investigate the
relationship between MgtQ and FRQ. The use of this Theory is justified because several prior

studies have documented that the professionalism of management (Rashid 2020) and the
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accountability of the board to investor (independent directors) (Safkaur et al., 2019; Reid et al.,
2019) can affect FRQ.

2.2 Empirical Literature Review

2.2.1 Empirical Measure of FRQ

The purpose of financial reports and the qualities that accounting information must exhibit to be
useful to key stakeholders are provided by the IASB in the IFRS’ Conceptual Framework for
Financial Reporting (IFRS’CF). This framework provides that "the objective of general-purpose
financial reporting is to provide financial information about the reporting entity that is useful to
exist and potential investors and creditors investors, lenders and other creditors in making
decisions relating to providing resources to the entity” (IFRS, 2018:8). The principal qualitative
characteristics of financial information have been categorised in the IFRS’CF into “relevance” and
“faithful representation”. The IASB expatiates that accounting information is relevant when it has
the potential to make a difference in (or affect) the decisions of investors and other stakeholders.
Relevant accounting information exhibits ‘confirmatory’ or ‘predictive’ value or both (IFRS,
2018). The IASB suggest that accounting information must not exclusively depict relevant
phenomena to be useful to investors and other stakeholders, but must represent faithfully the
substance of the phenomena that it seeks to delineate. Faithful representation of accounting
information demands that the accounting information represented in the financial reports delineate
the real-world economic phenomena that it seeks to depict. A faithfully represented relevant
accounting information are what define the quality of the information presented and also
determines the extent to which a financial statement is functional to investors. Accordingly,
Ferrero (2014) elucidates that FRQ means the relevance and faithfulness of the accounting

information represented by the financial reports.

The TASB further expatiates in IFRS (2018) that to faithfully represent corporate economic
phenomena, quality financial reports must present complete, neutral and error-free accounting
information. A complete representation of economic phenomena captures fully all the information
required for investors and other stakeholders to comprehend the phenomena that are being
represented including all essential description and explanation of the phenomena. Neutral

accounting or financial information is devoid of prejudice in the choice of accounting policies and

30



estimates and or the presentation of accounting information. Representations of accounting
information that is not slanted, weighted, emphasized, de-emphasized or that is intentionally
manipulated to enhance its favourable or unfavourable acceptance by investors and other

stakeholders are regarded as neutral.

Quality financial information is also devoid of errors and omissions in the description of the
economic occurrences, and it is produced by processes and policies selected and applied
consistently without errors. To achieve the purpose of financial reports and to make financial
reporting adequate for a particular environment, firms are required to optimise the qualitative
elements of accounting information in such a way that best meets the purpose of the reported
accounting information. Van Greuning et al. (2011) corroborate that the implementation of the
required principal qualitative features and the appropriateness of accounting standards and policies
normally lead to financial reports that show a true and fair view of the financial position,

performance, cash flow and changes in equity of an entity.

FRQ has been acknowledged as an indeterminate concept in the accounting literature (Bloland &
MacNeil, 2019). Consequently, researchers have not reached a consensus on how best to measure
FRQ as various proxies have been used in the accounting literature as indicators of FRQ. From
literature, the quality of accounting information presented in financial reports have been judged
from several perspectives including the degree of earnings persistence, predictability of future
performance, earnings variability, and the relation between cash, accruals and income and prior
research such as Choi and Pae (2011) Ferrero (2014) Martinez-Ferrero and Garcia-Sanchez (2016)
and Isidro et al. (2020) have summarised these indicators into three complementary measures of

FRQ which are earnings management (EM), accounting conservatism (AC) and accrual quality

(AQ)

2.2.1.1 Earnings Management (EM)

The first measure of FRQ found in literature is the degree EM using accruals, that is, management
discretion over accruals. From the perspective of Davidson et al. (1987), EM is instituting
deliberate measures or adopting accounting policies within the confines of generally accepted
accounting principles to report a desired level of earnings. Schipper (1989: 92) suggest that EM is

“a purposeful intervention in the external financial reporting process, with the intent of obtaining
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some private gain (as opposed to say, merely facilitating the neutral operation of the process)”.
These definitions have been corroborated by Healy and Wahlen who indicate that EM occurs
“when managers use judgment in financial reporting and in structuring transactions to alter
financial reports to either mislead some stakeholders about the underlying economic performance
of the company or to influence contractual outcomes that depend on reported accounting numbers”
(Healy & Wahlen, 1999: 368). These definitions of EM connote management accounting choices
including the structuring of transactions or timing of investment and financing decision undertaken
with the main objective of achieving a desired accounting reporting outcomes. Yung and Root
(2019) summarise EM as managers choices and policies that are at variance from accounting
standards and best practices, such that investors are misled of the underlying economics of the

firm's business.

Two main perspectives on EM are provided in the accounting literature: the opportunistic and the
information perspective (Arioglu, 2020; Putra & Mela, 2019; Draief, 2019). EM is regarded as
opportunistic when it is undertaken to meet or beat earnings targets to delude investors. On the
other hand, EM is informative when it purports to communicate prospects and good financial
situation to investors (Draief, 2019). However, extant research has largely established EM from
an opportunistic perspective even though studies such as Draief (2019) and Arioglu (2020) tested
the informative perspective of EM. Accounting literature largely recognises that firms manage
earnings to either shore up reported earnings or conceal deteriorating performance and for that
matter, a typical inference in contractual studies is that incentives results in de-facto opportunism.
EM is therefore considered as intentional misstatements in the financial report and therefore

constitute fraud.

Accounting literature measures EM by the level of discretionary accrual (DA). As observed by
Shoaib and Siddiqui (2020) and Sun (2020) accounting accruals are not all discretionary and
therefore to determine the degree of EM, the discretionary component of total accrual (TA) ought
to be separated from the non-discretionary (non-DA) component. As a result, to determine DA
requires that TA is estimated and a model adopted to generate the non-DA component. This
enables TA to be fragmented into a DA and non-DA. EM as an indicator of accounting
manipulation is therefore measured by the discretionary components of accrual adjustment

(Ferrero, 2014). The DA adjustment is derived by subtracting the non-DA adjustment from the TA
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adjustment. The DA adjustment represents the abnormal accruals that constitute the variable taken

as a measure of EM.

From literature, some of the model used by extant literature in generating non-DA are the Healy
(1985) Model, the DeAngelo (1986) Model, the Jones (1991) Model, the modified Jones (1991)
Model, the Dechow et al. (1995) model, and the Kothari et al. (2005) Model. These models are

briefly discussed to trace the trajectory in the measurement of EM in accounting literature.

The Healy Model of EM

The Healy (1985) model determines EM by relating the mean TA (scaled by lagged total assets)
across EM partitioning variable. This study is at variance with most other EM studies by predicting
that systematic EM occurs in every period. Expatiating on Healy’s model, Dechow et al. (1995)
suggested that Healy’s partitioning variable groups the sample into three were in one of the groups,
earnings are predicted to be earnings upwards and in the two other groups earnings are predicted
to be managed downwards. A pairwise comparison of the mean TA of the two clusters is used to
make inferences. The mean TA from the estimation period represents the measure of non-DA. This

is summarised in equation (1) below:
NDA, =%, TA, | T (1)

where NDA is estimated non-DA; TA is total accruals scaled by lagged total assets; ¢ is the year
subscript for the period included in the estimation, and 7 is a year subscript indicating a year in the

event period.

DeAngelo Model of EM

DeAngelo (1986) suggested modified Healy’s model for EM by figuring first differences accrual
on the assumption that under a hypothesis of no EM, the first differences have an expected value
of zero. DeAngelo’s model as formulated in equation (2) uses the last period’s TA (scaled by

lagged total assets) to measure non-DA

NDA, = TA,_, (2)
This model has been considered as a special case of the Healy model with the estimation period

for non-DA restricted to the previous year's observation. A common feature of Healy and
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DeAngelo models is the use of TA from the estimation period as an indicator for expected non-
DA. Dechow et al., (1995:198) indicate that “If non-DA are constant over time and DA have a
mean of zero in the estimation period, then both the Healy and DeAngelo Models will measure
non-DA without error. If, however, non-DA change from period to period, then both models will
tend to measure non-DA with error”. Nonetheless, the nature of the time-series process deriving
non-DA determines the appropriateness of one model over the other. Dechow et al. (1995)
recommended that where non-DA follow a “white noise process around a constant mean”, then
the Healy Model is appropriate. However, the DeAngelo model is deemed appropriate if non-DA

follow a “random walk”.

Jones Model of EM

Jones (1991) which is regarded as the most widely used model in the studies of aggregate accruals
advanced the estimation of TA that encapsulate more DAs from various current operating
accounts. The Jones model lessens the assumption of constant non-DA and also control for the
effect of changes in a firm’s economic situations on non-DA. The Jones model is based on the
presupposition the exercise of managerial discretion and changes in a firm's economic
circumstances result in accrual. In this model, TA is related to change in revenue (AREV) and
gross property, plant and equipment (PPE). According to Jones, AREV would lead to a change in
operating capital (OC), which will, in turn, cause a change in accruals, and the depreciation on
non-current assets would reduce accruals. Consequently, Jones uses AREV and PPE, as
independent variables to predict the DA. The Jones Models for non-DA in the event year is detailed

in equation (3):

1

NDA; = & (=) + &, (AREV,) + d;(PPE,) 3)

T—1

where: AREVT is revenues in year £ minus revenues in year #-1 scaled by total asset in year #-1;
PPE-T is the gross property, plant and equipment in year ¢ scaled by total assets at #-1; At-1 1s total
assets at #-1; and du, &2, 43 are firm-specific parameters which are generated using the following
model in the estimation period:

1
TA, = a, (A—_l) + a, (AREV,) + as(PPE,) + v, (4)
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Where: ai, a2 and a3 denote the OLS estimates of &1, d2, and &3 and TA is total accrual scaled by

lagged total assets.

Dechow et al. Model of EM

In their empirical analysis of EM, Dechow et al. (1995) proposed a modification to the Jones
Model. Dechow et al. modified the Jones model attempt to obliterate the conjectured tendency of
the Jones Model to measure DA with an error when discretion is exercised over revenue. In their

model, the non-DA is estimated during the event period as shown in equation (5):

1
AT—l

NDA, = & (=) + &, (AREV, — AREC,) + d;(PPE,) (5)

where: AREC, = change in net receivable computed as current net receivables minus previous

net receivables scaled by lagged total assets

Relative to the Jones model, the only medication introduced by Dechow et al. is that the AREV is
adjusted for change in receivable (AREC) in the event period. This implies that contrary to the
original Jones model which assumed that discretion is not exercised over revenue in either the
estimation or event periods, the Dechow et al. model relaxes such assumption and thus include all
changes in credit sales in the event period indicating that managers exercise discretion over the
recognition of revenue on credit sales. Based on this modification EM should no longer be biased

toward zero in samples where EM has taken place through the management of revenues.

Kothari et al EM Model

In their analysis of performance-matched DA measure, Kothari et al. (2005) proposed a
modification to the Jones original model by incorporating performance (measured by Return on
Asset [ROA]) and a non-deflated constant. In their proposed model, all variables are deflated by
the lagged total assets and are computed by cross estimation except the constant. The inclusion of
ROA is to control for the effect of performance on accrual which has been established in the

literature. The Kothari et al. model is specified in equation (6) and (7).
The Kothari model measures TA as
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AREVLt PPE;;

Ajt—1

ROA;;

+ B2 -t G (6)

_=30At1 b1~ +,33

Where, TA;; is the total accruals, AREV;, the change in revenues, PPE;, property, plant and

equipment; A;,_, is lagged total assets for year t — 1, ROA;; is the return on assets for year # — 1.

In this model, change is working capital or current accrual is explained by AREV and PPE explains
noncurrent accrual (mostly depreciation). Based on the TA equation (6), DA is determined by the

residual of the estimated TA models as:

TAit

_ AREVie
DAy = —- ﬁoA t B —
it—1 it—1

(7)

2.2.1.2 Accounting Conservatism (AC)

Accounting conservatism (AC) has been regarded as a basic accounting principle for centuries and
it is imperative to feature the financial reporting process for quality financial reporting. The
principle underpinning AC is that firms must provide for all losses but must anticipate no profit.
To wit, all expenses are to be recognised where there is a reasonable possibility that it will be
incurred but revenue is recognised only when there is reasonable certainty that it will be realised.
According to the Financial Accounting Standard Board (FASB) AC is about how prudently firms
react to uncertainties in accounting to ensure adequate financial reporting control for the inherent
uncertainties and risk in business. The principle of AC dictates the use of less optimistic estimates
where two amount estimated to be received and paid in the future are of equal likelihood. The
FASB, therefore, provide a general interpretation of AC to mean the degree of restraints in the
exercise of judgements required in projecting condition of uncertainty to avoid overstating assets

and income or understating liabilities and expense in financial reporting.

In his analysis of the principle of AC and asymmetry timeliness of earning, Basu (1997) suggested
that under AC, there is a higher verification requirement for recognising good news relative to bad
news in financial statement and that earnings must reflect bad news more than good news. Basu’s
exposition accounts for various types of economic income and emphasizes the timeliness of
recognising economic losses, which is called conditional conservatism. Basu (1997:14) therefore
defined AC as “a downward bias in the accounting net asset value relative to the economic net

asset value arising from an incomplete and inconsistent recognition of economic value in
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accounting earnings”. To be prudent and ensure optimal AC, accounting policies must ensure
recognition of the lowest value among possible alternative values for assets and the highest
alternative value for liabilities. Further, revenue should be recognised later than sooner, and
expenses, sooner than later. The critical nature of AC in financial reporting makes it an
indispensable character in measuring FRQ. As such researchers such as Choi and Pae (2011);

Ferrero (2014) and Isidro et al. (2020) adopt AC as one of their three measures of FRQ.

Beaver and Ryan (2005) developed a model that captures the distinct nature of conditional and
unconditional conservatism. They explain that “under unconditional conservatism, the book value
of net assets is understated due to predetermined aspects of the accounting process. Under
conditional conservatism, book value is written down under sufficiently adverse circumstances,
but not up under favourable circumstances”(Beaver & Ryan, 2005: 269). Ruch and Taylor (2015)
explicate that, unlike unconditional conservatism, the application of conditional conservatism is
driven by economic news events. According to them, a timelier recognition of negative economic
news than positive economic news (the asymmetric recognition of positive and negative economic
news) by the accounting system shows the occurrence of conditional conservatism. On the other
hand, a consistent under-recognition of net assets is an indication of unconditional conservatism.
Beaver and Ryan indicate that, even though both types of conservatism lead to a downward bias
in accounting value, such downward bias of values emanate from different accounting policies and
practices. Nonetheless, relative to the market value of equity, accounting book value is understated

in both conditional and unconditional conservatism (Ahmadi & Bouri, 2016).

Asymmetric Timeliness of earnings Measure

The Asymmetric Timeliness of earnings (ATE) model developed by Basu (1997) measures AC
based on how the economic income, which is proxied by the market return is asymmetrically
associated with the accounting earnings. The main focus of Basu’s model was on how quickly bad
news will be incorporated into earnings relative to good news. Since market prices of share is a
reflection of available market information which is obtainable from multiple sources other than
current earnings, changes in stock price is an indication of news arrival for a certain period
(Ahmadi & Bouri, 2016). The timeliness or responsiveness of reported earnings to stock returns is

reflected in the coefficient of the stock market. The degree of AC is deduced from the differences
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in the timeliness of reported earnings between bad news and good news. Higher asymmetric
timeliness is an indication of a greater level of AC and vice versa. Basu used cross-sectional

regression to assess the degree of AC as specified in equation (8):
— = &g + &;DR;¢ + BoR;e + B1Ri DRy + €; (8)

Where EPS;; is earnings per share for firm 7 in year ¢, P;; is the beginning stock market price for
firm 7 in year t; R;; is stock market returns for firm 7 in year ¢, and DR;; is a stock market return
dummy which is equal to 1 if the stock market returns for firm 7 in year ¢ is negative, and equal to

0 if the stock market returns for firm 7 in year ¢ is not negative.

Basu (1997), in principle regress accounting earnings per share (EPS/P) on stock market returns
(R) for good news and bad news separately. Where the market return is greater or equal to zero
(R;t= 0), a firm year is regarded as good news. Where market return is less than or equal to 0
(Rt < 0), afirm-year is considered as a ‘bad news’. The coefficient measures the timeliness with
which news embodied in the stock returns is incorporated into earnings, depending on the type of
news. The ATE model separate ‘good news’ from ‘bad news using the DR dummy variable, which
permits the slope coefficient and the intercept to differ between ‘good new’ and ‘bad new’. For
‘good news’, (R;;> 0), DR is 0 and the good news timeliness coefficient is ;. However, under
‘bad news’ (R;; < 0), DR is 1 and the ‘bad news’ timeliness coefficient is o + ;. g1 is the
asymmetric timeliness coefficient and it the primary AC indicator variable. A higher f; is an

indication of higher AC.

Basu’s ATE model has been widely acclaimed by accounting researchers to have produce results
that are consistent with their theoretical prediction thereby increasing the confidence of accounting
researchers in their theory and measure (Albuquerque et al., 2019). It is further argued Basu’s
model is well suited for large-sample cross-sectional analysis since it was based on large scale
international comparative studies. However, Basu's model is said to show poor performance in
time-series research design and for that matter, it may be a biased estimator of the degree of AC
with the tendency of being biased upward. Ball and Shivakumar (2005) also indicated that since
private firms do not have quoted market price, Basu's model may not be suitable for private

companies. These notwithstanding, research acknowledged that with a more robust control for the

38



confounding factors, ATE model can be a greatly valid and useful measure of AC (de Castro

Gongalves et al., 2020).

Asymmetric Accrual to Cash Flow

The asymmetric Accrual to Cash Flow (AACF) model was developed by Ball and Shivakumar
(2005) to fill the gap identified in the suitability of Basu’s model for only publicly traded firms.
The AACF model is developed to measure the degree of AC in private firms that do not have
quoted market prices. The AACF measure is regarded as a 'non-stock market version of the ATE

model by Basu and it is based on the cross-section regression model in equation (9).
ACCy = By + B1DCFO; + B,CFO; + B3DCFO, * CFO, + &; 9

Where: ACC; is Accrual computed as the change in inventory + change in debtors + change in
other current assets — change in creditors — change in other current liabilities — Depreciation; CFO,
= Cash flow for the period ¢; DCFO, is a dummy variable that is set at 0 if CFO, = 0 and set at 1
if CFO, <0.

Just like the Basu ATE model, the AACF model is based on the same fundamental principle of
asymmetric timeliness and are estimated from models with a very similar structure. Except that in
the AACF model, the accrual component of total earnings was used. This was because AC
primarily affects the accruals component of earnings instead of the cash flows component. Albeit
accounting literature appears not to have discussed the pro and cons of the AACF model,

considering its similarities with the ATE model, they may suffer from similar weaknesses.

Market-to-Book or Book-to-Market ratios

The Market-to-Book (MTB) or the Book-to-Market (BTM) ratio is regarded as another measure
of AC in recent literature. The MTB (BTM) hinges on the fundamental presumption that, holding
other things constant, relative to a firm's true economic value, the net book value of a firm is
depressed by AC policies. Therefore a higher MTB (and a lower BTM) is an indication of a higher

degree of AC and vice versa.
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According to Beaver and Ryan (2005), the MTB is based on the analytical work of the Residual
Income Valuation Model. They then develop a refined BTM as a measure of AC which has been
applied widely in accounting literature. Beaver and Ryan refined BTM is decomposed into the bias
component and the lag component with the bias component of BTM regarded as a measure of AC.
Beaver and Ryan decomposed BTM by regressing BTM on a series of lagged stock return up to

six lagged year in a fixed-effect panel data regression as follows:
BTM.; = & + &; + X% BiRe—j; + € (10)

where: BT M, ; is the Book-to-Market (BTM) ratio of company i, at the end of year ¢, &, is year-
to-year variation in BTM general to the sample firms; @&; is the bias component of BTM for firm
i; R¢_j; is the returns on equity (ROE) over each of the six preceding years and f; is regression

coefficient on R;_j ;.

Beaver and Ryan indicate that the bias component of BTM, @; is a more accurate measure of a
firm's level of AC than the raw BTM. In general, the MTB (or BTM) measure has been used in

literature to estimate the degrees of ‘unconditional” AC, as opposed to ‘conditional ‘AC.

Modified Asymmetric Timeliness
Khan and Watts (2009) suggested a variation to Basu’s ATE measure of AC. In their proposal, AC
is measured using a two-step procedure. The following cross-sectional regression is estimated in

the first step:

Eit

= &y + @, DR;; + B1;SizeMVE;, + Bo;MTB; + B3, LEVy, + DRy (8o + 8,,SizeMVE;, +

Pit—1

82t MTB; + 63:LEV;) + Rt (Ao + A1:SizeMVEj; + 2, MTB;, + A3, LEV;) + Ryy X DRy (po +
W SizeMVE;, + Uy MTB; + U3 LEV;,) + €;¢ (13)

where PEi is the net profit scaled by the lagged market value of equity; R;; is the yearly stock

it-1
return for the 12 months closing 3 months after the end of the fiscal year; DR;; is a dummy variable
which takes the value of 1 when the yearly stock return is negative (R;; < 0), SizeMVE is the
natural log of the market value of shares, MTB is the Market-to-Book ratio, and LEV is the firm

financial leverage.
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Piece-wise regression which allows for the difference in the timeliness of earnings in reflecting
good news versus bad news is adopted. DR;; is an indicator for the incremental effect of bad news
above good news. R;;(1y + A1,SizeMVE;; + A, MTB;; + A3,LEV;;) is the timeliness of earning
in reflecting good news and those associated with R;; X DR;;(1g + Wy ;SizeMVE;; + u, MTB;, +
us:LEV;;), is the incremental timeliness of earnings concerning "bad news" above the timeliness
of earnings concerning good news. Therefore, the timeliness of earnings concerning bad news is
inferred by the sum of (A, + A,;SizeMVE;; + 1, MTB;; + A5.LEV;;) and (ug + wy:SizeMVE;; +
WoeMTBy; + w3 LEV;).

using the coefficient estimated from the first stage regression, a firm-year-specific measure of the
timeliness of earnings concerning conservatism (C_Score) and bad news (B_Score) is calculated

in the second step.
C_Score; = Og; + 014 SizeMVE;, + 0, MTB; + 03,LEV;, (14)

B_SCOT'eit = K’Ot + xltSlZeMVElt + KZtMTBit + x3tLEVl.t + ﬁOt + ﬁltSlZeMVElt + ﬁZtMTBit +
i3, LEV; (15)

AC is measured by C Score according to Ferrero (2014). But as an alternative measure, the
timeliness of reported earning incorporating bad economic news (B_Score) is used. This is because

shareholders are more interested in the timeliness of earnings reflecting bad news.

2.2.1.3 Accrual Quality (AQ)

AQ as the final dimension of FRQ concerns the accuracy with which accruals predict related future
operating cash flow of a firm. Accrual and other provisions create a distinction between earnings
and operating cash flow. Therefore the quality of accrual is determined by the accuracy by which

it predicts associated future operating cash flows.

DeChow and Dichev (2002) suggest a firm-level measure for AQ as specified in equation (16)

AW Cit
AvgAit

CFOjt—4

=Botbi——*+58

AvgAic

CFO; CFO;
Sy Loy g, (16

AvgAit

In this equation, AWC is the variation in working capital accrual CFO represent the cash flow from

operating activities of the firm, and 4vgA4 represents the average total assets during the period.
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Ball and Shivakumar (2006) proposed a model to obtain an alternative measure of AQ, They
suggested that nonlinear accrual models that incorporate the timely recognition of losses perform
better than a linear model. Taking into consideration Ball and Shivakumar (2006) model, Ferrero
(2014) recommended the inclusion of the current-year cash flow dummy variable and its
interaction with cash flow levels into the DeChow and Dichev model for a more robust measure

of AQ. The refined AQ model is provided in equation (17)

AWCye = By + B1OCFyy + B OCFy + B3O0CFyyq + BLAREVy + BsPPE; + BcDOCF; +
B,O0CF;, * DOCF;, + €, (17)

Where AWC;;is the variation in working capital accrual from year 1 to ¢
(AAccounts Receivable + Alnventory — AAccounts Payable — AT axes Payable +

AOther Assets); OCF;; is the operating cash flow for time ¢ and company i; AREV;; is the
variation in revenues; DOCFj; is a negative cash flow indicator variable which takes the value of
1 if there are negative OCF and 0 otherwise. All variable (except DOCF;;) are scaled by the total
assets. AQ i1s measured as the absolute value of the residual from this model. The lower the degree

of this proxy the higher the level of AQ.

2.2.1.4 Country-level measure of FRQ

Tang, Chen and Lin (2016) developed a country-level measure for FRQ. Their measure was based
on the view that the main actors in firms financial reporting process is managers who are in charge
of the preparation and auditors who assure investors of the validity of the report. Based on this
presumption, Tang et al. proposed six dimensions of accounting and auditing quality to formulate
a national FRQ index for stock markets. These six dimensions according to Tang et al comprises
the Loss avoidance ratio (LAR); Profit decline avoidance ratio (PDAR); Accruals ratio (AR);
Qualified audit opinion ratio (QAOR); Non-Big4 auditor ratio (NBAR); and Audit-fees ratio
(AFR). According to them these six dimensions together provide an indication of the level of FRQ

in a particular stock market for a period. The six dimensions and their measurement are explained:

LAR is a measure of EM. Tang et al indicate that managers are incentivised to manage corporate
earnings to portray a favourable corporate performance to maximise their employee benefits and
secure their employment with the firm. This incentive emanates from the use of simple and explicit

earnings-based benchmark by an investor to assess a firm's economic performance and financial
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position. Such EM behaviour deteriorates firms' FRQ by obscuring the link between accounting
earnings and a true firm's economic performance. Among other motivation, EM is undertaken to

avoid reporting losses. LAR for capital market £ in year ¢ is measured as follows:

Total Number of Small Profit Firmsy ¢

LAR, = (20)

Total Number of Small Loss Firmy ;

In this equation, small profit (small loss) firms are defined by the researchers as firms with net
income scaled by lagged total assets between 0% and 1% (between 1% and 0%). A higher LAR
ratio is an indication of a higher degree of EM and therefore poor quality financial reporting and

vice versa.

PDAR is based on the proposition that firms are priced with a premium when they experience a
consecutive increase in profit, and that a decline in profit leads to a sharp fall in the premium. That
is firm experience a substantial decline in stock price when it experiences a break in the pattern of
consistent earnings growth. To avoid a break in earning pattern, managers have the tendencies to
smoothing earnings growth pattern in a fictitious manner that will affect the quality of firm

financial reports. Tang et al., measures the PDAR for capital market £, year ¢ as follows:

Total Number of Small Profit Increase Firm
PDARy, = = (21)

Total Number Small Profit Decrease Firm ¢

where small-profit-increase (decrease) firms are defined by them as firms with changes in net

income scaled by lagged total assets between 0 and 0.005 (between -0.005 and 0)

In the Tang et al model AQ which have been used in literature as a measure of earnings
aggressiveness is measured by AR. The magnitude of accruals is an indication of how aggressive
or conservative a firm accounting policies and estimates are. A conservative accounting policy
ensures early recognition of loss and delays recognition of profit under the condition of
uncertainty. Aggressive accounting policy on the other hand delays loss recognition but accelerate
the recognition of profit. It has been argued that AC is a timelier recognition of economic losses
into accounting earnings than economic gains, and such AC practices ensure symmetrical

information between managers and investors. Tang et al suggest that, If cash flow is to be held
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constant from operations, accruals are expected to increase as earnings aggressiveness increases.
Tang et al. (2016) measure the AQ using total accruals divided by lagged total assets as formulated

below:

(ACA;—ACashi)—(ACL; (—ASTDEBT; ¢—ATP; {)—Dep; ¢
ARk,t — i 3 l 13 13 3 (22)

TAjt-1

where ACA; , represents a change in current assets for firm 7 at year ¢, ACash; , represent the change
in cash for firm i at year 7, ACL;, represent the change in current liabilities for firm i at year ¢,
ASTDEBT; ; equal the change in short-term debt included in current liabilities for firm i at year ¢,
—ATP;; is equal to the variation in income taxes payable for firm i at year ¢, Dep;, is the
depreciation and amortisation expenses for firm i at year t and TA; ;_; is the total assets for firm 1
atyear ¢ - 1. The median observation of firm-level AR (rather than the average to avoid or minimise
the influence of extreme values) of firms in a capital market is used for this variable (Leuz et al.,

2003). A smaller AR is an indication of a reduction in managerial discretion and EM, and therefore,

a higher FRQ.

QAOR is an indicator variable for auditors evaluation of firms accounting system and the validity
of assertions in the financial reports. Investors use the financial report for decision making by
auditors to verify its credibility. Auditing is supposed to mitigate the asymmetry of information
between corporate insiders and investors and therefore form an integral part of the financial
reporting mechanism. The audit opinion is therefore key in evaluating a firm accounting system.
Holding audit quality constant, a qualified audit opinion is prima facie evidence of low FRQ.

Therefore, the fourth indicator of FRQ according to Tang et al (2016) is:

Total number of qualified audit opinions,y ¢

QAORy , =

(23)

Total number of the auditees i ¢

NBAR is a measure of audit quality. Tang et al. (2016) indicate that the qualities of the auditors
where audit report emanates are a key consideration when comparing the proportion of qualified
audit opinions between to stock market. An unqualified opinion may be issued without rigorous
substantive testing by a low-quality auditor. Consequently, NBAR, as a measure of audit quality

also measures FRQ. A high-quality financial report is expected from a firm that engages high-
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quality auditors. Albeit no audit firm is immune from audit risk and audit failure, it is generally
acknowledged that Big4 audit firm is more independent and more experienced than non-Big4 audit
firm. Therefore Big4 is associated with more quality audit. Since Big4 auditors are more likely to
be prudent to protect their brand as they are more susceptible to reputational risk in the event of
audit failure, they are expected to provide high-quality audit and restrain financial reporting
manipulation than non-Big4 auditors. The fifth indicator of FRQ according to Tang et al., (2016)
is the NBAR which is formulated as follows:

Total number of firms that are audited by Big Four auditors
NBAR;, = 1— = (24)

Total number of the auditee j ¢

AFR is measured as the ratio of audit fees to total assets. AFR is premised on the idea that, although
larger audit firms generally provide better audit services, it does not connote that all large audit
firms (or small audit firms) provide the same quality of audit services. Audit fee can, therefore, be
used to determine the quality of audit within a group of large and small auditors. Audit fees differ

from audit firm to audit firm, and audit fees are associated with audit quality.

“It is well known that the audit fee charged is directly based on the number of working hours of
auditors, and the hourly rate differs between partners, managers' non-detection penalties increase
the audit fee, as in a competitive audit market the fee must compensate the auditor for higher
expected losses. If the inherent risk is perceived to be high, auditing firms will assign the
engagement to more competent and experienced staff, resulting in a higher audit fee. In other
words, a higher audit fee reflects a higher level of auditor effort to control and minimize the risk

of audit failure” (Tang et al., 2016:138).

The audit client however perceives audit fees as an indication of the expected quality of services.
Larger audit fees are expected to be accompanied by high-quality audit fees is, therefore, a
complementary measure of audit quality. Since there are other determine a variable of audit fees
including complexity of firm transactions, audit service volume and the nature of firms internal
control, Tang et al. (2016) control for the effect of total assets on audit fees. There is a positive
association between audit quality and FRQ. AFR is formulated as follows:

Audit fees;,
Total assets ;

AFR;, = (25)
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the model uses the median observation of firm-level AFR instead of the average.

Country FRQ Index (FRQI) is computed based on the values of the dimensions discussed in the
foregoing paragraphs. To determine the FRQI that capital markets are ranked, the values of the six
individual FRQ indicators computed the arithmetic average score of the six dimensions is a

measure of country-level FRQ.

2.2.2 Management Quality (MgtQ) and FRQ

2.2.2.1 Empirical measure of MgtQ

Research suggests that top management specific attributes and idiosyncrasy (such as ability,
aptitude, reputation, qualifications) influence corporate economic outcomes (Demerjian et al.,
2013; Garcia-Meca & Garcia-Sanchez, 2018). Management attributes are thus considered an
essential determining factor of FRQ. Studies such as Notbohm et al. (2019); Rashid (2020) and
Chang et al. (2009) have suggested that managerial judgements are driven by economic agents'
traits which are influenced by their professional qualification, experiences and their extent of
accountability. Since FRQ bothers with discretionary accounting, the professionalism and
accountable nature of managers could influence the quality of financial reports to produce by them.
Management ability to formulate accurate judgements and make prudent estimates will therefore
vary across individuals. Competent managers have a better understanding of the firm and the
industry, as well as a strong ability to synthesise information into reliable and progressive estimates

with which to produce better quality financial reports.

Measuring MgtQ is paramount to many important research questions, such as those investigating
the implication of managerial ability on firm performance, financial reporting, investment
decisions, executive compensation and corporate governance among others (Demerjian et al.,
2012). Some studies have relied on proxies such as firm size, past abnormal performance,
compensation, tenure, media mentions, professional certification, education (for example, Rashid,
2020; Priscilla & Siregar, 2020; Garcia-Meca & Garcia-Sanchez, 2018) while other researchers
have also inferred the ability of managers using data envelopment analysis (DEA) within specific
industries (for example, Leverty & Grace, 2012; Demerjian et al., 2013). Notwithstanding their

accepted validity by some researchers, most of these measures are a reflection of significant
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aspects of the firm which are beyond management control. For instance, media mentions are more
common for a large organisation with a high market share, and abnormal stock returns are driven
by variables other than managerial ability. Likewise, though management is directly linked to
manager fixed effects, they can be applied to only a relatively small sample of firms and do not

offer a stand-alone measure of ability.

To address the apparent weakness in the literature on the measure of MgtQ, Demerjian et al. (2012)
proposed a new measure of the managerial ability which used the efficiency of corporate managers,
relative to their industry peers, in managing corporate resources to maximise revenues. Their
measure considers the multiplicity of revenue-generating resources including, inventory cost,
operating expenses, fixed assets, operating leases cost, research & development (R&D) cost, and
intangible assets. The study hypothesis that better able managers properly understand technology
and industry trajectory, reliably predict product demand, invest in value maximising projects, and
efficiently manage corporate employees better than less able managers. In summary, their proxy
was underpinned by the view that quality managers generate higher revenue per unit of each
available resources or, conversely, minimize the cost and quantity of resources used for a given
level of revenue. According to Demerjian et al. (2012:1230). “assessing managers based on the
efficiency with which they generate revenues, rather than by their pay or media mentions, is

intuitively appealing as it is more in line with the overarching goal of profit-maximizing firms”.

Based on these assumptions, Demerjian et al. (2012) developed the MA-Score to estimate the
degree of efficiency in the management of firm resources by managers. All firm utilize capital,
labour, and fixed assets to generate revenues. High MgtQ will generate a higher rate of output
from a given input than lower MgtQ. They employed data envelopment analysis (DEA) to
determine firm efficiency within industries, by assessing the turnover of each firm, conditional on
the inputs such as Cost of sales, operating Cost, Non-current assets, operating leases Cost,
Research & Development Cost, Purchased Goodwill, and Other Intangible Assets. Thus the
measured resources reflect both tangible and intangible non-current assets, innovative capital
(R&D), and other inputs that are not reported separately in the financial statements, such as labour
and consulting services but whose costs are included in the cost of sales and operating cost. Recent
studies such as Demerjian et al. (2013) Baik et al. (2018) have measured MgtQ using Demerjian
et al. (2012) DEA Score.
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However, Demerjian et al. (2012) DEA Score rely on Cost of Goods Sold, operating cost, non-
current assets, Operating Leases cost, Research & Development Cost, Purchased Goodwill, and
Other Intangible Assets reported in the financial statements and which measurement or valuation
are based partly on management discretion. Consequently, the variables used are themselves
susceptible to manipulation and misstatement to portray good managerial quality. Measuring
MgtQ by a non-financial statement variable is thus expected to be more reliable than financial
statement variables which are determined at the discretion of management. The quality of
management will be determined by the firm's reliance on professional managers chosen for merit
and qualifications other than relatives or friends without regard to merit. In the Global Competitive
report by the WEF, one of the indicators of labour efficiency is a country’s efficient use of talent
which is determined by firm’s reliance on ProMgt. Firms that rely on professional managers
chosen for merit and qualifications to holds senior management positions can be said to have good
MgtQ than those that uses relatives or friends without regard to merit. In this study therefore MgtQ
is measured by the extent firms in a country utilise professional managers chosen for merit and
qualifications to holds senior management positions instead of using relatives or friends without

regard to merit and the extent to which managers are accountable to investors.

2.2.2.2 Relationship between MgtQ and FRQ

The role played by management in the quality of financial disclosure of firms has received research
attention following financial reporting failures. The heightened attention is explained by the fact
that financial reporting fraud is typically committed by managers who not only can alter the
financial statements but also has an incentive to do so without been detected (ACFE 2020; Svabova
et al., 2020; Mohammadi et al., 2020; Becker et al., 1998). It is acknowledged that management
choices and decisions are driven by their exposures, experiences, competence and other personal
traits as well as access to information (Pavlatos & Kostakis, 2018; Garcia-Meca & Garcia-Sanchez,
2018). Since FRQ bothers with discretionary accounting, the professionalism of managers could
influence the quality of financial report they produce. Conceptually, higher MgtQ personnel should
have a better appreciation of their firms business, as well as the economic, political and regulatory
implications of their decision and, should be more guided by professional ethics in producing
accounting information to investors (Rashid 2020; Baik et al., 2020; Demerjian et al., 2013).

Demerjian et al. (2012) submit that competent managers produce better quality financial reports.
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Impliedly higher quality managers who are more guided by professional ethics and are accountable
to investors are less likely to manipulate financial report to deceive investors. The engagement of
professionals in a senior management position of firms is more likely to lead to better FRQ. MgtQ
is, therefore, more likely to ensure FRQ than non-MgtQ. Hence, where professional managers are
mostly engaged in a senior management position of corporation vis-a-vis reliance on relatives or
friend without regard to merit and qualification, managers will be greatly accountable to investors
and ensure that the financial reporting system and overall control environment of a company,
produce high-quality accounting information to the stakeholders. Consequently, FRQ is more
likely to be high in countries that rely on professional in senior management positions than
countries that rely on relatives or friends without regard to merit. Furthermore, in countries where
management is greatly accountable to investors and the boards of directors, FRQ is more likely to

enhance.

Empirical research that links corporate internal management mechanism to FRQ has largely
focused on the effect of board's or audit committee's structural and compositional characteristics
on FRQ (Holtz & Sarlo Neto, 2014; Firoozi et al., 2016). Good structural and compositional
characteristics of board and audit committee do not necessarily translate into the effectiveness and
accountable management. Ogbaisi et al. (2019) suggest that board expertise has a significant
positive relationship with FRQ making board expertise a major determining factor of FRQ. The
few research studies that consider the MgtQ and its relationship with corporate FRQ have produced
somewhat mixed findings. Therefore, extant research does not provide conclusive and complete
evidence about the relation between MgtQ and FRQ. Though studies on the influence of MgtQ on
FRQ are limited, a forcefully emerging conclusion from the recent exploration is that capable
managers have less propensity to opportunistically manipulate financial statement. This is because
high-quality managers' exhibit higher professional etiquette which leads to fewer internal control

violation and fewer restatements and therefore higher FRQ.

In testing the MgtQ hypothesis, research has used various indicators to proxy MgtQ including
ethics and diversity of management, Women CEOs/CFOs, CEOs attributes CEOs early-life risk
exposures, managerial ability, financial expertise of CEOs the financial expertise of CFOs,
management's ideology, CEO and CFO power, the qualities of TMT and the professional

accountants in the TMT among other indicators.
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From the investigation into the implications of CFOs attributes on accounting errors, Aier et al.
(2005) show that accounting restatements are negatively associated CFOs financial expertise. They
show that firms whose CFOs have extensive work experience possess an advanced degree (such
as M.B.A) professional certification (such as a CPA) have significantly less propensity to restate
their firm's reported earnings. The study used a logit model to test the probability of restatement

of earnings with the proxies of financial literacy.

Huang et al. (2012) examined the link between CEO age and FRQ based on the hypothesize that
matured CEOs better supervise internal controls to ensure higher-FRQ. This notion was premised
on the idea that matured CEO was more experienced and exposed to the industry and can have a
better appreciation of the firm environment. Using meet or beat and restatement as a proxy for
FRQ, they find CEO age and FRQ had a significant positive relationship The study, therefore,
concluded that CEO maturity (age) is a key driver of firms FRQ.

The positive implication of MgtQ on FRQ have also confirmed by a study conducted by Koh
(2011). Measuring managerial reputation by high-profile awards to CEOs, Koh (2011) analysed
the pre and post CEO maiden accounting practices of a firm to determine the relevance of
managers’ reputation on FRQ. The study document that prominent CEOs apply conservative
accounting policies and are less motivated to manipulate earnings. The study implies that more
prominent CEOs ensure quality accounting information than less prominent CEOs. This is
plausible in the sense that prominent CEOs are more susceptible to bad news than CEOs who are

not well-known.

The influence of top management characteristics on firm voluntary financial disclosure has also
been examined by Bamber et al. (2010). The priori of their study suggest a conflicting role for
idiosyncratic noneconomic manager-specific influences on corporate outcome in financial
economics and strategic management literature. Whereas financial economics suggest a limited
role, strategic management literature suggests that such influence significantly affect corporate
outcomes. Based on this, Bamber et al. (2010) empirically examined how individual managers
play an economically important role in the voluntary financial disclosure choices of their firms.
The study finds that top management expends distinctive and significant economic influence on

their company's voluntary disclosures. According to the researchers, managers' specific disclosure
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styles are related to observable demographic attributes of their backgrounds. Their study document
that senior managers with experience in finance, accounting, and law, managers with military
experience and those born before World War II, are characterised by disclosure styles that display

certain conservativism and also inclined to enhanced precision in disclosure.

Similar to the findings of Bamber et al. (2010), Baik et al. (2018) show that management capability
has a positive effect on the rate and accuracy of firms’ earnings forecasts, as well as market
responsiveness to these forecasts. Their study also supports a positive relationship between MgtQ
and the quality of accounting information of firms. Baik et al. (2020) further confirm that
management capability is positively and significantly associated with the qualitative
characteristics of firms’ information environment. Their finding was consistent with their priori
that corporate accounting disclosure quality is enhanced with competent managers in a top

management position.

Using Demerijian et al. (2012)’s MA-Score to measure managerial ability, Demerijian et al. (2013)
in their study of the implication of managerial ability on earnings quality also confirmed that
managerial ability is positively related with AQ but media prominence is negatively associated
with AQ. They however concluded that MgtQ leads to enhanced earnings quality. Their findings
agree with the presumption that quality of judgement and financial reporting estimates can be and

are driven by the characteristics of the managers.

Wang et al. (2017) examined the relationship among managerial ability, political connection and
enforcement actions for fraudulent financial reporting. The results of the study show that increased
managerial ability is associated with fewer fraudulent financial reports. The study further finds
that the effect of managerial ability on the propensity of financial reporting fraud is weakened by
a firm's political connections. Baik et al. (2020) analyse the effect of managerial ability on income
smoothing. They examined whether the managerial ability is related to income smoothing and
whether the resulting smoothing from managerial ability improves the informativeness of earnings
performance. The study results show that managerial ability is positively related to smoothing. The
study further shows that high-quality managers incorporate more forward-looking cash flow

information into current earnings through smoothing. This according to them enhances earnings
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informativeness on future cash flow. They assert that smoothing associated with high-quality

managers improve stock price informativeness about future cash flows.

In investigating the relationship between managerial ability and financial reporting timeliness,
Abernathy et al. (2018) reveal that high-quality managers possess the required human capital and
are better placed to maintain the system and internal controls underlying the firm's financial
information. They, therefore, suggest that highly able managers produce more timely financial
disclosures. They conclude that incremental to firm-level attributes, the higher managerial ability
is linked with a shorter earnings announcement lag, a shorter audit report lag and a lower
propensity for late filing of required returns to the regulatory authority. Collectively their results
show that managerial ability has a significant positive implication on FRQ. Using the average
workforce educational level as a proxy for employee quality Call et al. (2017) analysis the
association between staff quality and financial reporting outcomes. The results of the study show
that high-quality staff exhibit high AQ, fewer internal control violations and fewer financial
restatements. Quality staff is associated with the frequency, timeliness, accuracy, precision and
biases of management forecast. Their evidence corroborates that staff quality is associated with

both mandatory and voluntary reporting quality and for that matter FRQ.

Brockman et al. (2018) argued that internally-promoted CEOs have a high propensity to produce
better FRQ than outside CEOs. They argue that CEOs promoted from within the firm have a better
understanding of their firm's environment than those engaged from outside. Specifically, they find
that CEOs with extensive experience from within the firm are highly probable to issue voluntary
and accurate earnings forecast than those CEOs who have minimal internal experience as well as
managers engaged from outside the company. Inside engaged CEOs attract more investors
response than outside engaged CEOs. Overall, the study finds that managers with extensive
experience with a firm are associated with high FRQ. Garcia-Meca and Garcia-Sanchez (2018)
investigate how management competence influence FRQ using a study sample from nine
countries. The study was premised on a hypothesis that banks earnings quality and AC improve
with high-quality managers. The study results confirmed their priori that managerial ability
contributes significantly to firm FRQ and that competent bank managers have less probability of
managing earnings. Rashid (2020) investigate the effect of professional accountants on the FRQ

of the firm. Consistent with other studies, the researcher provides evidence that professional
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accountant in TMT has a positive and significant impact on FRQ. Furthermore, Zhang (2019)
investigate the effect of TMT characteristics on FRQ and confirmed the positive association
between MgtQ and FRQ. The study finds that team homogeneity and extensive shared experience

harm DA especially for firms with income-increasing EM incentives.

All the studies summarised in the foregoing paragraph have suggested that managerial attributes
influence firms economic outcomes and corporate information environment including FRQ. From
the above literature, it can be inferred that MgtQ has a significant impact on FRQ, and that capable
managers have less propensity to manipulate financial reports. Even though these extant studies
that have considered the implications of MgtQ on FRQ have produce results that indicate that
high MgtQ produces better quality accounting information than low-MgtQ and for that matter
support the Upper Echelon theory, some researchers have suggested otherwise. The contrasting
view is based on the hypothesis that quality TMT is more capable of manipulating financial
statement and concealing fraudulent financial statement. This view is underpinned by the “rent
extraction hypothesis” which states that reputed management personnel accentuate their career
enrichment and for that matter inclined to decisions that enhance their reputation even if it will
affect negatively FRQ. For instance, such managers tend to reduce the AQ to achieve earnings
targets. Malmendier and Tate (2007) contend that the prominence of management personnel
increased the performance expectation of investors and analyst. If senior management personnel
capitalise on their reputations or qualifications to expropriate ‘rents’ from their companies and get
side-tracked from effectively managing the company, meeting or exceeding investors and analyst
expectations become difficult. Since continually underperforming investors' expectations have the
propensity to damage management personnel's reputation, to protect their prominence, reputed
management personnel will manipulate the company's earnings more than non-reputed
management personnel. Some empirical studies have confirmed the presumption that higher-
quality TMT can weaken the information environment of firms by engaging in opaque financial

disclosures or may even be irrelevant in firm FRQ.

From an empirical examination of the relation between CEO reputation (proxied by press
coverage) and firm’s earnings quality, Francis et al. (2008) discovered that highly reputed CEOs
produced poor quality accounting earnings. Their study results contradict the “efficient

contracting” perspective that prominent CEOs make a decision that results in FRQ. However,
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according to them, this counter-intuitive findings is consistent with the “rent extraction” hypothesis
which suggest that prominent managers have high propensity to use their discretion to manipulate
financial statement to protect labour and security market perceptions). Their findings also are
consistent with the matching hypothesis. This hypothesis states that inherently poor earnings
quality leads to increased demand for reputed CEOs and the need to justify appointment will lead

reputed managers to manipulate earnings.

Li et al. (2016) examine the implication of TMT expertise on real earnings management (REM)
activities of firms. The findings from this study were mixed. That is whereas the percentages of
TMT members with master's degrees and managing core functional areas have a negative relation
with REM activities, the effect of the percentage of TMT members with CPA certification was
opposite. They expatiate further that possession of higher academic qualification and core
functional areas activity impact is demonstrated mainly through improved performance of firms,
thereby reducing managers' motivation to manipulate accounting earnings. They further

discovered that the effect of TMT expertise on REM weakens with increasing firm age.

Similarly, Priscilla and Siregar (2020) tested the research findings of Li et al. (2016) in Indonesia
by analysing the impact of TMT expertise on REM and accrual EM activities. The study results
show that TMT members expertise has no significant effect on accrual-based EM activities.
Meanwhile, TMT members expertise influence positively firm REM activities. The study further
discovered that consistent with managerial entrenchment effects, professional accountant

positively affect REM activities of firms but negatively influence REM activities of firms.

2.2.2.3 Gaps in the Literature

The findings from the studies reviewed in the foregoing paragraphs suggest that the qualitative
characteristics of senior management (MgtQ) affect the FRQ of firms. However, the direction of
the relationship is conflicting among different studies. Whereas some studies Baik et al. (2018),
Wang et al. (2017) and Garcia-Meca and Garcia-Sanchez (2017) Rashid (2020) have produce
results that indicate that high MgtQ produces better quality accounting information than low-MgtQ
and for that matter support the Upper Echelon Theory, some research suggests otherwise. The
contrasting views from other extant literature such as Francis et al. (2008) Li et al. (2016) Priscilla

and Siregar (2020) affirm the assumption that more competent managers tend to manipulate
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accounting information through non-transparent financial disclosures with others suggesting that
managerial quality may be irrelevant in FRQ of firms. The conflicting results from extant studies
confirm that accounting literature has been inconclusive on the effect of MgtQ and FRQ. This

inconclusive evidence provides opportunities for further research.

Further, extant studies have focused on the developed economies (particularly the United States of
America developed European countries) and some emerging economies in Asia. Extant research
has not considered the financial reporting implication of MgtQ from the perspective of countries
in the African continents. Additionally, from the literature search, extant studies have been
country-specific and no study has yet considered a cross country view of the implication of country
reliance on ProMgt on FRQ. Considering the trend of financial reporting fraud in SSA filling such
an empirical gap would assist policymakers in fashioning out strategies to improve FRQ to foster

economic growth.

In addition, studies have measured MgtQ with varied proxies. Whereas some studies used
education, reputation and tenure as a proxy for quality, other studies measure managerial ability
by index developed by Demerijian et al. (2012) which also use firm financial accounting numbers
and for that subject to manipulation. As Baik et al. (2018) indicate, because MgtQ is difficult to
observe directly, research results are based on proxies that may embody errors. Measuring MgtQ
by indicators such as professionalism and accountability of management which have not received

adequate attention from empirical literature may therefore give a different result.

Furthermore, recent studies showing a relationship between MgtQ and FRQ only employed a static
regression framework which assumes a homogeneous parameter on firms located in a jurisdiction.
Since many processes display dynamic adjustment over time, ignoring the dynamic aspect of data
leads to serious misspecification biases in the estimation. Consequently, another important point
to note is that the diverse results on the FRQ implication of MgtQ are unquestionably the result of
the several methodological issues that MgtQ research faces. Therefore, the results of the majority
of these studies may be spurious due to a lack of attention to crucial research issues, such as
endogeneity, variable measurements, survey biases and other methodological issues (Crane et al.,
2017). As an example, the question of endogeneity was rarely discussed and addressed in these
extant studies. Endogeneity is a phenomenon where the error term of a model correlates with the

explanatory variables (Khan et al., 2018). It might therefore not be outrageous to suggest that the
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conclusions of most of these studies must be held suspects for not treating this issue carefully
(Crane et al., 2017). The problem is that endogeneity might result in inconsistent regression
coefficients, thus leading to inappropriate conclusions about the significance of the variables
(Ullah et al., 2018). This study builds on the limitations of the previous studies by incorporating a
state-of-the-art research design and estimation technique called the System Generalised Method
of Moment (Sys-GMM) that permit for a rapid accumulation of knowledge in the growing field of
MgtQ. The use of the dynamic estimation model (Sys-GMM) specifically addresses the

endogeneity problem.

2.2.3 Investor protection (IP) and MgtQ
2.2.3.1 Determinants of IP

The investor protection (IP) regime of a country can be strengthened through various laws and
institutional arrangements. IP has multiple elements and can therefore be measured using multiple
proxies (Francis & Wang, 2008; Houge et al., 2012). Due to the multiplicity of its dimension,
extant cross-country studies have measured IP using multiple proxies. For instance, Leuz et al.
(2003) Chih et al. (2008) Francis and Wang (2008) Houge et al. (2012) Persakis and Iatridis (2016)
measured [P by five or more proxies including board independence, Security law enforcement,
minority shareholder rights protection, judicial independence, freedom of the press, rule of law,

legal tradition, institutional quality, transparency of government policymaking, legal rights index.

The strength of enforcement of property right explicitly determines the extent IP environment.
Sala-I-Martin et al. (2015) note that economic literature document the critical nature of property
right, enforcement for the economy. IP will be undermined if financial assets (such as shares and
bonds) cannot be acquired and disposed of with confidence of the transaction being approved by
authorities. Lack of property right also pushes prospective investors out of formal markets into the
informal sector. Sala-I-Martin et al. (2015) suggest that appropriate participation in a framework
that enforces property ownership right is a precondition to undertake commercial activities and
obtain legal remedies in court. Therefore, the extent to which property rights including financial

assets are protected is key to IP.
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A country’s securities market regulations also determine the IP regime. According to La Porta et
al. (2006), the protection provided by securities markets regulations is fundamentally distilled into
liability standards, disclosure requirements and public enforcement of securities laws. Hope (2003)
as reported by Houge et al. (2012) suggest that the quality of securities regulation and enforcement
may constrain managers from manipulating financial reports and also prevent managers from
trading of firm' shares. The quality of the securities market regulation to a large extent protect the

investor.

Another factor that determines the IP regime is the independence of the Judiciary. Independence
of the Judiciary defines the quality the judiciary drive for proper enforcement of laws and rights
of an investor. Quality judicial systems provide a shield to investors as they serve as a mechanism
for legal redress and therefore key to IPs. As judicial independence is enhanced investor rights
could be properly enforced and protected. Consequently, La Porta et al. (2006), Francis and Wang
(2008), and Houge et al. (2012) posit that stronger IP will exist in a country where the judiciary

is independent, and legal framework for settling the dispute is very efficient

The level of transparency of government policymaking is another determinant of the country IP
regime. This measure is an indication of the extent to which companies are informed of
government’s policies and regulations changes. In a country where companies are informed by the
government of changes in policy and regulations, investors will have adequate information to make
a better decision that protects their interest. As results, Persakis and Iatridis (2016) suggest that a
country with high government policy transparency provide stronger protection to an investor than

a country with low government policy transparency.

As Sala-I-Martin et al. (2015) suggest, corporate ethics and standard of corporate governance
incentivised firms, and other market players economic activities. Strong and effective corporate
governance empower shareholders to exercise effective control over firms to optimise their value.
Effective corporate governance also minimises investors' risk and reduce the cost of capital by
synchronising incentives of insiders and investors. According to Sala-I-Martin et al. (2015), some
of the elements critical to corporate ethics and governance include ethical behaviour of firms,
auditing strength and financial reporting standards, minority shareholder interest protection, and
stock exchange regulations and strength of IP. Corporate Board also plays a critical role both as

an independent reviewer of management action and safeguarding shareholders’ wealth (Hougqe et
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al., 2012). Auditing and financial reporting standards enforcement put pressure on management
and auditors to be prudent in the exercise of managerial discretion in financial reporting

(Holthausen 2003; Houge et al., 2012).

Further to the foregoing discussion, Leuz et al. (2003) Francis and Wang (2008) and Persakis and
latridis (2016) document that jurisdiction with feeble minority shareholders' interests protection
greatly incentivizes management corrupt accounting practices. Consequently, a strong IP regime
in a country enhances the right of a minority shareholder. When minority shareholders are greatly
protected by law against majority shareholders and managers opportunistic behaviour, corporate
insiders, for fear of civil or criminal liability and other sanctions imposed by regulatory authorities,
have an incentive for a higher standard of care (Houge et al., 2012). In addition to minority interest
protection, the extent to which collateral and bankruptcy laws protect borrowers and lenders rights
serves as a determining factor in management ability to manipulate financial statement to paint a
favourable picture to secure debt financing. According to Sala-I-Martin et al. (2015), this is
measured by a country's legal right index. The level of legal rights index can therefore be a gauge
of the protection of creditors. From the above, literature measures IP not only by legalities and
regulations but by a mechanism that promotes internal and shareholder governance as well as the

ethical environment of business.

2.2.3.2 Relationship between IP and MgtQ

Empirical studies such as Doidge et al. (2007); Aggarwal et al. (2008); Chen (2015); Adeoye
(2013) and Withaar (2016) have explored the role of laws institutions and regulatory enforcement
system on firm management. However, these studies have only considered the association between
IP and corporate board effectiveness. As an example, Chen (2015) and Kobbi-Fakhfakh et al.
(2020) studied the relationship between institutions, more specifically property right protection,
and the structure of corporate boards in China and found that weak property right protection is
linked positively with both the size and the number of outsiders in a corporate board. In analysing
firm-level governance Aggarwal et al. (2008) and Garcia-Sanchez and Noquera-Gamez (2018)
find a positive relation between IP regime of jurisdiction and firm-level corporate governance.
According to them, the boards of directors of firms in weak IP countries appear to be less

independent compared to firms in a stronger IP environment.
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The conclusions made by Aggarwal et al. (2008) have been corroborated by Doidge et al. (2007)
who investigated the importance of country characteristics in internal corporate governance
mechanism. Their study evidenced that shareholder protection is positively and significantly
linked to firms’ internal corporate governance. Furthermore, Adeoye (2013) postulates that
country’s regulatory regime and enforcement system may be a prerequisite to improving the
internal governance mechanism of firms in SSA. Withaar (2016) and Isaboke and Naziri (2018)
provide evidence that, in a jurisdiction with a strong and stricter IP regime, firms have boards with
optimal size and composition. Nevertheless, their results did not show a significant effect of IP on
independence and meeting attendance of the board. Pathak and Sun (2013) also find no significant
divergence in the performance of independent directors in restraining financial reporting
manipulations between strong and weak IP countries. These studies only looked at board
independence, board size and board meeting attendance (board structural ad compositional

characteristics). They did not consider how IP relate to a firm reliance on ProMgt.

Kobbi-Fakhfakh et al. (2020) investigate the implications of rigorous board monitoring on
accounting segment disclosure quality. They also sought to determine whether the IP regime
moderate the relationship between rigorous board monitoring and FRQ. The results of the study
show that the quality of segment disclosure is enhanced for firms with independently composed
monitoring committees. The study further shows that a positive relationship between intensive
board monitoring and segment disclosure quality is more prominent in countries with a weak IP
regime than in a country with a strong IP regime. Thus, the study showed evidence in favour of a
“substitutive” relationship between intensive board monitoring and IP regime concerning their
association with segment disclosure quality. This finding evidence that board efficiency is a given
where IP is strong. However, in a weak IP regime intensive board monitoring maybe require to

ensure efficiency.

Based on the perspective shared by the institutional theory, the role of institutions, law and
regulations on the behaviour of firm through Coercive and normative isomorphism may influence
the quality of staff engaged by firms and the behaviour of top management staff. For example, in
a jurisdiction with quality laws, institutions, and enforcement system or strict IP regime,
companies are more exposed to high litigation risk and cost, and accordingly, to mitigate such risk,

the firm will rely more on professional managers chosen for merit and qualifications to occupy
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senior management positions than uses relatives or friends without due regard to merit. MgtQ,
therefore, is likely to be related to the IP regime of a country. However, extant studies have not
empirically examined how IP and MgtQ are connected. Therefore, examining the relationship
between [P and MgtQ which are yet to be considered in empirical literature will contribute to

filling the gap.

2.2.3.3 Other determinants of MgtQ

The empirical literature has not sufficiently considered the factors that determine the quality of
MgtQ engaged by firms. The dearth of evidence on the determinants of MgtQ nonetheless, this
study hypothesised that Foreign Ownership, Total Tax rates, National culture, Economic size and
Economic growth will influence a firms’ reliance on ProMgt as well as the level of BodEff (MgtQ)
in a jurisdiction.

Foreign Ownership: Foreign ownership refers to the control of a business or natural resource by
individuals or institutions outside the original jurisdiction of the firm. In general, when
multinational companies with a presence in more than one country, invest in a foreign country, by
way of foreign direct investment or acquisition, it results in foreign ownership of firms. Where the
multinational or institutional investor acquires at least fifty per cent of the shareholding, it is
regarded as the controlling shareholder. Foreign ownership may also occur where domestic

property or business is bought by a foreign individual.

It 1s hypothesised that the extent foreign ownership of firms operating in a particular jurisdiction
will influence the level of MgtQ of those firms. This is because foreign-owned firms may have
more resources to engage the services of ProMgt than domestically dominated firms, hence they
rely on PorMgt for some services. In addition, a foreign-owned firm has more robust recruitment
processes than a non-foreign own firm that may rely heavily on family, friends and other relatives

for managerial positions without regard to merit.

Total Tax rate: Total Tax rate is a measure of the fraction of income that an individual or
a firm pays as taxes in a particular country. This is determined as the average rate at which income
is taxed for individuals and companies. The total tax rate is the configuration of all taxes owed by

a taxpayer for the year. This comprises corporate income tax (percentage of operating income),
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labour tax and other taxes. This study predicts a positive relationship between a country's total tax
rate and the MgtQ. This is because tax represents one of the largest expenses to a company.
Because of this, firms normally engage in tax planning activities to reduce their tax burdens.
However, tax planning demands experienced, knowledgeable and astute professionals. Firms
would therefore turn to ProMgt to manage their tax planning activities for them. It is, therefore,
predicted that the Country's total tax rate will have a positive and significant relationship with
MgtQ. This is confirmed by Salawu (2017) and Khaoula and Moez (2019) who provided evidence

to show a positive relationship between Taxes and MgtQ.

National Culture: Culture has been defined by Hofstede (1980:260) as “the collective
programming of the mind which distinguishes the members of one group or category of people
from another.” This definition has been corroborated by Guiso et al. (2006) and Fernandez (2008)
who defined culture as “those customary beliefs and values that ethnic, religious, and social groups
transmit fairly unchanged from generation to generation”. Hofstede (1980) identified four
dimensions of national culture which included individualism versus collectivism. According to the
researcher, the individualism/collectivism index measures the degree to which people in a society
are integrated into a group. An individualistic society is said to have loose ties and people conduct
their activities in pursuit of individual and immediate family interest without cognisance of the
societal goal. Its counterpart, collectivism ascribes a society in which people are closely integrated
relationship extends beyond immediate family to the entire society and societal goal drive
individual actions and inaction (Hofstede, 1980). Individualism place emphasis on personal
benefit as the key factor in making a decision. Consequently in a country that promotes
individualism business will seek to satisfy the immediate family first in a decision such as
recruitment and will therefore engage close relative or family members in management position
irrespective of qualification or merit. This study predicts that a country with a high level of
individualism would have a lower level of board efficiency and lower reliance on ProMgt among
its firms. The plausible reason for this is that firms in countries with high levels of individualism
may lack coordination among their board of directors. This would mean that the board of directors
may not share ideas and may not be willing to either seek help from a colleague or offer to help a
colleague. This will stifle their ability to share ideas, innovate and learn from each other. In such

a situation, firms operating in countries with a high level of individualism will lack an efficient
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board of directors. Abedana et al. (2016) and Persakis and latridis (2016) show evidence to confirm

these suggestions.

Economic Condition: As an economy goes through periods of expansion and contraction
depending on the nature of fiscal and monetary policies, the economic condition of a country
changes over time along with the business cycles. The economic situation of a country drives
business strategic decisions, policies and outcome of firms (AlFalahi & Nobanee, 2019; Farooq
et al. 2020). A strong and conducive economic condition improves investors optimism and results
in increased expected returns. High GDP and high economic growth rate regime foster growth-
oriented business decision and improve the investment climate. The opposite could be true if
economic conditions worsen. Additionally, firms monitor macroeconomic conditions to project

sales growth and profitability.

This study predicts that the economic condition of a country in terms of growth and size will
influence a countries level of MgtQ. We argue that firms operating in bigger economies would
rely more on ProMgt than those operating in smaller economies. This is because bigger economies
may have many firms with larger firm assets. Therefore, the government and regulators in those
countries may put policies in place to protect the interest of investors. This will result in the firm
demanding the services of prompt. In addition, a country experience economic growth firm within
the country attempt to match performance with the level of economic growth and may choose to
employ highly qualified management and improve monitoring of board performance to ensure the

efficiency of the board of directors.

2.2.4 Auditor quality (AudQ) and FRQ

2.2.4.1 Empirical measure of AudQ

Audit quality has been examined from a various perspective in literature and its measurement
remains a crucial argument in empirical studies. Nevertheless, Rajgapal et al. (2015) indicate that
research that investigates the drivers and impact of audit quality have relied on varied proxies to
measure AudQ. From literature, Audit quality has been measured by the size of the audit firm, DA,
going concern opinions, audit fees, AQ etc. Literature categorised the more commonly used
proxies for audit quality into input-based proxies (indirect measure) and output-based proxies

(direct measure) (Aghaei Chadegani, 2011; Memis & Cetenak, 2012; Defond & Zhang 2014).
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Kitiwong (2014) explained the input-based measure of audit quality to mean auditor-specific
characteristics such as audit firm size, audit tenure, industry expertise and audit fees, whereas
output-based measure is explained to mean the characteristic of the financial statement underlying
the audit report, going concern opinions and material restatements, preferably initiated by the

auditor.

Among the various proxies used for measuring AudQ, the most commonly used input-based proxy
in literature is the size of the audit firm, (BigN and non-BigN). The intuition is that these
international audit firm provide enhanced quality audit than their counterpart due to their scale,
access to superior resources. International audit firms are perceived to be more independent since
they are susceptible to greater reputational risk should they be negligent, they have less individual
client revenue dependence and hence have less propensity to be manipulated by an individual
client; moreover, their larger revenue base exposes them to higher litigation risk (Skinner &
Srinivasan 2012; DeFond & Zhang 2014). Studies such as Lennox (1999); Memis and Cetenak
(2012); Kitiwong (2014) confirm the view that audit firm size (Big4 and non-Big4) is a good proxy
for audit quality. However, the BigN variable according to Rajgapal et al. (2015) is considered as
a signal variable without many nuances since audit firm size is not an engagement specific

measurc.

Output-based measures of AudQ have based on the premises that real audit fieldwork is not
observable or examinable. As a result, empirical studies have usually used ex-post data of audits
to evaluate the process of audit instead of assessing the process of an audit as it is being carried
out. This ex-post data include the level of accruals, the report of the audit, the incidence of beating
or missing performance benchmarks by firms and restatements of audited accounts (Kitiwong,

2014; Defond & Zhang, 2014). In general, a defective audit is reflected in a high level of DA.

Defond and Zhang (2014) summarise that excessive DA and significant restatements of financial
statements are acceptable for audit quality because they give a direct indication of the quality of
the audit process. However, they are sporadic and also do not account for financial statements
manipulations with generally accepted accounting principles. Moreover, the absence of significant
restatement does not automatically indicate higher AudQ as even the most carefully executed audit
procedures do not guarantee absolute assurance or detection of fraud. Kitiwong (2014) corroborate

further that measuring audit quality using DA numbers without considering the materiality concept

63



could be possibly misleading to researchers assessment of audit quality between a Big4 and a non-

Big4

Due to the importance of materiality in using output-based measure (DA) to determine AudQ,
Kitiwong (2014) measured AudQ by incorporating materiality into the level of DA and the nature
of audit opinion. According to Kitiwong (2014), the joint association between 'audit accepted level
of DA and type of audit opinion is what defines audit quality. Audit accepted level of DA
(Accepted-DA) which is pegged from 0.5% to 1%, 2.5%, 5%, 7.5%, 10%, 20% and 30% of lagged
total assets is used to test the extent to which auditors in different types of the audit firm and
different countries can tolerate DA. Accepted-DA is used as the yardstick to assess audit quality.
A low level of the benchmark helps indicate a more conservative auditor; a high-level one helps
distinguish an auditor who is more flexible. According to Kitiwong (2014), the appropriateness
of an audit report is determined by comparing the absolute value of DA and Accepted-DA. This is
to indicate whether the difference is over or under the Accepted DA. AudQ is eventually coded by
the joint relation between audit opinion type and Over/Under. Similar to empirical studies by
Butler et al. (2004) and Johl et al. (2007), an audit opinion on financial statements is classified as
either a clean opinion or an unclean opinion. AudQ is impaired if DAs are over an acceptable level
but audit opinion is clean or DAs are below a benchmark but the audit expressed an unclean

opinion.

The lack of agreement on the appropriate measure of AudQ motivated Rajgapal et al. (2015) to
empirically test the construct validity of the five AudQ proxies that have been variously applied in
accounting literature. Their study tested the validity of BigN auditor, DAs, signed and unsigned;
audit fees; AQ and meet or beat analyst consensus estimates as AudQ proxies. They sought to
determine the extent to which these proxies successfully predict identified audit and financial
reporting failures. The study shows that BigN auditor is negatively associated with the total
number of cases of identified audit failure. This result was instigated by the relatively fewer
incidence of audit failure accusation against BigN auditor. The study further shows a positive
relation between abnormal audit fees and cases of audit quality violation. Abnormal audit fees
were negatively related to an allegation of defective auditing but had a positive relationship with
other allegations. Non-audit fees ratio to audit fees positively related with allegations impaired

auditor independence. However, the study results further show that other audit quality such as
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DAs, signed and unsigned, AQ, meet or beat estimates of earnings, display nil or contrary relation
with audit defect. The study, therefore, concluded that the BigN dummy is the most appropriate
proxy to audit quality. This conclusion has been affirmed by Jiang, Wang and Wang (2019) who
relative to non-BigN auditors, BigN auditors provide higher audit quality. Despite the signed
agreement in the literature on the BigN proxy as a measure of audit quality, other empirical studies
such as Semba and Kato (2019) show contrary evidence on the Big Dummy. Semba and Kato,
(2019) show that controlling for client characteristic, all audit firms in Japan irrespective of their
size, dispense similar quality of service. They, therefore, conclude that there is no difference in
audit quality provided by Big4 and non-Big4. Nonetheless, Rajgapal et al. (2015) indicated that
other measures of audit quality suffer from construct validity issues. Rajgopal et al. (2019)
document that the predictive power of audit quality proxies is determined by research settings, the

specific audit deficiencies hypothesized for the testing.

The foregoing discussion shows that how to measure audit quality continue to be an empirical
question and researchers are yet to agree on the appropriate measure. This notwithstanding the
majority of extant study has measured AudQ using the Big-size audit firm (BigN) dummy. The
use of Big4 audit firm is premised on DeAngelo (1981) postulation that, AudQ is driven by the
auditor's technical capability and independence and since the technical capability is usually
presumed to be invariant across auditors, auditor independence is the main determinant of AudQ.
Consequently, AudQ is not different from audit firm size (Gul et al., 2009; Memis & Cetenak,
2012). This is because when audit firm “earn client-specific quasi-rents", audit firm that controls
a greater number of clients based are more susceptible to both financial and reputational damages
emanating from negligence and failure to report a discovered material misstatements and breach
in a particular client's records. According to De Angelo (1981), this collateral characteristic
increases the audit quality provided by big size audit firms. Consequently this study measure audit

quality by the dummy of Big4 audit firm.

2.2.4.2 Relationship between AudQ and FRQ
Studies that examined the antecedent of FRQ have linked FRQ to the quality of auditors employed
by the firm. These studies have proxied AudQ by Bigd dummy (that’s Big4 and non-Big4 audit

firm) and findings from these discussions have generally been inconclusive. However, most
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literature suggests that FRQ is enhanced when reporting entity engages Big4 Audit firms than non-
Big4 Audit firms. In corroborating the big size firm hypothesis, recent studies such as Persakis and
Iatridis (2016); Alzoubi (2016); Lopes (2018); Alzoubi (2018); OZCAN (2019) found that Big4
Audit firm dummy and FRQ had a significant positive relationship, suggesting that Big4 auditors
more effectively reduce financial statement manipulations relative to the non-Big4 audit firm. We
trace the trajectory of literature on the Big4 hypothesis from the seminal work of Becker et al.
1998 to contemporary studies in this literature review to show how empirical studies on the subject

has evolved.

In their seminal work, Becker et al. (1998) investigate how audit quality is related to EM practices
of firms. The study measured audit quality with Bigb dummy and EM was measured using Jones
1991 DA model. The study by Becker and others was premised on the proposition that firms that
engage the service of non-Big6 auditors may report DA that enhances earnings relatively higher
than the DA reported by firms using Big6 auditors. Their study revealed that firms that engaged
non-Big6 auditors recorded an average DA of 1.5 — 2.1 per cent of total assets higher than the DA
recorded by Big6 auditors’ client. The study further shows that, just like EM, firms that non-Big6
Auditors’ client had a greater mean and median of the absolute value of DA. This implies that
lower AudQ is associated with more "accounting flexibility". Their study concludes that EM is

significantly lower among Big6 auditors’ client compared with non-Big6 auditors’ client.

The findings of Becker et al. have been corroborated by Francis et al. (1999) who document that
the probability of using a Big6 auditor is propelling firms' endogenous propensity for accruals.
Albeit firms using Big6 auditors have higher levels of total accruals, their amounts of estimated
DA tend to be lower. Their finding is consistent with the hypothesis that aggressive and potentially
opportunistic reporting of accruals is restrained when the firm engages Big6 auditors. Krishman
(2003) also suggest that the relationship between stock returns and DA is significant for firms that
employ the services of Big6 auditors than for firms that use non-Big6 auditors. Moreover, the DA
of Big6 audit firm clients have a significant association with future profitability than that of non-
Big6 audit firm clients. This result is a confirmation of the hypothesis that when the auditor is

independent or a Big size audit firm, accruals would reduce.
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Similarly, Vinten et al. (2005) analyse the link between AudQ (measured by Big5 and non-Big5
dummy and auditor industry specialisation) and EM (measured by Jones DA) and provide evidence
that Big5 audit firm is associated with EM in the IPO year in Taiwan. This implied that AudQ
limit EM for Taiwan IPO firms. Confirming the BigN hypothesis, Rusmin (2010) show that AudQ
and EM were negatively related. Implying that the extent of EM amongst Big4 audit firms' client
was significantly lower than non-Big4 audit firm clients. Gerayli et al. (2011) also show that DAs
are negatively related to Audit firm size and Auditor Industry Specialization and thus supporting
their study hypothesis of a negative association between auditor independence and DA. The
general conclusion from the study was that firms that are audited by high-quality auditors have a

high propensity to have less DA.

The link between AudQ and EM has also been examined by Alzoubi (2016) using evidence from
Jordan. Using DA as a proxy for EM, the study shows a statistically negative and significant
relationship between AudQ and EM. The result concludes that the magnitude of EM is
significantly lower among Big4 auditors’ clients. The study thus espoused relative to non-Big4
audit firms, Big4 audit firm restrain earnings manipulation by firms and thus ensure FRQ. Based
on the study of the behaviour of DA in Portuguese non-listed companies, Lopes (2018) evaluated
whether there is a relationship between the manipulation of results and the quality of the auditors
engaged. The results of the study suggest a relationship between AudQ and EM. They show that
the magnitude of EM is significantly reduced among firms engaging a Big4 audit firm relative to
firms using a non-Big4 audit firm. The study, therefore, affirms the big audit firm size hypothesis
that accruals lowered for Big4 audit clients compared to a non-Big4 audit client and thereby
suggesting that Big size audit firm present better audit quality than non-big size firm. Again,
Alzoubi (2018) documents that AudQ (proxied by auditor tenure, size, specialisation, and
independence) and debt financing (low debt) curtail the potential of EM practices by firms and
thereby ensure enhanced FRQ. Furthermore, OZCAN (2019) provide evidence to show that
auditor independence and auditor industry specialization are significantly negatively associated
with the possibility of EM and therefore supporting the idea that the high-quality audit is one of

the key factors that can mitigate EM practices of firms.

Though many studies concur to the positive FRQ implication of audit quality measured by Big4

dummy, other evidence particularly those outside the US and the developed economies indicates
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that there is no FRQ difference between firms using the services of Big Size audit firm and those
using non-Big Size audit firms. For instance, such studies by Maijoor and Vanstraelen (2006) have
concluded that Big4 audit firms do not help reduce the EM of firms. Several studies have found
no significant relationship between AudQ and FRQ. Memis and Cetenak (2012) show that for
Brazilian and Mexican firms audit quality reduce the magnitude of firm DA. For the other countries
(Greece, Israel, South Korea, Poland, Russia and Turkey), AudQ and EM had no significant
relationship. They concluded that Big4 do not restrain EM practice incentives in every emerging
country. Yasar (2013), observed that audit quality (proxied by audit firm size), does not affect the
magnitude of DA. The study concludes that there is no significant difference in audit quality
provided by Big4 auditors and non-Big4 auditor. Accordingly, Big4 audit firms do not restrict EM

practices in Turkey.

Habbash and Alghamdi (2017) investigate the link between audit quality and EM in less developed
countries. In their study, audit quality was proxied by five different measures (auditor size, auditor
industry specialization, auditor opinion, auditor change and timeliness of auditor report) and EM
was measured by the absolute value of DA computed using the Kothari model. The study finds
only auditor opinion as an indicator variable for the EM practice of firms. Accordingly, their
results corroborated the assertion that auditors are ineffectual in front of opportunistic behaviour

or activities by managers or corporate insiders.

Ajekwe and Ibiamke (2017) tested the Big4 hypothesis in Nigerian Stock Exchange by assessing
the relationship between audit quality and EM. Proxying EM by the level of absolute DA, the study
shows that Big4 auditors restrain EM practices but statistically insignificant. The results of the
study imply that the presumption that Big4 auditors provide superior quality audit services and for
that matter ensure high-quality earnings than non-Big4 auditors is misconceived. Therefore, the

capacity of Big4 and non-Big4 in restricting EM activities of Nigerian firms is not different.

Abid et al. (2018) investigate whether, in a jurisdiction with feeble institutional settings, external
auditors can potentially approve or limit a firm’s EM practices. The study measured EM using
signed discretionary and performance-adjusted DA and Bigd dummy and audit opinion (Qualified
vs. Unqualified) were used to measure audit quality. The results of the study reveal EM activities
of Big4 auditors’ client and non-Big4 auditors client had no significant differences. The study

further revealed that consistent with the entrenchment hypothesis, EM is predominant in family-
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controlled firms and Big4 auditors s do not moderate the family dominance effect on EM. On the
effect of an institution, the study revealed that a small audit market characterised by low-risk
exposure to litigation, bonding of audit firms and their client, weak IP regime, abysmal law
enforcement systems and influential family dominance provides the environment for auditors to

exhibit opportunistic behaviour that undermines independence and objectivity of auditors.

Yasser and Soliman (2018) assess the impact of Audit quality on EM using in the listed companies
in Egypt for the period 2012-2016. The study results show a positive significant relationship
between auditor tenure and EM. Meanwhile, Audit firm size and auditor industry specialization
had no significant link with EM. The study, therefore, suggests that Big4 auditors do not
aggressively restrain EM practice than non-Big4 auditors. It was discovered that firm that engages
the services of Big4 auditors reported same levels of DA like those who are audited by non-Big4,
and thus conflicting the concepts of Becker et al. (1998) and DeAngelo (1981), and raising
question on the wide use of Big size dummy as a measure of audit quality in the accounting
literature. However, the findings are consistent with Yassar (2013) who referred to the dissimilarity
between the audit environment in developing countries and developed countries like the USA and

UK.

Testing the Big4 hypothesis in the context of an emerging market as Vietnam et al. (2018) applying
GMM methodology concluded that, contrary to a large body of research in the developed
economies that support the BigN effect on FRQ, Big4 do not restrain REM in emerging economies.
Zandi et al. (2019) also analyse the relationship between Big4 auditors and FRQ in Pakistan firms.
Measuring FRQ by the level of accrual, the study results show that firms that Big4 auditors’ clients
have significantly lower accrual-based earnings management (AEM). The implication Big4
auditors’ client produce better FRQ than non-big4 auditors’ clients. However, using REM as a
measure of FRQ, the study provides evidence to show that Big4 auditors' client has higher REM
than non-Big4 auditors' clients. This suggests that Big4 auditors’ clients produce poor FRQ as
compared to non-Big4 auditors’ clients. Zandi et al. (2019) thus suggest that Big4 auditors can

effectively restrain AEM activities but are impotent in curtailing REM activities.

Based on recent allegations of large scale financial misrepresentations associated with the Nigerian
oil sector, Alao et al. (2019) evaluate the impact of audit quality on EM practices among Nigerian

oil and gas listed companies for a period of 5 years (2014-2018). The study used corporate annual
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reports of twelve (12) listed oil and gas companies for the period under consideration. In testing
their hypotheses, the study employed both descriptive statistics and Ordinary Least Square (OLS)
regression analysis. The management of earnings is measured using DA based on the modified
Jones model and regressed against audit firm size, auditor industry specialisation and auditor
independence. The study results show a relationship between audit quality and earnings
manipulation. The study provides evidence that auditors' independence positively and
significantly relates to EM. However, the other variables (Audit firm size and auditor industry

specialization) have an insignificant relationship with EM.

Farda et al. (2020) investigate the effect of AudQ on the REM of IPO companies. The study uses
the data of 128 firms quoted on the Turkey Stock Exchange during the years 2007 to 2017. The
study results evidence that the audit quality increases in the year of initial public offerings. Also,
results show that the type of auditor, the Audit Tuner, and the concentration of ownership on the
audit quality positively and significantly affect EM. Almarayeh et al. (2020) also confirm that in
emerging economies, the external audit role in restraining EM is functionally different from that
in Anglo-Saxon and West-European economies. Consequently, AudQ and audit fees have no
significant effect on EM given the institutional regime in Jordan. Jordan, et al. (2010) summed up
that compared to non-BigN auditors, BigN auditors dispense better quality audit services and
forcefully curtail their clients’ potencies to manage earnings in advanced economies such as the
U.S. However, research outside the U.S. finds no consistent audit quality differential based on
auditor size. It is believed that the inconclusive nature of the extant study partly emanates from the
context of the study and the choice of control variables that condition the effect of audit quality
and FRQ. These studies do not control for the effect of other key factors such as culture, MgtQ,
political, economic and business environment that have been established in the literature as

important mediating factors.

Ismayil (2020) employed a logistic regression model to investigate the relationship between EM
and four audit quality variables (audit firm size, industry specialization, and audit fee) by
analysing 60 Swedish listed companies from five different sectors (basic materials, consumer
services, healthcare, industrials, and technology) for the period between 2016 and 2018. The 8-

variable Beneish Model was sued to estimate EM. The evidence of the study reveals that industry
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specialization is a significant factor that restricting EM, while the size of the audit firm (Big4) and

audit fees do not significantly influence EM.

2.2.4.3 Gaps in the literature

A review of the extant literature on the link between AudQ and FRQ provides some interesting
insights into the Big4 hypothesis and the difference in research findings in various countries. The
foregoing discussion suggests increasing interest in research on the Big4 hypothesis in emerging
economies. Some studies reveal that firms that engage the services of Big4 audit firms improve
their FRQ. However, the majority of these studies as discussed in the earlier paragraphs suggest
that evidence on the relationship between audit quality and FRQ is inconclusive. This is because
while some studies such as Iatridis and Dimitras (20130; Persakis and latridis (2016); Alzoubi
(2016); Lopes (2018); Alzoubi (2018) and OZCAN (2019) allude that Big4 auditor restrains
financial reporting manipulation and for that matter ensure FRQ more than non-Big4 audit firm,
other evidence particularly those outside the U.S. such as Habbash and Alghamdi (2016); Ajekwe
and Ibiamke (2017); Abid et al. (2018); Yasser and Soliman (2018); Khanh and Nguyen (2018);
Almarayeh et al. (2020) and Ismayil (2020), indicate that there is no difference in FRQ between a
Big4 and non-Big4 auditors and that a Big4 does not restrain financial statement manipulations.
Some studies such as Alao and Gbolagade (2019), Zandi et al. (2019) and Farda et al. (2020)
empirically show that Big4 auditors' client had a high level of DA than non-Big4 auditors' clients.
This implies that relative to non-Big4 auditors' clients, Big4 auditors' client is producing poor FRQ.
The conflicting results from extant studies confirm that existing research does not provide
conclusive and complete evidence about the relation between audit quality and FRQ and for that
the Big4 hypothesis. This inconclusive evidence provides opportunities for further research.
Jordan et al. (2010), Farda et al. (2020) and Almarayeh et al. (2020) suggest that while studies in
the developed economies conclude that, relative to non-BigN auditors, BigN auditors more
forcefully restrain their clients’ effort managing earnings in general, research in less developed
economies has found no difference in FRQ between BigN and non-BigN auditors. This, therefore,
indicates that the relationship between AudQ and FRQ may be contextually dependent and SSA
may have a different result. From the findings of Jordan et al. (2010), Farda et al. (2020) and
Almarayeh et al. (2020), it can be argued that the AudQ effect on FRQ is significantly positive in

a controlled and highly regulated environment like the US than less controlled and less regulated
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environment. Given that the implication of audit quality on financial reporting has been
acknowledged to be contextual dependent, the situation in the African countries may yield
different results. Some isolated studies such as Okolie et al. (2014) document that AudQ significant
and negatively related to EM. Tyokoso and Tsegba (2015) reveal that AudQ and EM have an
insignificant negative relationship. Alao and Gbolagade (2019) suggest that there is a relationship
between AudQ and earnings manipulation; auditors’ independence has a significant positive
relationship with EM. These studies are narrow in scope and do not give a general picture of SSA.
From the literature, the search researcher is yet to consider a cross country perspective of the Big4

hypothesis in SSA.

Furthermore, recent studies showing a relationship between audit quality and FRQ only employed
a static regression framework which assumes a homogeneous parameter on firms located in a
jurisdiction. Since many processes exhibit dynamic adjustment over time, disregarding the
dynamic aspect of data leads to serious misspecification biases in the estimation. Consequently,
another important point to note is that the diverse results on the FRQ implication of audit quality
are unquestionably the result of the several methodological issues that audit quality research faces.
Therefore, the results of the majority of these studies may be spurious due to a lack of attention to
crucial research issues, such as endogeneity, variable measurements, survey biases and other
methodological issues (Crane et al., 2017). As an example, the question of endogeneity was rarely
discussed and addressed in these extant studies. Endogeneity is a phenomenon where the error
term of a model correlates with the explanatory variables (Khan et al., 2018). It might, therefore,
not be outrageous to suggest that the conclusions of most of these studies must be held suspects
for not treating this issue carefully (Crane et al., 2017). The problem is that endogeneity might
result in inconsistent regression coefficients, thereby leading to inappropriate conclusions about
the significance of the variables (Ullah et al., 2018). This study builds on the limitations of the
previous studies by incorporating a state-of-the-art research design and estimation technique called
the Sys-GMM that allows for a rapid accumulation of knowledge in the growing field of MgtQ.
The use of the dynamic estimation model (Sys-GMM) specifically addresses the endogeneity

problem.
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2.2.5 Investor Protection (IP) and FRQ

The roles of institutions, regulation and enforcement system in promoting FRQ have been
discussed by literature to some limited extent. Standard-setting bodies and regulatory institutions
assume significant responsibility for setting effective regulations and standards and being the
controlling and monitoring mechanism on external auditors to ensure FRQ. Auditors have an
obligation to investors to exercise due professional care and express opinions that are appropriate
under the circumstances. Audit failure, therefore, exposes audit firms to litigation for fraud and

negligence.

Literature on the FRQ implications of the IP regime is scant. Though studies are limited, a
forcefully emerging conclusion from the few existing studies is that FRQ is better in a jurisdiction
with a strong and stricter IP environment than countries with feeble IP regime. These research
postulations are based on the assumption that strong and strict IP are the most effective coercive
mechanism to inhibits corporate insiders’ potential to misappropriate corporate economic

resources and therefore mitigate their motivation to produce fictitious financial reports.

Ball et al. (2003), document that despite the high-quality financial reporting standards, FRQ 1is
abysmal in countries such as Hong Kong, Malaysia, Singapore, and Thailand due to incentives
emanating from weak institutional structures. Accordingly, Bell et al. suggest that countries that
require improvements in FRQ should focus on weakening managers incentive strengthening
institutional and regulatory mechanism which is considered more fundamental than adopting
harmonised financial reporting standards. They argue that except for improving countries
institutional quality, harmonising reporting standards across countries may not be able to address
the differences in FRQ. Shen and Chih (2005) investigate the effect of a country’s IP environment
on banks' EM practices across 48 countries worldwide. The results of the study revealed that a
stronger and stricter IP environment minimises the incentives of banks to manage earnings and
produce low-quality financial reports. Similarly, Bushman and Piotroski (2006) explored the
incentive to manipulate financial report that is generated from the institutional structure and
regulatory regime of a country. From their empirical examination of the relations between key
institutional and regulatory features and a firm’s AC, they show evidence on a medium by which
specific institutions demonstrate their effect on observed AC. Furthermore, Dargenidou et al.

(2007) conclude that asymmetrical information is resolved in the financial reporting by the
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exercise of prudence and high conservatism in estimates and accounting policies in a country
where there is strong and stricter protection of minority shareholder interest through either the

legal IP provisions or strict monitoring.

Huijgen and Lubberink (2005) examine the implications of strong institutional on AC by
comparing conservatism practices of U.K. firms that were also listed in the U.S. with the AC
practices of U.K. companies not listed in the U.S. The study was based on the hypothesis that AC
will highly establish for cross-listed companies than for companies that were only listed in the
U.K. This was because cross-listed companies face a stricter enforcement regime. Moreover, cross-
listed firms may capitalise on their listing on a US stock market to signal better quality reporting
to investors and stakeholders. The study employed a matched-pairs research design. The results of
the study show that earnings conservatism in U.K. cross-listed firms were significantly higher than
earnings conservatism of firms with no cross-listing in the U.S. Furthermore, high-level AC
practices of cross-listed U.K. was more prevalent in their early years of their cross-listing. The
findings of the study imply that a stricter enforcement regime drives earnings conservatism and

for that matter ensures FRQ

Using a sample of forty-six countries around the globe (including 3 Africa countries), Houge et al.
(2012) document that mandatory IFRS adoption leads to earnings quality only in countries with
stronger and stricter IP environment. They suggest that firms’ financial reporting practices and
behaviour is controlled by the macro settings of the country. This study has also been corroborated
by Persakis and Iatridis (2016) who indicated that firms in countries with strong IP regime have
higher earnings quality compared with firms in countries with feeble IP regime. Fang et al. (2016)
assess the link between minority IP and the EM practices of firms and document that strong
minority shareholders interest protection regime curtails accrual-based EM practices of firms but

do not significantly affect REM practices of the firm.

To answer whether the strengthening of legal IP inhibits enterprises' EM practices, Zengfu and
Min (2017) investigate both the accrual and real-based EM activities using a sample of Chinese
listed firms. The two models used by the study reach different conclusions, that is, legal IP hurts
accruals manipulation, but has a positive impact on REM. Further study finds that it is mainly to
promote the state-controlled firms' REM, but has no significant effect on the non-state-controlled

firms' REM.
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Kouki (2018) analysed the impact of IP on EM practices pre and post IFRS adoption. Their study
provides evidence to show that IP better determines EM practices post-IFRS. The findings further
revealed that EM for the second reporting period is significant in jointly explained by both
international standards and IP regime. Lourengo et al. (2018) also show that a higher level of
perceived corruption in a country promotes earnings manipulations in emerging economies.
However, corruption perception has no effect on earnings quality in the developed economies
where minority shareholders’ protection is stronger They further show a negative relationship
between IP regime and EM practices in developed countries contrary to the case for emerging

countries.

Lemma et al. (2019) also provide evidence to show that a stable political environment minimises
the extent of accrual-based EM practices of the corporate organisation but enhances REM practices
of firms. However, political rights exacerbate accrual-based EM practices but do not affect REM
practices of firms. They show further that the relationship between political rights and REM
practices is more affirmed in a jurisdiction with a more stable political environment. Chen et al.
(2020) analyse the implications of IP environment, market monitoring mechanism and stock
market liquidity on the degree of EM. The study employed a sample of 430 companies from 34
countries cross-listed as American Depository Receipts (ADRs). The primary findings are that
ADR companies from countries with a stringent legal system, strong investor rights, more
institutional shareholders, and more financial analysts following, have a lower probability of
managing earnings. Legal factors, institutional holdings, and stock liquidity are particularly
significant factors, suggesting that threats of lawsuits and monitoring by investors are an effective
mechanism to reduce earnings manipulation. Results also indicate that cross-listed companies
engage more in EM practices in the pre-listing period relative to the post-listing period and that
stocks quoted in Over the Counter (OTC) market tend to have more EM than those in major

exchanges.

Rika et al. (2020). investigate the determinants of earnings quality which included the indirect
relationship between IP based on governance quality and earnings quality mediated by audit
quality. It also included the implementation of corporate governance as well as the moderating
effect of IFRS adoption on the link between audit quality and earnings quality. The research was

conducted in the context of comparative countries between Indonesia and Singapore. Data analysis
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in this study uses path analysis with the application of the Structural Equation Model - Partial Least
Square (SEM-PLS). The study results provide evidence that "IP based on governance quality" in
Indonesia negatively affect audit quality and corporate governance implementation. Meanwhile,
"IP based on governance quality" in Singapore positively affect audit quality and corporate
governance implementation. In Indonesia, the variable of IP based on government and audit quality
does not affect earnings quality, but it does in Singapore. Corporate governance implementation
has a positive effect on earnings quality for both Indonesia and Singapore. Empirical evidence for
Indonesian auditing the quality of variables is not able to mediate the effect of investor quality-
based IP on earnings quality. This result contradicts Singapore auditing that the quality of variable
can mediate this effect. The variable of corporate governance implementation can mediate the
effect between investor quality-based IP on earnings quality for both Indonesia and Singapore.
This research concluded that the adoption of IFRS, both Indonesia and Singapore, can moderate

audit quality and earnings quality.

The traditional view that enhancing legal, regulatory and enforcement system in a country always
increases FRQ and audit quality have been challenged by Ewert and Wagenhofer (2019). Their
challenge is based on the presumption that such a view does not consider the fact that the
management strategies and auditors are jointly influenced in equilibrium and depend on each other.
The researcher provides evidence to show that increasing the strength of the enforcement system
enhances audit effort if the enforcement regime is relatively feeble and deteriorate audit effort if
the reverse is true. The basis for this crowding out is that audit effort is determined not only by the
enforcement system but also by the expected earnings management, which is restricted by a
stronger enforcement system. This result has immediate implications on audit effort, which
therefore enhance and then diminishes in enforcement intensity. They demonstrate empirically that
quality financial reporting is not always enhanced with greater enforcement strength. It largely

depends on how FRQ is measured.

Though there is apparent consistency in existing studies on the implications of IP on FRQ,
researchers who have investigated this empirical question, seem to have only highlighted certain
key control variables and left out the professionalism of management which is critical in ensuring
FRQ. Management is primarily responsible to ensure that, corporate overall control environment

and internal control system including financial information system, yield high-quality financial
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reports to the company's stakeholders. Therefore, the quality of management will to a large extent
drive FRQ. As the IP regime become stronger, FRQ will be enhanced if management is more
susceptible to reputational damage. Such exposure to reputational damage is more grievous for
ProMgt than non-ProMgt. It is therefore contented, as the IP regime become stronger, FRQ will
be enhanced more for countries that rely more on ProMgt than those that rely less on ProMgt. This
notwithstanding, studies that examined the implications of IP on financial reporting do not control

for the effect of MgtQ.

Additionally, the generalisability of these studies to SSA could be questionable since they have
focused on the major industrialized countries except for few studies (such as Leuz et al., 2003;
Francis & Wang, 2008; Houqge et al.,, 2012) that included few SSA countries. These few
international studies subsume the SSA facet in global data. Therefore, the conclusions cannot be
extended to the SSA economies because the level of economic development is expected to be an
essential factor affecting FRQ. In addition, cultural and national variations are expected to affect
the accounting practices in general and FRQ in particular. This study contributes to accounting
literature on the effect of laws, regulations, minority shareholders interest protection and IP on

FRQ by broadening evidence to the SSA countries and controlling for the effect of reliance on

MgtQ.

Moreover, recent studies showing a relationship between IP and FRQ only employed a static
regression framework which assumes a homogeneous parameter on firms located in a jurisdiction.
Since many processes display dynamic adjustment over time, ignoring the dynamic aspect of data
leads to serious misspecification biases in the estimation. Therefore, the results of the majority of
these studies may be spurious due to a lack of attention to crucial research issues, such as
endogeneity, variable measurements, survey biases and other methodological issues (Crane et al,
2017). For example, the question of endogeneity was rarely discussed and addressed in these extant
studies. Endogeneity is a phenomenon where the error term of a model correlates with the
explanatory variables (Khan et al., 2018). It might therefore not be outrageous to suggest that the
conclusions of most of these studies must be held suspects for not treating this issue carefully
(Crane et al., 2017). The problem is that endogeneity might result in inconsistent regression
coefficients, thus leading to inappropriate conclusions about the significance of the variables

(Ullah et al.,2018). This study builds on the limitations of the previous studies by incorporating a
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state-of-the-art research design and estimation technique called the System Generalised Method
of Moments (Sys-GMM) that permit a rapid accumulation of knowledge in the growing field of
MgtQ. The use of the dynamic estimation model (Sys-GMM) specifically addresses the

endogeneity problem.

2.2.6 The interactive effect of IP and AudQ on FRQ

The empirical literature on the joint effect of IP and AudQ on FRQ is limited and few existing
studies focused more on Europe and the U.S. which have been acknowledged to have strong
institutions, legal and regulatory environment. Studies such as Maijoor and Vanstraelen (2006),
Francis and Wang (2008), Van Tendeloo and Vanstraelen (2008) and Persakis and Iatridis (2016)
appear to produce an inconclusive position on whether IP environment moderates the effect of
AudQ on FRQ. Employing data from forty-two countries (including 4 from the African countries),
Francis and Wang (2008) assert that a stronger and stricter IP regime or AudQ alone does not result
in enhanced FRQ. They suggest that the IP regime moderate the relationship between AudQ and
FRQ and the impact of IP on FRQ is also moderated by AudQ. They, therefore, suggest that firms
in countries with stronger and stricter investment protection regimes will have better FRQ than
firms in countries with weaker IP. However, the higher FRQ will be associated with firms using
Big4 auditors. Francis and Wang (2008) elucidate that, in the lack of strict regulatory and
enforcement regime auditors for fear of dismissal by a client may acquiesce to fraudulent
behaviour of insiders. However, as the IP environment become stricter and stronger and there is a
greater possibility that firms misreporting will be detected and auditors involved will be punished,
auditor motivation changes from loss of a client to reputational damage. The cost of auditors to
reputational damage will depend on the reputational capital of the audit firm. Being more
susceptible to litigation, Big size audit firms have more propensity to restrict financial reporting

manipulations as IP regimes become stronger and stricter.

Van Tendeloo and Vanstraelen (2008) document that privately held firms that use the services
Big4 audit firms engage less in EM compared to firms that use the services of a non-Big4 auditor.
However, they find further that such association exists only in a jurisdiction with strict tax laws
and an enforcement system. In countries with strict tax laws and enforcement system, firms are

regularly subjected to a tax audit by tax authorities. The financial statement serves as the basis to
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determine corporate tax liabilities and therefore is prone to external scrutiny by tax authorities.
Therefore where tax enforcement is strict Big4 audit firm for fear of detection and punishment and
to protect their reputation will ensure a better quality of reported earnings and hence improved

FRQ.

Finally, Persakis and latridis (2016) ) based on data from advanced countries from 2005-2012
reported that the use of higher AudQ leads to higher earnings quality and FRQ in a jurisdiction
with a strong IP regime and that low AudQ implies weakened earnings quality and FRQ in
jurisdictions with feeble IP regime, irrespective of the financial crisis. From the above study, IP
enhances FRQ when the firm uses the services of the Big4 audit firm. This indicates that in the
absence of Big4 audit firm IP may not have a significant effect on firm financial reporting

behaviour contrary to institutional theory perspective on the effect of coercive isomorphism.

These studies suggest that it is the interaction of a strong IP environment and AudQ that ensure
FRQ. Thus, in a jurisdiction with a stricter legal and enforcement system (IP regime), FRQ will be
enhanced. However, based on DeAngelo (1981) reputational hypothesis and the deep pocket
hypothesis (Dye 1993; Lennox 1999), the enhanced FRQ will characterize firms audited by well-
known Big international auditors who are more susceptible to litigation because of their greater
wealth. Consequently, studies such as Newman et al. (2005); Francis and Wang (2008); Van
Tendeloo and Vanstraelen (2008); Persakis and Iatridis (2016) suggest that strong IP interplays

with auditor independence ensure FRQ.

Choi et al. (2018) investigate the implications of legal regime stringency of jurisdiction and the
presence of a Big4 audit firm on firms’ REM practices in an international setting. The study
discussed three questions concerning the impact of AudQ and the legal environment on REM. The
results of their study show that REM is positively linked to the strength of the legal regime and
negatively associated with AudQ. The positive relationship with the strength of the legal regime
is alleviated by the presence of a Big4 audit firm. They, therefore, conclude that albeit the legal
system of a country is designed to deter AEM for IP, it cannot achieve a comparable impact
concerning REM implying that the imposition of more stringent legal institutions alone is not
sufficient to reduce EM, because managers can switch from AEM to REM. In this case,
strengthening regulations to minimize accounting fraud may lead to an unintended deterioration

of earnings quality.
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On the contrary, Choi et al. (2008) provide evidence to show that, controlling for other fee
determinants, audit fees charged by Big4 audit firm are higher than non—Big4 audit firms fees, for
a given legal liability regime and regulatory environment. However, as countries' legal liability
and regulatory regimes are strengthened, the Big4 premium decreases. Francis and Wang (2008)
in contrasting their study argued that although Choi et al. assessed audit fees, exorbitant audit fees
could be an indication of audit quality. Therefore, on the face value, the findings by Choi et al.
(2008) could be delineated that, Big4 auditor are clearly of better quality as compared to non-Big4
audit firm in weak legal and regulatory regimes. Nonetheless, in a stronger legal and regulatory
environment, there is less quality differentiation in audit service quality between Big4 and non-
Big4 auditors. This according to Francis and Wang implies that, the gap in audit quality between
Big4 auditors and non-Big4 auditors decreases than increase with the strength of the legal and
regulatory environment. This can be explained by the possibility that non-Big4 audit firms are
growing firms in a competitive environment and therefore building and guarding their reputation.
As a result, they are more mindful of any tendencies that can torpedo their prospects in a

jurisdiction with strict rules and an enforcement system.

Furthermore, Maijoor and Vanstraelen (2006) provide evidence to show that, the level of EM is
not uniform and that a stronger institutional environment can minimise the magnitude of EM,
notwithstanding the type of auditor. Piot and Janin (2007) document that, the use of Big5 audit
firms does not restrain EM practices. They indicate that the lack of differentiation among Big5
auditors’ client and non-Big5 auditors’ client AC practices is consistent with the lower possibility
of litigation that the French Civil Code offer. They indicate that the lower risk of litigation has the
likelihood of eliminating the deep pockets incentive for investors. Almarayeh et al. (2020)
indicated that quality institutional settings influence the relationship between AudQ and EM

practices of firms and for that matter FRQ.

Apart from the lack of agreement on the interactive role of quality auditor and IP environment on
FRQ the existing few international studies focused more on developed economies and for that
matter cannot be said to be representing SSA. Though Francis and Wang (2008) include few
African countries in their study, their effects were subsumed in global data. It may be appropriate

to get the true SSA picture on the interactive effect of AudQ and IP environment on FRQ. This
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study contributes to the literature on audit quality IP and FRQ by expanding the evidence to the

SSA countries.

Furthermore, extant studies discussed in the foregoing paragraph have mainly employed a static
regression framework that assumes a homogeneous parameter on firms located in a jurisdiction.
Since many processes display dynamic adjustment over time, ignoring the dynamic aspect of data
leads to serious misspecification biases in the estimation. Consequently, another important point
to note is that the results from extant literature are indubitably the result of the several
methodological issues associated with the static regression framework. Therefore, the results of
the majority of these studies may be spurious due to a lack of attention to crucial research issues,
such as endogeneity, variable measurements, survey biases and other methodological issues (Crane
et al., 2017). As an example, the question of endogeneity was rarely discussed and addressed in
these extant studies. Endogeneity is a phenomenon where the error term of a model correlates with
the explanatory variables (Khan et al., 2018). It might, therefore, not be outrageous to suggest that
the conclusions of most of these studies must be held suspects for not treating this issue carefully
(Crane et al., 2017). The problem is that endogeneity might result in inconsistent regression
coefficients, thereby leading to inappropriate conclusions about the significance of the variables
(Ullah et al., 2018). This study builds on the limitations of the previous studies by incorporating a
state-of-the-art research design and estimation technique called the Sys-GMM that allows for a
rapid accumulation of knowledge in the growing field of MgtQ. The use of the dynamic estimation

model (Sys-GMM) specifically addresses the endogeneity problem.

2.2.7 Other Determinants of FRQ

FRQ has been an important feature that investors look out for before they make investment
decisions. As a result, most firms and countries have put in place measures and policies to achieve
the highest levels of FRQ. Given this, researchers have also made contributions by investigating
and documenting the factors that drive the FRQ. Consequently, the literature is awash with many
studies that document the determinants of FRQ. Literature categorised these actors into two

different strands.
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The first strand of literature investigated the factors that influence the FRQ of firms. The findings
of studies on this subject matter have been discussed below based on the two different strands of

literature.

2.2.7.1 Country-level factors

The first strand of literature on this subject matter concentrates on the determinants of financial
reporting qualities in countries. Specifically, this group of literature looked at the country-specific

factors that influence FRQ.

Macro-economic condition: A study conducted by As’ad (2019) to examine the determinants of
FRQ among ASEAN countries documented a positive relationship between economic size,
economic growth, corporate governance structure, leverage and the protection of minority
interests. This study shows that countries that experience high economic growth and at the same
time having policies that protect the interest of minority shareholders enjoy better FRQ. However,
it has also been suggested that firms have a higher tendency to manipulate earnings upward during
the better economic condition. This has been confirmed by some literature such as Conrad, Cornell
and Landsman (2002) who suggest that firms are greatly motivated to avoid poor performance
when the economy is good. As a result, they have higher tendencies to boost earnings numbers at

such times.

Filip and Raffournier (2014) assess the impact of the 2008—2009 financial crisis on the EM
behaviour of European-quoted companies. Their study shows a significant reduction in EM
practices in most of the 16 sampled countries in the crisis years The study also reports that the

level of EM is related to the economic growth rate of a country.

Additionally, Cohen and Zarowin (2007) investigate the relationship between economic conditions
and the likelihood for firms to manage earnings upwardly. The study discovered further that the
propensity for firms to meet or beat earnings targets has a significant relation with the Price-
Earnings ratio of the market. They provide evidence that aggregate conditions, as well as firm-
specific effects, determines firms financial reporting behaviour as they show a negative

relationship between economic growth and FRQ.
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Nadhir and Wardbani (2019) have also shown that market capitalization is positively related to the
quality of firms' financial report. This suggests that countries with a large stock exchange have
quality FRQ. These findings are not unexpected because countries with large capital base and
economic growth tend to have a good system to guide the financial reporting practices of their

firms.

National Culture: Other studies have confirmed the relationship between national culture and the
quality of financial report produce by firms. Such extant studies were based on the assumption that
the behavioural tendencies of people are influenced by their national culture. For example, Paredes
and Wheatley (2017) using Hofstede (1980) measures of cultural dimensions find that real earnings
management is negatively related to individualism, masculinity, and uncertainty avoidance, but
positively associated with power distance. Their results show further that IP laws are subsumed by

national culture.

Hashim (2012) examine the FRQ implications of national culture and documents that no
significant relationship between the race of board chairman and CEO and AQ. Curiously, the study
show higher-quality financial report is associated with firms Malay directors dominance. From
these findings, it can be inferred that FRQ is not free from national culture and is impacted largely
by government policy. Other studies (such as Han et al., 2010; Doupnik, 2008; Nabar & Boonlert-
U-Thai, 2007) have established that firms' financial reporting behavioural characteristics relate to
the value systems (national culture) of the players in the financial reporting processes as well as

the legal and enforcement environment of the country.

Foreign ownership: The ownership structure of firms have been found to influence corporate
governance and FRQ (Lepore et al., 2019; Rashid 2020). Some studies have focused on the
influence of foreign ownership on the quality of firms’ financial report. According to An (2015)
extant research indicate that foreign ownership can either enhance or deteriorate FRQ. It is
suggested that the foreign ownership effect on FRQ is expatiated by two conflicting hypotheses
(the active-monitoring hypothesis and the transient hypothesis). An (2015) provides evidence to
show that foreign ownership has a positive and significant relationship with AC. This study results
corroborate the active-monitoring hypothesis of foreign ownership, indicating that foreign
ownership restrains managerial opportunism, and hence contribute to increasing FRQ. This study

is supported by Guo et al. (2015) who provide evidence to show that foreign ownership improves
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the accounting oversight of local firms by restraining financial reporting manipulation. Contrary
to the evidence that foreign ownership has a positive association with FRQ and for matter
supporting the active-monitoring hypothesis, Le et al. (2017) provide evidence that foreign
ownership has a negative relationship with AC and for that FRQ among Vietnamese firms quoted
on stock exchanges. Their study results lend credence to the transient hypothesis of foreign
ownership which indicate that foreign investors with a low level of ownership do not have

significant incentives to oversee managers.

Tax levels: Concerning the effect of tax on FRQ, Amidu et al. (2019) provide evidence to show
that non-financial multinational corporations manipulate more earnings and engage in transfer
pricing to avoid taxes. They suggest that the sensitivity of tax avoidance transfer pricing decreases
as firms increase their EM. Susanto et al. (2019) examined whether tax aggressiveness is an
indicator of EM using listed firms in the Indonesia Stock Exchange from 2013 — 2017. The study
evidenced that tax aggressiveness, institutional ownership and leverage affect EM. They show that
tax aggressiveness (companies with low tax rates) has a positive and significant effect on EM.
These studies suggest a negative relationship between tax rate and FRQ. As a country total tax rate
increases firm are expected to manipulate earnings to avoid payment of excessive tax. This will
lead to lower FRQ. The possible negative association between tax and FRQ has also been
empirically confirmed by Arachi and Bucci (2019) and Kuo and Lee (2019). These studies
confirm that a country's tax rate motivates firms to manipulate financial statement to avoid

payment of taxes.

2.2.7.2 Firm-level factors

The second strand of literature examined the firm-level factors that drive the quality of firm
financial reporting. There have been extensive studies that have investigated the link between firm-
specific attributes and FRQ of firms. The literature identifies firm-specific factors that influence
FRQ to include profitability, firm size, leverage, audit quality, board efficiency, board
characteristics and others. On the issue of the board characteristics, studies such as Fathi (2013)
and Agyei-Mensah (2013) evidence that the board size and efficiency have positive impacts on

firms’ FRQ. Contrary to these findings, Byard et al. (2006) and Ostadhashemi et al. (2017) find a
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negative relationship between board size and FRQ. These findings imply that a firm with a smaller

board size would have a better FRQ.

Several studies have also provided evidence relating to the relationship between the size, leverage
and profitability of firms. Evidence provided by Davidson et al. (2005) shows that leverage and
DA have a positive relationship. Other studies such as Alsharairi (2012); Mahboud (2017); Jelinek
(2007); Alsharairi (2012) confirm the positive consequence of debt on FRQ because the increased
debt might reduce manager’s discretionary spending, and in turn, reduces accrual EM. However,
studies by Rahman and Ali (2006), Yang and Krishnan (2005) Ardison et al. (2012) provide no
significant relations between firm leverage and EM. Jelinek (2007) therefore suggest that that

leverage varies and leverage ratio may have different implications on EM.

In other studies, Haji and Ghazali (2013) show a positive link between firms’ size and FRQ. In a
similar study, Saeed and Saeed (2018) investigated the determinants of FRQ among three
emerging economies in South East Asia. The authors documented that firm size, profitability and
market-to-book ratio had a positive and insignificant effect on the FRQ. Herath and Albarqi (2017)
also show a significant and negative relationship between an entity size and the quality of financial
reports produced by them. Other studies (such as Hope et al., 2011; Hashim, 2012; Ali et al., 2015)

have shown that FRQ is significantly and positively associated with firm size.

Nadhir and Wardbani (2019) also contributed to the advancement of studies on this subject. The
authors examined the impact of country and firm-specific factors that influence the financial
reporting practices of firms in ASEAN countries. Using a least square regression method, the
authors provided evidence to show a positive relationship between firm size, operating cash flow
and market capitalization and FRQ. The evidence provided by the authors further demonstrated
that audit quality, leverage, firm growth and loss avoidance ratio are negatively related to FRQ. In
a similar study, As’ad (2019) found a negative relationship between firms’ size and the FRQ of

these countries.

In the banking sector in Lebanon, Mahboud (2017) examine the driving factors of FRQ of 22
banks. The authors employed OLS as their main estimation technique and demonstrated that
ownership structure, financial leverage and board size of the board significantly and positively

relate with the FRQ. The authors further demonstrated that the size of the banks, board
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independence and the level of profitability had no impact on their FRQ. This study has
demonstrated that firms can achieve high FRQ when they increase the proportion of debt in their

capital structure, diverse ownership and larger board size.

In a more recent study, Irwandi and Pamugkas (2020) examined the factors that influenced the
FRQ of 287 public companies in Indonesia. The results demonstrated a positive relationship

between board expertise and audit quality on one side and FRQ on the other side.

From the foregoing discussions, literature has documented that specific-firm features such as the
size of firms, the corporate governance structure, ownership structure, industry and firms'
performance influence their FRQ. The majority of these studies such as those of Uyar et al. (2013),
Liapis and Thalassinos (2013), Chakroun and Hussainey (2014) and Nadhir and Wardhani (2019)
documented positive relationships between these variables and FRQ. On the other hand, some
studies including those of As’ad (2019) and Nadhir and Wardhani (2019) also found negative
relationships between FRQ and some firms-specific variables such as firm size, leverage and audit

quality.

It is interesting to note that studies on the determinants of FRQ do not converge. This shows that
the debate on the determinants of FRQ is far from over. This may be a result of some factors that
peculiar to some firms and countries. Another important theme from the literature is that majority
of this literature concentrated in the developed countries. Other studies that focused on developing
countries were also limited to Asia. In addition, these studies used similar variables in a different
context. It remains whether the same conditions prevail in the African context. Another issue that
is yet to be addressed is whether other factors such as IP, board efficiency and audit quality which
were previously ignored in similar studies influence the FRQ of firms and countries. The
uniqueness of this study lies in the inclusion of additional contribution by including factors such
as the reliance on ProMgt, the strength of IP, board efficiency and audit quality to investigate

whether they influence FRQ.
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23 Chapter Summary
This chapter comprehensively reviewed extant literature on IP, audit quality and FRQ. The chapter
covered conceptual review where the key variables of study (IP, audit quality and FRQ) and their

measurement were discussed.

The chapter also highlighted the underlying theoretical perceptive of the study. The theoretical
literature concentrated on the agency theory, the institutional theory and the Upper Echelon theory
to explain the role of management auditors and IP respectively on the behaviour of corporate
insiders regarding FRQ. The agency theory was used to explain the tendency for insiders to
expropriate outside investors and conceal such practice through misleading financial reporting.
Agency theory was also used to explain the role of an auditor in minimizing such corporate
behaviour. On the other hand, institutional theory explained the importance of culture, institutions
and laws as a major influence on corporate insider behaviour and the relationship between insiders
and investors. The Upper Echelon theory underpins the role of management characteristics in the

financial reporting processes of firms.

The Chapter also discussed empirical literature on the relationship between MgtQ and FRQ; AudQ
and FRQ; IP and MgtQ; IP and FRQ; and the interactive effect of [P, AudQ on FRQ. The literature
review showed that studies on the influence of MgtQ on FRQ are limited. However, a forcefully
emerging conclusion from the recent exploration is that capable managers are less likely to
manipulate financial statement opportunistically as high-quality managers’ exhibit higher AQ,
fewer internal control violation and fewer restatements. Studies that have examined the
determinants of FRQ linked FRQ to audit quality. Though most literature suggests that FRQ is
enhanced when reporting entity is audited by one of the Big size audit firms than non-Big size

audit firms, the discussions have generally been inconclusive.

Literature on the FRQ implications of IP regime are scant but the limited studies suggest that firms
operating in countries with strong IP environment produce high FRQ than firms in feeble IP
regime. This is because stronger and stricter IP inhibits insiders’ ability to acquire private control
benefits, which reduces their incentives to mask firm performance. Studies on the interactive effect
of IP, audit quality and FRQ have produced inconsistent results. Apart from the lack of consensus

on the interactive role of AudQ on the effect of IP environment on FRQ, the existing few
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international studies focused more on developed economies and for that matter cannot be said to
be representing SSA. The next chapter will discuss the methodological approach and the models

for the study.
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CHAPTER THREE

METHODOLOGY OF THE STUDY

3. Introduction

The preceding chapter provided a description and measurement of the key concept of the study
and the underpinning theories, and identified the gaps in the literature on the relationship between
MgtQ and FRQ; IP and Mgt; AudQ and FRQ and an IP regime and FRQ. It also reviewed the
existing literature and identified the gaps in how a country's IP regime and AudQ interact to affect
firms’ FRQ. These gaps led to questions on the conclusiveness of the findings from the existing
study and the generalisability of existing studies to SSA, thereby making it relevant to determine

the drivers of financial statement numbers from an SSA perspective.

The research design applied to address the study’s research question is outlined in this chapter. A
quantitative research approach was adopted with a specific methodology for each research
objective, except that a methodology was developed for the third, fourth and fifth objectives due
to similarities in the variables and the adequacy of an empirical model to address the research
questions. Therefore, three specific methodologies were developed for the entire study. Section
3.1 explain the research paradigm where the philosophical basis of the research is established to
justify the choice of the research design. Section 3.2 of this chapter delineates the estimation
technique adopted for the empirical testing of the various objectives of the study. It justifies the
adoption of a dynamic panel data model. In Section 3.3, the methodology for examining the
relationship between MgtQ and FRQ is explained. The methodology for examining the association
between IP and MgtQ is provided in Section 3.4 of this chapter. Section 3.5 of this chapter
describes the methodology for determining the interactive effect of AudQ and IP on FRQ. This
section addresses the relationship between AudQ and FRQ, IP and FRQ and the effect of IP and
AudQ on FRQ.

The pre-estimation techniques and post-estimation technique are discussed in sections 3.6 and 3.7
of the study. Under these section normality test, multicollinearity test, test of stationarity is

discussed. Finally, Section 3.8 summarises the entire chapter.
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3.1  Research paradigm

In social science, researchers begin their studies by first establishing the philosophical basis of
their research. The philosophical basis establishes the researchers' worldview of the sources and
nature of knowledge (Bell, 2014). This philosophical view of researchers is termed a research
paradigm. In the context of social science, a research paradigm is the fundamental set of beliefs
that directs the actions and defines the worldview of a researcher (Kaushik & Walsh, 2019). Social
science researchers consider the philosophical position of a study as the essential starting point
(Trigg, 1985) since ‘where you stand influences what you see’ (Appiah, 2013). The term
‘paradigm’ is generally used to represent the collective belief, generalisations and values of a
community of scholars and specialists concerning the source, nature and reality of knowledge
(Alharahsheh & Pius, 2020). Kekeya (2019) provides two main paradigms in social science

research comprising positivism and interpretivism.

The positivist research approach is described by a firmly organised design. In this context, research
questions are highly specific, mostly taking the form of hypotheses (Panhwar et al., 2017). This
suggests that in a positivist research paradigm, data are structured in advance, mostly taking the
form of hypotheses. In the views of Damak (2019), positivist research establishes expectations or
a priori beforehand, thereby glaciating the understanding, prior knowledge and perspective of the
researcher. An interpretive research paradigm, on the other hand, takes the position that data
occupies a key role in the development of theories and knowledge, hence data are mostly
unstructured and takes shape at the collection point (Ryan, 2018). In this case, categories of data
collection or themes emerge during the data collection and analysis phase, emphasising that

knowledge is context-specific.

Park et al. (2020) maintain that a positivist research paradigm assumes a realist view, while the
interpretive approach takes the constructivist or idealistic view. From the positivist paradigm
viewpoint, the reality is regarded as a tangible structure and there is one and incontrovertible truth
(Walsh, 2019). An interpretive research approach also considers reality as a prediction of human
imagination, which prevails only in the consciousness of the researcher (Gichuru, 2018). This
stresses that the interpretivism research paradigm admits the likelihood of several truths.
Therefore, researchers who employ the interpretive approach challenge the beingness of the

objective truth. The discussion clearly shows the difference between the positivist and interpretive
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research approaches. However, Irshaidat (2019) observes that the difference may not be apparent,
hence some researchers propose the terms ‘exploratory’ and ‘confirmatory’ to characterise these

two research paradigms.

In this context, positivist research can be described as confirmatory, while interpretivism research
is exploratory. The positivist research approach is, therefore, related to theory testing, while the
interpretive research approach relates to the generation of theory (Chua, 2019; Ryan, 2018). This
underlines that the positivist research approach is used to verify or test theories, while the
interpretive research approach is used to generate theories. The highlights of the foregoing
discussion are that within the data collection methods, positivism assumes a quantitative data
collection method, while interpretivism assumes qualitative data collection methods (Damak,

2019; Walsh, 2019).

Based on the foregoing discussion, this study was conducted within the framework of a positivism
paradigm. This study assumed that the existence of objective realities is incontrovertible.
Hypotheses were developed based on prior knowledge and they were tested using structured
methodological and philosophical approaches. The study test the Agency Theory, Institutional
Theory and Upper Echelon Theory on the financial reporting behaviour of firms in the SSA
context. Similarly, data used in this study were structured in advance, that is, categories or
expectations were established beforehand (a priori assumptions). Thus, the study used
philosophical approaches to create knowledge that is characterised by the emphasis on empiricism

and the testing of theories.

3.2 Sampling techniques

A sample is the subset of individuals within the identified population selected for a study.
Therefore, sampling is the process of selecting a sample or a sub-group for a study (Hair et al.,
2015). This can be done either through the probability method (random selection) which allow for
strong statistical inferences about the whole group or the non-probability method (non-random
selection) which is based on convenience or other criteria allowing for easy data collection. The
sampling for this study was based on two criteria: first, the country should have its basic data on

the datasheet of the Global Competitive Index of the World Economic Forum (WEF); and the
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sampled firms in the selected country should be listed on the stock market of the country and
should have data on Bromberg database. These two criteria were used because of data availability

and reliability.

Generally, a large sample can help reduce sampling errors and improve the generalisability of
research findings. Davies and Hughes (2014) posit that sample size influences the statistical power
of a model by influencing standard errors. Since the size of the sample used for a study influence
estimation precision (Eriksson & Kovalainen, 2015), all the Fourteen stock markets on African
Market.com were considered for the study. However, the inclusion of the companies was subject
to the firms being listed on stock for at least five (5) continuous years. Two (2) additional criteria
were adopted in the determination of the final sample. Firstly, the firms had to have at least five
(5) years of annual reports to facilitate a longitudinal analysis. Secondly, the share price of each

firm had to be available in Bloomberg for both the year before and after the disclosure. These

additional restrictions were necessary so that a longitudinal analysis could be performed.

33 Analytical framework and estimation techniques

In general, this study employed panel data methodology for the analysis. Panel data methodology
is used because it enables for cross-sectional observations over several periods and also moderate
for individual heterogeneity due to unobservable factors, which, if unconsidered in time-series or
cross-section estimations will lead to biased results (Baltagi, 1995). The general model for panel

data model specified as:

Yi=a + fXi+ei (26)

Where subscript i is the cross-sectional dimension of the data and ¢ denotes the time-series
dimension. Y;; denotes the dependent variable in the model. X connotes the set of explanatory or
independent variables in the estimation model. a is the constant and f denotes the coefficients. &;
is the error term. According to Baltagi (2005), most panel data applications have been

limited to a single regression with error components disturbances which is explained as:

Yie = pXir +pi +2: + Vir (27)

where the subscript i denotes individuals and ¢ represents the time. Y;; denotes the dependent variable
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in the model. X;; represents a vector of observations on k explanatory variables. /3 is a vector
of unknown coefficients. u; is an unobserved individual-specific effect. y, denotes an unobserved

time-specific effect. v, is a zero-mean random disturbance with variance §2.

3.3.1 Dynamic Panel Framework

This study employed the use of dynamic panel methodology for the analysis. The use of the
dynamic panel methodology enables the researcher to measure the speed of adjustment (via the
lagged dependent variable) using the partial adjustment-based approach. The dynamic panel
methodology also accounts for individual effects which mostly are the cross-sectional effects as
expatiated by Baltagi, (2005), even though the time-specific effects can also be included. As
suggested by Baltagi, (2005), the dynamic panel considers individual impacts which are mostly
the cross-sectional effects albeit the time-specific effects can also be included. The dynamic error
components regression is specified by the use of a lagged dependent variable among the regressors.

This is formulated as follows:

Y, =Y, +pX, +u+v,

(28)

where Y, is the dependent variable in country i for time ¢, Y, _, is the dependent variable in the

12 1

previous period, BX, is a vector of explanatory variables, ; is individual and ; is time?

The inclusion of lags of the dependent variable provides an adequate characterisation of many

economic dynamic adjustment processes (Bun & Sarafidis, 2013).

However, the inclusion of the lagged dependent variable makes the OLS estimator bias and
inconsistent even if there is no serial correlation in the v, ’s. This occurs as a result of the fact that
the lagged dependent variable is correlated with the error term. A condition created by the fact that

Y, is a function of ;. The fixed-effect model estimator does not completely help to solve the

problem created by the autoregressive nature of dynamic panel models, even though the within
transformation wipes out the 4 s. Moreover, the random effects of General Least Squares
Regression (GLS) are not helpful in a dynamic panel model. As the quasi-demeaning that is
performed when using GLS still makes the Y *, | be correlated with 4, (See Anderson & Hsiao,
2003; Baltigi, 2005; Baltagi et al., 2013; De Blander, 2020; Fingleton & Pirotte, 2014; Olubusoye
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& Olajide, 2016; Sevestre & Trognon, 1985). Therefore, due to the various endogeneity problems,
least-squares based inference methods, in other words, fixed effects or random effects estimators

are biased and inconsistent.

One way of getting around this problem, as proposed by Anderson and Hsiao (1981), is to first

differentiate the model to eliminate the 1, and then apply an instrumental variable (IV) method.

The use of an IV method or Generalise Method of Moment (GMM) produces consistent parameter
estimates for a finite number of a time, 7, and a large cross-sectional dimension, N (see Arellano
& Bond, 1991; Arellano & Bover, 1995; Blundell & Bond, 1998). However, even though this
method leads to consistent results, it does not necessarily lead to efficient estimates as not all
available moment conditions are used (Ahn & Schmidt, 1995) and do not take into account the
differenced structure on the residual disturbances (Baltigi, 2005). Given the weakness in the
methodology proposed by Anderson and Hsiao (1981) and Arellano and Bond (1991) suggest that
after taking the first difference to eliminate the individual effects, one should then use all past
information of the dependent variable as instruments. This, they argue, gives a more efficient

estimation procedure. They make this proposition because additional instruments can be obtained

if one uses the orthogonality conditions that exist between Y, v,

them

Based on the foregoing discussion, the estimations of the equations for all the objectives of the
study were done by employing a panel data analysis, which involved the use of observations on
cross-sections of units over many periods. This study, therefore, drew on the qualities of panel data
analysis and employed a dynamic estimation technique. As an example, Jaba et al. (2017)
emphasise that panel data encompass data that are more productive and of variability. As a result,
they moderate the challenges associated with collinearity among the independent variables and
further enhance the efficiency of the estimation. In panel data analysis, firms are also recognised
as heterogeneous, which allows unobservable heterogeneity to be controlled for and, therefore,
allowing the elimination of biases arising from the presence of individual effects (Khan et al.,
2018). Consequently, panel data enable researchers to handle the problem of omitted variables of

regression results and reduce the incidence of endogeneity.
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The study employs a dynamic estimation technique called System Generalised Method Moment
(Sys GMM) to estimate the parameters of the model. Blundell and Bond (1998) and Arellano and
Bond (1991) recommend the use of lagged differences as instruments to estimate equations at
levels. The use of System GMM to estimate equations has unique advantages in many ways. The
major benefit of estimating in levels is that the lagged differences are informative about the current
variables even when the autoregressive coefficients approach unity (Ullah et al., 2018). Asongu
and Acha-Anyi (2019) argue that the GMM estimation method does not eliminate cross-country
variations when it uses a panel data structure. The estimation strategy considers endogeneity by
accounting for simultaneity in the explanatory or independent variable through an instrumentation
process on the one hand and moderating for the unobserved heterogeneity with time-invariant
indicators on the other hand. Inherent biases that are characteristic of the difference estimator are

rectified with the system estimate.

Moreover, System GMM can solve the problems of measurement errors, omitted variable bias,
unobserved panel heterogeneity and the endogeneity of regressors (Blundell & Bond, 1998).
Because panel data have endogeneity problems, Arellano and Bover (1995) suggested the use of
instrumental variables (IV) to assume the generalised methods of moments (GMM) of
corresponding moment conditions. This suggests that System GMM can eliminate the individual
fixed effects by first differencing regression equations. The System GMM then considers the
lagged variable as a corresponding IV of endogenous variables in the difference equation (Bond

etal., 2001).

The study, therefore, employed System GMM to estimate the model, given its unique advantages
identified in the preceding discussion. The use of the Sys GMM addresses the methodological gap

identified in existing literature as earlier discussed.

34 Methodology on the relationship between MgtQ and FRQ

This section delineates the specific methodology for examining the association between MgtQ and
FRQ in SSA. It explains the sample and data for the study and the measurement of variables. It
also provides the empirical model for testing the relationship between MgtQ and FRQ.
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3.4.1 Sample selection

Table 3.1: Countries in the sub-Saharan African Region
Angola Gabon Nigeria Benin The Gambia
Rwanda Botswana Ghana Chad Burkina Faso
Guinea Senegal Burundi Guinea-Bissau Seychelles
Cameroon Kenya Sierra Leone Cape Verde Lesotho
South Africa Central Africa Liberia South Sudan Sao Tome and
Republic Principe
Madagascar Swaziland Comoros Malawi Tanzania
DRC Mali Togo Republic of Mauritania
Congo
Uganda Cote d’Ivoire Zambia Equatorial Guinea Mozambique
Zimbabwe Eritrea Namibia Ethiopia Niger
Mauritius

Source: UNDP (2019)

This study employed data from SSA to fill the contextual gaps in existing studies. The focus on
SSA is premised on the fact that the AU is making efforts to integrate financial markets in Africa
and critical of these efforts will be FRQ emanating from each member country, as emphasised by
the APRM criteria. This study excluded the North African countries due to their significant cultural
and financial management practices difference from SSA. According to the United Nation
Development Programmes (UNDP), there are 46 countries in the SSA region, as shown in Table

3.1 above.

From AfricanMarket.com, there are 14 active stock markets in the sub-region. Consequently, only
countries with an active stock exchange were selected for this objective. Bourse Regionale des
Valeurs Mobilieres (BRVM) were excluded from the study. This is because BRVM is a bloc stock
exchange serving the four West African Economic and Monetary Union (WAEMU) countries,
namely Cote d'Ivoire, Burkina Faso Mali, Niger Senegal and Togo, and, therefore, firms listed on

this market cannot be linked to any particular country factor.
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Table 3.2:

Sample Countries, Stock Market and Number of Firms

Number of Firm year
S/n  Country Stock Market Market sampled firms Observation
1 Botswana Botswana Stock Exchange BSE 13 130
2 Ghana Ghana Stock Exchange GSE 21 210
3 Kenya Nairobi Stock Exchange NSE 33 330
4 Malawi Malawi Stock Exchange MSE 5 >0
5 Mauritius Stock Exchange of Mauritius SEM 30 300
6 Namibia Namibian Stock Exchange NSX 18 180
7 Nigeria Nigerian Stock Exchange NGSE 56 560
8 Rwanda Rwanda Stock Exchange RSE 3 30
9 icgﬁla Johannesburg Stock Exchange JSE 215 2150
10 Tanzania Dar es Salaam Stock Exchange DSE 14 140
11 Uganda Uganda Securities Exchange USE 8 80
12 Zambia Lusaka Stock Exchange LUSE 14 140
13 Zimbabwe Zimbabwe Stock Exchange ZSE 42 420
Total 472 4720

Source: Author’s Characterisation

Consistent with prior research such as Baik et al. (2018); Francis and Wang (2008), all firms from
the finance (bank, insurance, unit trusts and finance firms) sector were excluded from this study.
Firms in this sector are subject to different regulatory requirements that could unduly affect
abnormal accruals and audit fees paid. Being strictly controlled by regulations and governments
cause these companies to have a different environment for engaging in financial statement
malpractices from other industries (Kitiwong, 2014). In addition, as noted by Becker et al. (1998)
and DeFond and Subramanyam (1998), the computation of discretionary accrual remains a
problem for firms in the financial sector. Only companies that had sufficient financial statement
data available to calculate reporting quality indicators for at least five consecutive years from 2007
to 2017 were included. Firms listed on BRVM were excluded because financial reports of these
firms were not in English and not country-specific. The final sample, therefore, consisted of 472
firms across 13 SSA countries from 2007 to 2017. The unavailability of data for some years meant

that the study relied on three thousand, five hundred and ninety-seven (3597) firm-year
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observations. Table 3.2 provides the countries selected, their stock market and their respective

number of firms selected for the study.

3.4.2 Data

The firm-level data used for the measurement of FRQ and other firm-level variables for this study
were taken from the annual reports of the sampled firms. The study employed up to 10 years’
historical financial data from the annual reports of publicly traded companies around SSA. The

use of listed firms was primarily due to data availability and reliability.

Country-level data were also taken from the online edition of the Global Competitive Index in the
Global Competitiveness Report published by the WEF. The study also employed data from
Hofstede’s Values Survey Modules (VSMs) to measure culture.

3.4.3 Measurement of variables

3.4.3.1 Measurement of MgtQ

Management quality was measured by two proxies, namely reliance on ProMgt and BodEff.
Reliance on ProMgt, a measure of a country’s use of talents, was adopted from the Global
Competitive Index by the WEF. Reliance on ProMgt measured the extent a country relies on
professionals in senior management positions and ranged from 1 to 7 where 1 = usually relatives
or friends without regard to merit and 7 = mostly professional managers are chosen for merit and

qualifications. This was sourced from the Global Competitive Index in the Global Competitiveness

Report published by the WEF.

BodEff, a measure of management effectiveness and efficiency, was also adopted from the Global
Competitive Index by WEF and it measured the extent to which management is accountable to
investors and boards of directors in a country. This ranged from 1 to 7 where 1 = not at all and 7
= to a great extent. All the variables were presented in their natural log form to control for

heteroskedasticity and also helped in the determination of their elasticities.
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3.4.3.2 Measurement of FRQ

In assessing the relationship between MgtQ and FRQ, FRQ was measured by a country-level FRQ
index (FRQI) computed from each stock markets selected for the study for each period. The study
adopted Tang et al. (2016) model of the FRQ index to measure country-level FRQ. This model

comprises six dimensions of accounting and auditing quality to determine the national FRQI index.

These dimensions include the LAR, PDAR, AR, QAOR, NBAR and AFR.

LAR for capital market £, year ¢, was as follows:

Total number of small profit firms, ,

LARy ; = 29
fat Total number of small loss firms, 29
PDAR for capital market &, year ¢, was measured as follows:
Total number of small profit increase firms
PDAR,, = f small prof Jirmsiy (30)

Total number of small profit decrease firmsy,

AR was measured as the median observation of firm-level AR of firms in a capital market was
used for this variable (Leuz et al., 2003). AR was measured using total accruals divided by lagged

total assets (in other words, the AR), as formulated below:

kit =
' TAj¢—4

(31)

where ACA; ; is the change in current assets for firm i at year ¢, ACash,; , is the change in cash for
firm i at year ¢, ACL;, is the change in current liabilities for firm i at year ¢, ASTDEBT; ; is the
change in short-term debt included in current liabilities for firm i at year ¢, —ATP;, is the change
in income taxes payable for firm i at year ¢, Dep; ; is the depreciation and amortisation expenses

for firm i at year ¢ and TA;_, is the total assets for firm i at year 7 - 1. A smaller AR suggests

99



reduced managerial discretion and earnings management and, therefore, a higher FRQ of the

capital market in question.

QAOR for the capital market was measured as:

Total number of qualified audit opinions;

AORy, ; =
¢ ot Total number of the auditeesy,

(32)

NBAR for the capital market was measured as:

Total number of firms that are audited by Big Four auditors
NBAR;; =1— 7 Yy ol Kt

(33)

Total number of the auditee,

AFR increases in the quality of financial reporting of the capital market and it was measured as the
median observation of firm-level AFR was used (rather than the average) for capital markets in

this study as:

Audit fees;,
Total assets;;

AFR;, = (34)

FAQ Index computation

The overall FRQ index is calculated for each capital market from the values of the six individual
indicators per capital market per year. The capital market is first ranked according to the resultant
values of the six individual indicators computed. All the six dimensions have a negative association
with FRQ except audit fees ratio (AFR). For each dimension other than AFR, the market with the
lowest (highest for AFR) indicator value was given a score of 100, and the scores of other markets
were calculated as a percentage of the maximum score. The scores for each indicator were equally
assigned a weight and aggregated, to calculate the yearly FRQ index for each capital market. The
FRQ index for a capital market for each year is the arithmetic average of the scores of six indicators

for each year.
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3.4.4 Control variables

The study controlled for the effect of culture, economic and business environment features, which
were established in the literature as important mediating factors (Nabar & Boonlert-U-Thai, 2007,
As’ad 2019). These variables included economic growth, taxation, national culture, economic size
and level of foreign ownership. Other firm-level variables controlled for were firm size, firm
growth, profitability and leverage, which have been shown by research to affect FRQ (Persakis &

latridis, 2016). The measurement of the control variables are explained in Table 3.3

3.4.5 Empirical Estimation Model

The relation between MgtQ and FRQ was examined using dynamic panel regression Equation (35)
in a system GMM. System GMM helped solve the problems of measurement errors, omitted
variable bias, unobserved panel heterogeneity and the endogeneity of regressors as explained in
the earlier paragraph. since panel data have endogeneity problems, Arellano and Bover (1995)
suggested the use of instrumental variables (IV) to assume the generalised methods of moments
(GMM) of corresponding moment conditions. This suggests that System GMM can eliminate the
individual fixed effects by first differencing regression equations. The System GMM then
considers the lagged variable as a corresponding IV of endogenous variables in the difference
equation (Bond et al., 2001). System GMM also caters for the problem of autocorrelation which
may be caused by the inclusion of the dependent variable. Regression equation (35) is specified

below and the variables shown therein are explained in table 3.3.

FRQI;; = B1FRQI;t_1+B,ProfMgt;. + p3BodEff ;1 + BsEcoGrow ;s + BsTax ;4 +
PeNatCulture; + ,EcoSize; + fgFOwner; + foFirmSize;, + ByoFirmGrow;, + B11ROA; +
B12LEVie +Yi + Ayt (35)

Table 3.3: Description of Variables — Regression Equation (35)

Variable Variable name Measurement Expected
sign
FRQI National FRQ Index Tang, et al., (2016) model
ProMgt Reliance on The extent a country rely on professional in senior Positive
Professional management positions and ranges from 1 to 7 where 1 =
Management usually relatives or friends without regard to merit and

7= mostly professional managers chosen for merit and
qualification. This is sourced from WEF
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BodEff

EcoSize

NatCulture

FOwner

EcoGrow

Tax

FirmSize

FirmGrow

LEV

ROA

Board Efficacy

Economic Size

National Culture

Prevalence of foreign

ownership

Economic Growth rate

Total Tax rate

Firm Size

Firm growth rate

Financial leverage

Profitability

The extent to which management is accountable to
investors and board of directors in a country and ranges
from 1 to 7 where 1 =not at all; 7 = to a great extent.
This is sourced from WEL

Measured as the natural logarithm of a country's total
Gross Domestic Product (GDP)

National cultural dimension adopted from Hofstede’s
Values Survey Modules (VSM) measured by the level
of individualism

Measured as the extent foreign ownership of firms in a
country and ranges from 1 to 7 where 1= not at all and 7
= to a great extent. This is sourced from WEL

Gross Domestic Product in year ¢ minus Gross Domestic
Product in year #-/ and scaled by Gross Domestic
Product in year #-1, for country 7 in year ¢

This variable is a combination of profit tax (% of the
profit), labour tax and contribution (% of the profit) and
other taxes (% of the profit). This is sourced from WEL
Firm size is the capital market’s average of the firm’s
level natural logarithm of total assets

The firm growth rate is the capital market's average ratio
of the firm-level growth, which equal (current sales-
lagged sales) lagged sales

Financial leverage is the capital market's average ratio
of the firm-level financial leverage, which equates to
total liabilities to total assets.

Profitability is the capital market’s average of the firm-
level return on assets which equals net profit to lagged
total assets.

Positive

Positive

Negative

Positive

Positive

Negative

Positive

Positive

Negative

Positive

Source; Author’s Characterisation

3.5

Methodology on IP and MgtQ

The focus of this section was to assess, empirically, the relationship between IP and MgtQ, which

is yet to be considered in the empirical literature. The relationship between IP and MgtQ was

examined using data from SSA and within an Arellano-Bond dynamic framework.

3.5.1 Study sample selection

This study excluded the North African countries and focused on the Saharan subregion of Africa.

The North African countries are excluded due to their significant cultural and financial

management practices difference from SSA.
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The United Nation Development Programmes (UNDPs) put the number of countries in the SSA
region to be 46, as shown in Table 3.3, whereas the World Bank Group put the number of SSA
countries at 49. However, 31 of these SSA countries have their basic data on the Global
Competitive Index dataset by the WEF from which data was sourced for this study. The sample
represented 63% of UNDP's number of SSA countries and 67% of the World Bank figures. This
study was based on 31 selected countries in SSA, as shown in Table 3.4 below. All these countries

were studied over 15 years from 2004 to 2019.

Table 3.4: Countries in the Sub-Saharan African Region

Angola Gabon Nigeria Benin The Gambia
Rwanda Botswana Ghana Chad Burkina Faso
Guinea Senegal Burundi Guinea-Bissau Seychelles
Cameroon Kenya Sierra Leone Cape Verde Lesotho
South Africa Central Africa Liberia South Sudan Sao Tome and
Republic Principe
Madagascar Swaziland Comoros Malawi Tanzania
DRC Mali Togo Republic of Mauritania
Congo
Uganda Cote d’Ivoire Zambia Equatorial Guinea Mozambique
Zimbabwe Eritrea Namibia Ethiopia Niger
Mauritius

Source: UNDP (2019)

Table 3.5: Sample Countries for IP and MgtQ

Year s/n Code Country Year
s/m Code Country observation Observation
1 AGO Angola b 17 LBR Liberia b
2 BEN Benin 15 18 MUS Mauritius 15
3 BWA Botswana 15 19 MOZ Mozambique 15
4 BFA Burkina Faso 15 20 NAM Namibia 15
5 BDI Burundi 15 21 NGA Nigeria 15
6 CMR Cameroon 15 22 RWA Rwanda 15
7 CPV Cape Verde 15 23 SEN  Senegal 15
8 TCD Chad 15 24 SYC  Seychelles 15
9 CIvV Cote d'Ivoire 15 25 SLE  Sierra Leone 15
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15 15

10 ETH Ethiopia 26 ZAF  South Africa

11 GAB Gabon 15 27 SWZ  Swaziland 15
12 GMB The Gambia 15 28 TZA  Tanzania 15
13 GHA Ghana 15 29 UGA Uganda 15
14 GIN Guinea 15 30 ZMB Zambia 15
15 KEN Kenya 15 31 ZWE Zimbabwe 15
16 LSO Lesotho s Toual 463

Source: Author’s Characterisation

3.5.2 Data

All the data were taken from the online edition of the Global Competitive Index of the WEF, World
Governance Indicators by Kaufmann et al. (2017) and Hofstede’s VSMs. The variables for MgtQ
were taken from the Global Competitive Index in the Global Competitive reports by the WEF. The
variables for IP were taken from the Global Competitive Index of the WEF. The IP variables were
sourced from the Global Competitive Index, which was a strength of auditing and reporting
standards, protection of shareholders' MinlInt, the LRI and RegSE. Except for data on cultural
dimension, which was sourced from Hofstede’s VSMs, all other control variables were sourced

from the Global Competitive Index.

3.5.3 Measurement of variables

3.5.3.1 Measurement of MgtQ

Management quality was measured by two proxies, namely reliance on ProMgt and BodEff.
Reliance on ProMgt is a measure of a country’s use of talents and was adopted from the Global
Competitive Index by the WEF. Reliance on ProMgt measured the extent to which a country relies
on professionals in senior management positions and ranged from 1 to 7 where 1 = usually relatives
or friends without regard to merit and 7 = mostly professional managers are chosen for merit and
qualifications. This was sourced from the Global Competitive Index in the Global Competitiveness

Report published by the WEF.

BodEff, a measure of management effectiveness and efficiency, was also adopted from the Global

Competitive Index by the WEF and it measured the extent to which management is accountable to
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investors and boards of directors in a country. This ranged from 1 to 7 where 1 = not at all; 7 =to
a great extent. All the variables were presented in their natural log form to control for

heteroskedasticity and to help in the determination of their elasticities.

3.5.3.2 Investor protection (IP)

The independent variables included IP measured by three different metrics, namely protection of
shareholders’ Minlnt, the LRI and the RegSE (sourced from the WEF). This followed Houge et
al. (2012), Persakis and Iatridis (2016) and Persakis and Iatridis (2009, 2016). The IP measures
are explained in Table 3.6 below. The average of these three metrics was also computed to

represent the IP Index.

Table 3.6: Investor Protection (IP) Variables

Variable Description Data Source

Protection of minority Measure the strength of country's protection of interest of World

shareholders’ interests minority shareholders and ranges from 1 to, where 1 Economic

signifies not protected by law and 7 signifies protected by Forum
law and actively enforced for country i in year ¢.

Legal rights index Measure the strength of the legal rights of investors and World

ranges from 1 to 10, where 1 signifies that the legal rights Economic

of investors are lowly protected and 10 signifies that the Forum
legal rights of investors are highly protected for country 7 in
year ¢

Regulation of stock Measure the strength of regulators to ensure the stability of World

exchange. the financial market and range from 1 to 7, where 1 signifies Economic

that regulators ability to ensure a stable financial market is Forum
weak and 7signifies strong regulators ability to ensure
stability in the financial market for country i in year ¢

Source: Author’s Characterisation

3.5.4 Empirical model estimation

The Arellano Bond GMM (1991) estimation technique was used. The study used a one-year lag
of the IP variables in the dynamic models estimated. The assumption was that IP sometimes has a
delayed effect on MgtQ. The effect of IP on the reliance on ProMgt and BodEff was estimated

using equation (36) and (37). The study controlled for the effect of culture, economic and business
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environment features, which are likely to affect MgtQ), such as economic growth, taxation, national

culture, economic size and level of foreign ownership.

ProfMgt ;; = B1ProfMgt ;11 + P21Py it—1 + PsNatCulture; + f4EcoGrow ;_y + fsTax;;

BodEffi = B1BodEffit_1 + P21Px it—1 + PsNatCulture; + foEcoGrow ;4 + fsTax;

+ B¢FOwnery + B,EcoSize; 4 + W + vyt

+ B¢FOwnery, + B,EcoSizey 1 + W + vy

(36)

(37)

Wherein Py, ;;_; is IP measured by four variables (k= 1, 2, 3, 4). IP1 is the protection of MinlInt;

[P is the LRI, and IP3 is RegSE. Table 3.11 below shows the description of the variables and their

expected signs. Table 3.7 below shows the description of the variables and their expected signs.

Table 3.7: Description of Variables and their Expected Signs on Equation (36) and (37)
Variable Variable name Measurement Expected
sign
ProMgt Reliance on The extent a country rely on professional in senior
Professional management positions and ranges from 1 to 7 where 1=
Management usually relatives or friends without regards to merit and
qualification and 7= mostly professional managers
chosen for merit and qualifications. This is sourced from
WEF
BodEff Board Efficacy The extent to which management is accountable to
investors and board of directors in a country and ranges
from 1 to 7 where 1= not at all; and 7= to a great extent.
This is sourced from WEL
MinlInt Protection of Measure the strength of country's protection of interest
minority of minority shareholders and ranges from 1 to, where 1
shareholders’ signifies not protected by law and 7 signifies protected
interests by law and actively enforced for country i in year ¢
LRI Legal rights index =~ Measure the strength of the legal rights of investors and  pogitive
ranges from 1 to 10, where 1 signifies that the legal
rights of investors are lowly protected and 10 signifies
that the legal rights of investors are highly protected for
country i in year ¢
Regulation of stock Measure the strength of regulators to ensure the stability
exchange of the financial market and range from 1 to 7, where 1
RegSE

signifies that regulators ability to ensure a stable
financial market is weak and 7signifies strong regulators
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EcoGrow

EcoSize

NatCulture

FOwner

Tax

Economic Growth
rate

Economic Size

National Culture

Foreign Ownership

Total Tax rate

ability to ensure stability in the financial market for
country i in year ¢

Gross Domestic Product in year # minus Gross Domestic ~ Positive
Product in year #-1 and scaled Gross Domestic Product
in year ¢ - 1, for a country i in year ¢.

Measured as the natural logarithm of a country's total
Gross Domestic Product (GDP)

National cultural dimension adopted from Hofstede’s Negative
Values Survey Modules (VSM) measured by the level of
individualism.

Measured as the extent foreign ownership of firms in a
country and ranges from 1 to 7 where 1= not at all and 7
= to a great extent. This is sourced from WEL.

This variable is a combination of a profit tax (% of Negative
profits), labour tax and contribution (% of the profit),

and other taxes (% of the profit). This is sourced from

WEL

Source: Author’s Characterisation

3.6  Methodology on the interactive effect of IP and AudQ on FRQ

In this section, the methodology for evaluating the association between AudQ and FRQ in SSA is

described; the relationship between IP regime and FRQ in SSA is examined and it is assessed how

the interaction between IP and AudQ affected FRQ when MgtQ was controlled for. The

methodology for these three objectives was combined because of the commonalities in the

variables. The sample and data for the study and measurement of the variables are explained. It

also provides the analytical framework and empirical model for testing the relationships.

3.6.1 Sample Selection

In this study, data from SSA were employed to fill the contextual gaps in existing studies. This

study excluded the North African countries as they have significant cultural and financial

management practices that differ from that of SSA.

The UNDPs put the number of countries in the SSA Region at 46, as detailed in Table 3.8 below:
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Table 3.8: Countries in the Sub-Saharan African Region

Angola Gabon Nigeria Benin The Gambia
Rwanda Botswana Ghana Chad Burkina Faso
Guinea Senegal Burundi Guinea-Bissau Seychelles
Cameroon Kenya Sierra Leone Cape Verde Lesotho
South Africa Central Africa Liberia South Sudan Sao Tome and
Republic Principe
Madagascar Swaziland Comoros Malawi Tanzania
DRC Mali Togo Republic of Mauritania
Congo
Uganda Cote d’Ivoire Zambia Equatorial Guinea Mozambique
Zimbabwe Eritrea Namibia Ethiopia Niger
Mauritius

Source: UNDP (2019)

However, there are fourteen (14) active stock markets in the sub-region according to African
Market.com. Since the study uses financial statements of listed companies in the sub-region, only
the fourteen (14) countries with the active stock market are selected for the study. Listed firms are
sampled primarily because of data availability and reliability. Nevertheless, Bourse Regionale des
Valeurs Mobilieres (BRVM) were excluded from the study. This is because BRVM is a bloc stock
market that serves the four West African Economic and Monetary Union (WAEMU) countries
namely, Cote d'Ivoire, Burkina Faso Mali, Niger Senegal, and Togo. Since the stock market is not
country-specific, firms listed on this market cannot be linked to any particular country factor.

Additionally, these firms report in French and therefore making it unsuitable for the study.

Consistent with prior research (such as Kyereboah-Coleman, 2007; Francis & Wang, 2008; Baik
et al., 2018) all financial institutions (such as bank, insurance, unit trusts and finance firms) were
excluded from this study. Their exclusion is because financial institutions are supposed to meet
different regulatory requirements that impact abnormal accruals and audit fees paid. The nature of
the regulatory regime that financial institution is exposed to is different from that of non-financial
institutions. Consequently, financial institutions may have a different environment for engaging in
financial statement malpractices from other industries (kitiwong, 2014). Becker et al., (1998) and
DeFond and Subramanyam (1998) thus confirm that DA computation of financial institutions

remains a problem.

We use only companies with sufficiently available accounting data available to calculate the

various indicators FRQ specified in the study for at least five consecutive years within the study
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period from 2007 to 2017. Firms listed on BRVM were excluded because financial reports of these
firms were not in the English language and not country-specific. Eventually, our study sample
consisted of 472 firms across 13 SSA countries for the years 2007-2017. The unavailability of data
for some years meant that the study relied on three thousand, five hundred and ninety-seven (3597)
firm-year observations. Table 3.9 provides the lists of the countries selected, their stock market

and their respective number of firms selected for the study

Table 3.9: Sample Countries, Stock Market and Number of firms

Number of Firm year
S/m  Country Stock Market Market sampled firms Observation
130
1 Botswana Botswana Stock Exchange BSE 13
210
2 Ghana Ghana Stock Exchange GSE 21
330
3 Kenya Nairobi Stock Exchange NSE 33
, - MSE >0
4 Malawi Malawi Stock Exchange 5
. . 300
5 Mauritius Stock Exchange of Mauritius SEM 30
- - NSX 180
6 Namibia Namibian Stock Exchange 18
7 Nigeria Nigerian Stock Exchange NGSE 56 560
8 Rwanda Rwanda Stock Exchange RSE 3 30
South 2150
9 Africa Johannesburg Stock Exchange JSE 215
10 Tanzania Dar es Salaam Stock Exchange DSE 14 140
11 Uganda Uganda Securities Exchange USE 8 80
12 Zambia Lusaka Stock Exchange LUSE 14 140
13 Zimbabwe  Zimbabwe Stock Exchange ZSE 42 420
Total 472 4720

Source: Author’s Characterisation

3.6.2 Data

Firm-level data were taken from the published annual reports of publicly traded firms in SSA from
the Bromberg database from 2007 to 2017. Country-level data were taken from the online edition
of the Global Competitive Index of the WEF, the World Governance Indicators by Kaufmann et
al. (2017) and Hofstede’s VSMs. The variables for IP were taken from the Global Competitive
Index of the WEF, the World Governance Indicators by Kaufmann et al. (2017). The IP variables

109



were sourced from the Global Competitive Index and included protection of shareholders’ Minlnt,
the LRI and RegSE. Except for data on cultural dimension, which was sourced from Hofstede’s

VSMs, all other control variables were sourced from the Global Competitive Index.

3.6.3 Measurement of variables

3.6.3.1 Measure of AudQ

AudQ was measured using audit firm size. The selection of audit firm size (Big4 versus non-Big4)
was based on the construct validity test of Rajgapal et al. (2015) of the AudQ proxies. Their study
concluded BigN is the most appropriate proxy for the quality of auditors and audit quality as the
proxy does not suffer from construct validity relative to other audit quality measure such as
abnormal audit fees. Based on this argument and the nature of the present study, a Big4

international audit firm was used as a dummy proxy for AudQ.

3.6.3.2 Measurement of Investor Protection (IP)

Following Houqge et al. (2012) and Persakis and Iatridis (2016), this study measured IP
(independent variable) by three different metrics, namely the protection of shareholders' Minlnt,
the LRI, and RegSE (sourced from the WEF). The average of these three metrics was computed

to represent the [P Index.

Table 3.10: Investor Protection (IP) Variables

Variable Description Data Source
Protection of minority Measure the strength of country's protection of interest of World Economic
shareholders’ interests minority shareholders and ranges from 1 to, where 1 Forum

signifies not protected by law and 7 signifies protected by
law and actively enforced for country i in year t.

Legal rights index Measure the strength of the legal rights of investors and World Economic
ranges from 1 to 10, where 1 signifies that the legal rights of Forum
investors are lowly protected and 10 signifies that the legal
rights of investors are highly protected for country i in year t

Regulation of stock Measure the strength of regulators to ensure the stability of =~ World Economic
exchange. the financial market and range from 1 to 7, where 1 signifies Forum

that regulators ability to ensure a stable financial market is

weak and 7signifies strong regulators ability to ensure

stability in the financial market for country i in year t

Source: Author’s Characterisation
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3.6.3.3 Measure of FRQ

Following Choi and Pae (2011) and Ferrero (2014), FRQ was measured by three dimensions which
are DAs (a measure of earnings management), AC and AQ. DA is measured by estimating a
variation of the Jones (1991) Model, as suggested by Kothari, Leone and Wasley (2005); the
degree of AC was measured by an MTB ratio and AQ was measured using a variation of Dechow

and Dichve (2002), as suggested by Ferrero (2014).

3.6.3.3.1 Measure of DA

DA was measured by estimating a variation of the Jones (1991) Model, as suggested by Kothari,
Leone and Wasley (2005). In the model of Kothari et al. (2005), total accruals are given as:

i AREV PPE; ROA;
= + “ 4 L4 L4 38
Ajt-1 '80 Ajt—1 ﬁl Ajt-1 ﬁz Ajt-1 ﬁ3 Ajt—1 i ( )

where, TA;; is the total accruals, AREV;; the change in revenues, PPE;, property, plant and
equipment, A;;_, is lagged total assets for year 1 — 1, ROA;; is a return on assets for year # — 1. The
change in revenue (AREV) explained the change in working capital or current accruals, and PPE
explained noncurrent accruals, which are mostly depreciation. DA was measured by the residual

of the estimated accrual models.

TAj¢ 1
A1 04
it—1 it—1

AREV; PPE; ROA;
+ B Ait—lt + B2 “+ By —r (39)

it—1 Ajt—1

DA;; =

3.6.3.3.2 Measure of AC

AC was measured by estimating BTM using Beaver and Ryan (2005) to refine the model. This
model was adopted due to data availability and its wide application in accounting literature. This
model decomposes the BTM ratio into bias and lag components. The bias component has been
used as a measure of AC in literature as prescribed by Beaver and Ryan. The study decomposes
the BTM by regressing BTM on a lagged stock returns of the firm-year using the following fixed

effect panel data regression equation (40).
BTM;; = & + &; + X% BjRe—ji + €y (40)
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where BT M, ; is the Book-to-Market ratio of firm i, at the end of year #; &, is year-to-year variation
in the BTM commons to the sampled firms; &; is bias component of BTM for firm i; R,_;; is ROE

over each of the six preceding years and f; is the regression coefficient on R;_; ;.

In this model, the time intercept &, is fixed for all firms in any particular period but may change
from year to year. &; can be interpreted as a variable capturing the time effect of market-wide
BTM movement. The fixed effect coefficient &; captures the firm-specific persistent bias
component of BTM i and is fixed for each firm. Pj are the regression coefficient of the lag
component of the BTM ratio, which are not regarded as an AC measure. The bias component of
BTM, q; is a more accurate measure of the firm’s degree of AC than the raw BTM. A lower BTM

is an indication of high AC and for the matter high FRQ and vice versa.

3.6.3.3.3 Measure of AQ
AQ was measured using a variation of Dechow and Dichve (2002), as suggested by Ferrero (2014),

as follows:

AWCyy = Bo + 10CFyt_1 + B2 OCF; + f30CFjy1 + BoAREVy + BsPPE;; + B¢ DOCF; + ;0CF; *
DOCF;; + €;; (41)

where AW C;; is the change in working capital accruals from year -1 to # and it is computed as the
change in Accounts Receivable (AAR) + change in Inventory (Alnv) — change in Accounts Payable
(AAP) — change in Tax Payable (ATP) + change in other assets (AOAssets), OCFj; is the operating
cash flow for time ¢ and company i; AREV;; is the change in revenues; DOCF;; is an indicator
variable for negative cash flows. It takes the value 1 if there are negative OCF and 0 otherwise.
All variables (except DOCF) are scaled by the total number of assets. The absolute value of the
residuals from this model was used as a proxy for AQ; the lower the degree of this proxy, the

higher the degree of AQ.

AQi = AWy — Bo + P1OCFyt—1 + B2 OCFy + B30CFjp 41 + P4AREVy + BsPPE; + B¢ DOCF; +
B,0CF;; x DOCF;, (42)
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3.6.3.3.4 Aggregate measure of FRQ

The aggregate measure of FRQ is the sum of the three dummy variables detailed above (DEQ,
BTM and DAQ), as prescribed by Ferrero (2014). AFRQ takes values between 0 (absence of
quality of information) and 3 (strong level of quality).

DEQ takes the value of 1 if a company has a level of DA under the average for the corresponding
sector, year and country, and 0 otherwise. BTM takes the value of 1 if a company has a level of
BTM above the average for the corresponding sector, year and country, and 0 otherwise. Finally,
DAQ takes the value of 1 if a company has a level of AQ under the average for the corresponding
sector, year and country, and 0 otherwise. AFRQ is calculated as the sum of the DEQ, BTM and
DAQ dummies:

AFRQ = DEQ + BTM + DAQ (43)

3.6.4 Control variables

The control variables for this objective included country-level and firm-level variables. The
country-level variables were culture, economic and business environment features, which have
been established in the literature as the important mediating factors (Nabar & Boonlert-U-Thai,
2007). These variables included economic growth, taxation, national culture, economic size and
level of foreign ownership. The firm-level variables that were controlled for were firm size, firm
growth, leverage and cash flow volatility, which have been shown by research to affect FRQ
(Houge et al., 2012; Persakis & Iatridis, 2016). This study controlled for the effect of reliance on
ProMgt and BodEff, which were two-dimension measures of MgtQ used for this study.

3.6.5 Analytical Framework and Empirical Model

Three equations were developed to test the third, fourth and fifth objectives of this study. Equation
(44) assessed the relationship between FRQ and AudQ. Prior studies regress FRQ on an indicator
variable for AudQ (for example, Big4 vs. non-Big4 audit firms) in addition to other control
variables, for example, Becker et al. (1998) and Soliman and Ragab (2014) in a static regression
model. OLS multiple regression is the main statistical technique by which extant literature tests

the effect AudQ has on FRQ. The coefficient on AudQ is the incremental effect on the level of
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FRQ from choosing a higher quality auditor. This study extends prior research by using a dynamic
panel regression model, allowing the effects of a lagged dependent variable in a GMM framework.
Accordingly, the following dynamic panel model equation (44) was formulated to test the
relationship between AudQ and FRQ. In this model, FRQ (dependent variable) was measured by
four firm-level dimensions, which were DAs (a measure of earnings management), AC, AQ and
aggregate [FRQ. The regression equation was, therefore, run four times for each dimension of
FRQ and aggregate FRQ proxy. The effect of economic growth, taxation, national culture,
economic size, level of foreign ownership is said to have an influence on FRQ (ICAEW, 2012;
Nabar & Boonlert-U-Thai, 2007) were controlled for. Following Houge et al. (2012) and Persakis
and latridis (2016), firm-level variable firm size, firm growth, leverage and profitability, which
have been shown by research to affect FRQ, were also controlled. The models used similar
variables as Persakis and latridis (2016). This study also controlled for the effect of reliance on

ProMgt, which has been ignored by extant studies.

Equation (45) evaluated the relationship between the IP regime of a country and the FRQ of firms.
To examine the relationship between IP and FRQ, the GMM model in equation (45) was estimated.
Regression equation (45) was run four times for three dimensions of FRQ (earnings management,

AC and AQ) and the aggregate measure of FRQ.

In equation (46), the interactive effect of AudQ and IP on FRQ was assessed. This study extends
prior research by using a dynamic panel regression model, allowing the effects of a lagged
dependent variable in the GMM framework. Accordingly, the following dynamic panel model
equation was formulated to test how the interaction of IP and AudQ relate with FRQ. In this model,
FRQ (dependent variable) was measured by four dimensions, namely DAs (a measure of earnings
management), AC, AQ and the aggregate financial reporting index. The regression equation was,
run four times for each dimension of FRQ. The IP Index was measured by the average of three
different metrics, namely protection of shareholders’ MinlInt, the LRI and RegSE (sourced from

the WEF).
FRQk,it = ,BlFRQk,it—l + ﬁzAuint + ﬁ3PTOfMgt'it + ﬁ4EthiC5 + BsFirmSiZeit‘l'ﬁéROAit

+ B, FirmGrow; + fgFOwnery; + foLEV; + BioTaxi—1 + B11EcoGrow;,
+ BipEcoSize; + u; + vy (44)
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FRQy,it = B1FRQyit—1 + B21Pyit—1 + BzEcoGrow ;ry + ByEconSize i + BsTax ;c + feProfMgt
+ B;FOwner ;. + pgFirmSize; +PoROA; + B1oCFO; + B11LEV i + f1,LAGLOSS;¢
+ B3 FirmGrow; + W + vy (45)

FRQy,it = B1AFRQyit—1 + B2IPir—1 + B3AudQy + BAudQ ¢ * InvP 4 + PBsNatCulture;
+ Pgthics ; + B7EcoGrow jr_y + PBgEcoSize;; + BoTax i + froProfMgt
+ B11BodEff it + B1,FOwner;, + f13Firmsize; +14,R0A + B15CFO; + f16LEV;
+ [17LAGLoss;; + BigFirmGrow; + Y + A (46)

Wherein FRQ;t is the FRQ measured by four different approaches (k= 1, 2, 3, 4): FRQjt 1s AC
measured by Beaver and Ryan (2005) refined Book-to-Market value ratio (BTM); FRQ»jt is AQ
measured by Dechow and Dichve (2002) by the model of Kothari et al. (2005); FRQ3it i1s DA,

which is a measure of earnings management measured by the model of Kothari et al. (2005) and

FRQg4it 1s the aggregate measure of FRQ (AFRQ), 1Py ;;_4 is IP measured by four variables (k =

1, 2, 3, 4). IP is the protection of Minlnt; IP2 is the LRI, and IP3 is RegSE; IP3 is the IP Index.

Table 3.11 below shows the description of the variables and their expected signs.
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Table 3.11:

Description of the variables and their expected signs in equations (44), (45) and (46)

Variable Variable name Measurement Expected
sign
AFRQ Aggregate FRQ Ferrero (2014) model
DA Discretionary Accruals  Kothari et al. (2005) model
(Earnings Management)
AC Accounting Beaver and Ryan (2005) refined Book-to-Market
conservatism value (BTM ratio
AQ Accrual Quality Accrual Quality is measured using a variation of
Dechow and Dichve (2002)
MinlInt Protection of minority Measure how strong is the protection of interests of
shareholders’ interests minority shareholders and ranges from 1 to 7, where
1 signifies not protected by law and 7 signifies
protected by laws and actively enforced for country i
in year ¢. This is sourced from WEF
Positive
LRI Legal Right Index Measure how strong is the legal rights of investors
and ranges from 1 to 10, where 1 signifies that the
legal right of investor is lowlily protected and 10
signifies that the legal rights of investors are highly
protected for country i in year ¢. This is sourced from
WEF
Regulation of stock Measure the strength of regulators in ensuring the
exchange stability of the financial market and range from 1 to
RegSE 7, where 1 signifies that regulators ability to ensure a
stable financial market is weak and 7 signifies strong
regulators ability to ensure stability in the financial
market for the country 7 in year ¢. This is sourced
from WEF
1P Investor Protection Average of the MinInt, LRI and RegSE
AudQ Auditor Quality Dummy variable which assigned a value of 1 the use
of Big4 otherwise, 0
Ethics Ethical behaviour of Measures the level of corporate ethics of firms in
firms interaction with public officials, politicians, and other

firms and ranges from 1 to 7 where 1 signifies
extremely poor - among the worst in the world; and 7=
excellent — among the best in the world for a country i
in year t. This is sourced from WEF
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ProMgt

BodEff

EcoGrow

EcoSize

NatCulture

FOwner

Tax

FirmSize

ROA

FirmGrow

CFO

LEV

LAGLoss

Reliance on
Professional
Management

Board Efficacy

Economic Growth rate

Economic Size

National Culture

Total Tax rate

Corporate Size

Profitability

Firm growth rate

cash flow from
operation volatility

Financial leverage

loss before
extraordinary items

The extent a country rely on professional in senior Positive
management positions and ranges from 1 to 7 where
= usually relatives or friends without regard to merit
and 7 = mostly professional managers are chosen for

merit and qualification. This is sourced from WEF

The extent to which management is accountable to
investors and board of directors in a country and
ranges from 1 to 7 where 1 =notatall; and 7=to a
great extent. This is sourced from WEL

Gross Domestic Product in year # minus Gross Positive
Domestic Product in year ¢ - /, and scaled by Gross

Domestic Product in year ¢ - 1, for country 7 in year ¢.

Measured as the natural logarithm of a country's total
Gross Domestic Product (GDP)

National cultural dimension adopted from Hofstede’s ~ Negative
Values Survey Modules (VSM) measured by the

level of individualism.

Measured as the extent foreign ownership of firms in
a country and ranges from 1 to 7 where 1= not at all
and 7 =to a great extent. This is sourced from WEL

This variable is a combination of profit tax (% of
profits), labour tax and contribution (% of profits)
and other taxes (% of the profit) This is sourced from
WEL

Negative

Measured as the natural logarithm of total assets Positive

Return on assets is measured as net profit to a lagged Positive

total asset for firm i in year ¢

The sales growth rate is defined as the sales in year ¢ Positive
minus sales in ¢ — /, and scaled by sales in year ¢ — /,

for firm 7 in year ¢.

measured as the standard deviation of cash flow from  Negative

operations scaled by total assets for firm i in year .

Total liabilities divided by total assets for firm 7 in Negative

year f.

Dummy variable = 1 if firm i reports negative income  Negative

before extraordinary items in year ¢ - 1

Source: Author’s Characterisation
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3.7  Pre-estimation techniques

The literature proposes that before a regression estimation is performed, various diagnostics must
be undertaken. These pre-diagnostic tests examine the reliability of the data and models to
guarantee the provision of non-spurious and reliable results. Based on the requirement, the study
conducted some pre-estimation tests, which included a normality test, multicollinearity test and a

unit root test.

3.7.1 Normality test

Multiple regression takes the position of a normal distribution among the variables used in a model.
The violation of this assumption may result in an estimation bias. Normality tests examine the
presence of outliers in the dataset. According to Jaba et al. (2017), non-linear data can provide
unreliable data, which may not lend itself to robust regression analysis and results. Descriptive
statistics methods were employed in this study, such as mean value, standard deviation, minimum

value and value to test for possible violation of the normality assumption.

3.7.2 Multicollinearity test

In aregression estimation, high collinearity among the independent variables may provide spurious
results. As a result, Gujarati and Porter (2010) suggest that researchers conduct a multicollinearity
test before estimating the relationship among the variables. Therefore, this study conducted a
multicollinearity test to establish the collinearity among the independent variables. This was
achieved through a Pearson correlation analysis, which is the correlation results of the relationship
that exists among the various explanatory variables. As a guide, a correlation of 0.7 and above
between independent variables indicates the presence of multicollinearity (Marcoulides &
RayKov, 2019). Where there is a high correlation, a variance inflation factor (VIF) was also
conducted. To be accepted, the results of the VIF should be less than the threshold of 10 which is

suggested in the literature (Salmeron et al., 2018).

3.7.3 Test of stationarity: Unit root test
Researchers admit that most panel data suffer from stationarity, which can affect regression results.
Given this, it is advised that a unit root test on the variables must precede the regression estimation.

This helps to detect whether any of the variables are non-stationary, because regressing non-

118



stationary series on each may lead to the production of invalid results (Ullah et al., 2018).
Consequently, the study conducted unit root tests using four different unit root testing techniques.
The tests were conducted under the null hypothesis that there is a presence of stationarity at both
levels and the first difference. These unit root testing techniques included Augmented Dickey-
Fuller (ADF), Phillip Peron (PP), Im-Pesaran-Shin (IPS) and Breitung. For a Sys-GMM method,
it is expected that all the variables must be either stationary at level (I(0) or at the first difference
(I(1). The different techniques were necessary to validate the results of the various techniques. In
addition, the stationarity of the results will show whether a Sys-GMM approach is suitable for the

estimation of the parameters in the model.

3.8  Post-estimation techniques

Several post-estimation robustness checks were conducted in the study. The most popular
robustness test results comprise second-order correlation (AR2) and Hansen's J-test. The null
hypothesis of the second-order correlation (AR2) predicts the presence of autocorrelation in the
models. A significant p-value of the AR2 would confirm the hypothesis, which will suggest
spurious results. Therefore, the p-values of AR2 of all the models were expected to be insignificant
(»p>0.05). When the AR2 results are insignificant in a model, the null hypothesis is rejected. This
will imply that the models do not suffer from the problem of autocorrelation. This makes the GMM

results robust and reliable.

In addition, Hansen's J-test was also conducted to test for the robustness of the models used for the
estimation. The Hansen's J-test is a statistical test that is employed to examine the over-
identification restriction of a statistical model (Hansen, 1982; Bond et al., 2001). The null
hypothesis of Hansen's J-test is that the group of instruments in the model are exogenous. This test
is based on the assumption that the parameters of a model are known through theoretical
restrictions and tests the legitimacy of the over-identification restrictions. To be accepted, Hansen's
J-test results are supposed to be insignificant (p>0.05) in a model. This would suggest that the null
hypothesis is rejected, indicating that the over-identification restrictions on a model are invalid.
This result implies that the number of instruments used for an estimation does not have any

negative effect on the estimators.
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3.9  Chapter Summary

In this chapter, the general research design and methodology used for this study and the specific
research design employed for the objectives were discussed. All three specific methodologies were
developed for the entire study. A methodology was developed for the third to fifth objectives due
to the similarity in variables and the adequacy of an empirical model to address the research

questions.

The research paradigm was also explained. This study was conducted within the framework of a
positivist paradigm, indicating that this study assumed the existence of objective realities, hence a
hypothesis was employed to test these assumptions. In addition, the study was based on a

structured methodology, which uses secondary data to test established assumptions.

The estimation techniques employed for the various objectives of the study were explained, in
which the employment of a dynamic estimation technique called the Sys-GMM was indicated to
estimate the parameters of the model. The data source and various variables used for estimation in
this chapter were defined, as well as the pre-and post-estimation techniques employed for the
study. The subsequent chapter will present the results of the study, especially the results of the
objectives of the study, which will be further analysed and discussed.
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CHAPTER FOUR

DATA PRESENTATION, ANALYSIS AND DISCUSSION

4. Introduction

The study investigated how the interplay of IP and AudQ related to FRQ in SSA. The study further
examined the influence of MgtQ on the FRQ of firms in SSA, as well as the association between
IP and MgtQ in SSA. The previous chapter presented the methodology of this study, where the
various data sources and the models used to achieve the various objectives were discussed. This
chapter presents the results of the study along with further analyses and discussions of the results.
The rest of the chapter is organised into five sections, with sections 1 to 4 presenting, analysing
and discussing the results that relate to the various objectives. Section 5 provides the summary and

conclusion of the chapter.

4.1 Management Quality (MgtQ) and FRQ in SSA

The results of the relationship between MgtQ and FRQ of countries in SSA are presented in this
section. MgtQQ was measured by two metrics, which are reliance on ProMgt and BodEff. The
reliance on the ProMgt variable was obtained from the database of the WEF, which determined
reliance on ProMgt by the extent to which a country employs the services of professionals in senior
management positions. Moreover, the BodEff variable was sourced from the database of the WEF,
which was also measured by the extent to which the management of firms in a country are
accountable to investors and board of directors. The FRQ is a country-specific variable, which was

measured based on the model of Tang et al. (2016), which used six dimensions of accounting and
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auditing quality to determine the indicators of the national FRQ index, namely LAR, PDAR, AR,
QAOR, NBAR and AFR.

4.1.1 Descriptive statistics
The results presented in Table 4.1 below show the descriptive statistics of the variables used for
estimating and analysing the association between MgtQ and FRQ of SSA countries. The

descriptive statistics of the variables used for the estimation is presented in Table 4.1.

Table 4.1: Descriptive Statistics

Variable Observations Mean Std. Dev. Min Max
FRQI 3,597 4.535 2.722 1.033 9.216
ProMgt 3,578 5.005 0.54497 3.71 5.83
BodEff 3,578 5.213 0.63001 4.00 6.27
EcoGrow 3,597 3.770 4.2339 -1.766895 9.675
EcoSize 3,597 2.24e+11 1.71e+11 4.42¢+09 5.68e+11
Tax 1,635 32.762 5.381 14.50 49.60
NatCulture 2,835 48.019 19.253 15.00 65.00
FOwner 3,578 4.928 0.4693 3.23 6.25
FirmSize 3,341 35007.64 308311.9 105.579 1.66e+07
FirmGrow 3273 39.113 12.037 -10.000 47.3895
ROA 3,302 6.3696 24.3235 -56.974 460.432
LEV 3,270 38.7223 47.5396 0.779 267.735

Source: Researchers’ Estimation

Notes: Table 4.1 above shows the descriptive statistics of firm-specific and national level variables used in
the study. The variables included the dependent variable of the FRQI (National FRQ index). The
independent variables are ProMgt, BodEff, EcoGrowth, EcoSize (economic size, which is proxied by GDP),
Tax (Total Tax Rate), NatCulture (National Culture which is proxied by the degree of individualism in a
country), FOwner (Foreign Ownership of firms in a country), Firm Size (which is proxied by total assets),
Firm growth (which is proxied by Sales growth rate), ROA (return on assets, representing profitability)
and LEV (financial leverage).
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The results showed that the FRQI had a mean of 4.535, ranging from a minimum of 1.033 to a
maximum of 9.216. This demonstrated that the countries had a moderately high quality of financial
reporting. Other country-specific variables that may influence the FRQ of the SSA countries were
also considered. One such variable was the total tax rate (Tax) of the countries, which had a mean
score of 32.762, suggesting that on average, the firms in SSA paid as much as 32.762% of their
profits and others as tax. The tax rate ranged from 14.50 to 49.60 per cent and with a standard
deviation of 5.381. This result showed that there was a high degree of dispersion among the tax
rates of SSA countries. In addition, the ProMgt had a mean of 5.005 from a range of 3.71 to 5.83.
This result indicated that countries in SSA relied mostly on professional managers chosen for merit
and qualification in senior management positions of corporations than relatives or friends without
regards to qualification. The low standard deviation (SD) of 0.54497 suggested a low degree of
dispersion among the countries. In addition, the mean value for the BodEff variable was 5.213,
which ranged from a minimum of 4.00 to a maximum of 6.27. Given that the highest possible
score for the BodEff is 7.00, it suggested that the firms in SSA have a highly efficient board of

directors with high management accountability.

In the other data, the economic size (EcoSize) of the countries also obtained a mean score of $22.4
billion, with a standard deviation of $17.1 billion. This suggested that there was a wide disparity
in the size of the economies of countries in SSA. The economic growth rate (EcoGrowth) of the
countries also had a mean score of 3.77, suggesting that the average growth rate of countries in
SSA was 3,77% from 2007 to 2017. This suggested that the countries seemed to enjoy economic
growth against the backdrop of the financial crises in 2008 and the immediate years following it.
Nonetheless, the data suggested that some countries also suffered a recession, demonstrated by the
minimum of -1,767% growth rate. Firm ownership (FOwner) also had a mean of 4.928, which
ranges from a minimum score of 3.23 to a maximum score of 6.25. Given that this variable ranges
from a scale of 1.00 to 7.00, this result showed that the majority of the firms in SSA were owned

by foreign owners.

Concerning the culture variable, the mean score was 48.019, with a minimum score of 15.00 and
a maximum score of 65.00. This result suggested that there is a low level of individualism among
countries in SSA. In addition, the SD of the culture variable was 19.253, which showed a small

level of cultural variability among countries in SSA. Apart from the country-specific variables,
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other features specific to the firms were also included in the estimation. These firm-specific
features included ROA, which obtained a mean of 6,37% This showed that the majority of the
firms in SSA are profitable, though a few of them recorded losses, as demonstrated by the
minimum ROA of -56,97% The financial leverage (LEV) and firm size (FirmSize) also recorded
mean values of 38,72% and $35 006 640 respectively. The financial leverage indicated that, on
average, 38,72% of the assets of the firms are financed through debt. Similarly, the FirmSize result
showed that, on average, the firms have an asset value of $35 006 640. Moreover, the results
showed that firm growth (FirmGrow) had a mean of 39.11, suggesting that the firms recorded an

average sales growth of 39,11% from 2007 to 2017.

4.1.2 Multicollinearity test

Table 4.2 below presents the Pearson correlation results among the independent variables. The
results demonstrated a weak correlation among the variables. The results indicated that the
correlation among the variables is less than 0.65, except for the relationship between EcoSize and
ProMgt (»=-0.693) and EcoGrowth and Culture, which recorded a correlation coefficient of -0.661.
Other correlations among the variables that recorded a relatively high coefficient were the
correlation between BodEff and FOwner (»=0.646) and TAX and FOwner (7=-0.612). These

relationships are relatively strong.

Some correlations contradict the expectations of this study. For instance, the correlation between
EconSize and EconGrowth was -0.299, which ordinarily is supposed to be positive. Moreover,
there was a negative relationship between tax rate and economic growth and economic size,
suggesting that firms in countries with a high economic growth rate and economic size pay less
tax. However, the majority of the relationships among the variables were not surprising.
Furthermore, the highest correlation coefficients were between EcoSize and Culture (7=-0.661);
TAX and BodEff (»=-0.440) and EcoGrowth and FOwner (0.439). However, these correlation
coefficients were significantly lower than the benchmark of 0.765, which is embraced by many
researchers. Apart from these, the other correlation coefficients were less than 0.6. Based on these
results, it can be concluded that the variables do not suffer from multicollinearity, therefore, they

may not produce spurious results.
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4.1.3 Unit root test

Researchers acknowledge that most panel data suffer from a unit root which can affect regression
results (Jaba et al., 2017). Given this, researchers advise that a unit root test on the variables must
precede the regression estimation. This helps to detect whether any of the variables are non-
stationary because regressing non-stationary series on each may lead to the production of invalid
results. Based on this, the study conducted unit root tests using four different unit root testing
techniques. These unit root testing techniques included Augmented Dickey-Fuller (ADF), Phillip
Peron (PP), Im-Pesaran-Shin (IPS) and Breitung. The unit root tests results of the variables used

for the estimation are presented in Table 4.3 below.

Table 4.3: Unit Root Test Results

Variable ADF PP IPS Breitung
t-stats Level  t-stats Level t-stats  Level t-stats Level

FRQI 384.74 1(0) 35.85 1(0) 84.49 I(1) 137.07 1(0)
ProMgt 710.13 1(0) 409.91 1(0) 1.154 1(0) 20.34 1(0)
BodEff 696.96 1(0) 283.09 1(0) 84.39 1(0) 6.19 1(0)
EcoGrow 392.04 1(0) 208.93 1(0) 93.29 I(1) 327.06 1(0)
EcoSize 528.753 1(0) 804.03 1(0) 0.4538 1(0) 2.039 1(0)
Tax 549.40 1(0) 590.76 1(0) 29.04 I(1) 17.46 I(1)
NatCulture 82.36 1(0) 383.32 I(1) 273.863  1(0) 393.59 I(1)
FOwner 474.11 1(0) 613.66 I(1) 1.697 1(0) 203.94 I(1)
FirmSize 526.972 1(0) 213.69 I(1) 10.544 1(0) 16.926 I(1)
FirmGrow 482.38 1(0) 74.48 I(1) 382.35 1(0) -3.9E-11 1(0)
ROA 483.96 1(0) 293.83 1(0) 83.47 1(0) 324.22 I(1)
CFO 23.969 1(0) 84.07 1(0) 125.83 1(0) 4.748 1(0)
LEV 490.200  I(0) 327.49 I(1) 392.27 I(1) 5.638 1(0)

Source: Researchers’ Estimation

Notes: In panel units root tests, probabilities are computed assuming asymptotic normality. (a)
tests the hypothesis of the presence of the individual unit root process, and (b) tests the
hypothesis of no unit root in the common unit root process.

The test is premised on the null hypothesis that there is present at both levels and first difference.

The results presented in Table 4.3 above demonstrate that all the variables were stationary at levels,
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I(0)s or stationary and the first difference, I(1)s. Concerning the ADF techniques, all the variables
were [(0)s concerning the PP, IPS and Breitung results, all the variables were either I(0)s or I(1)s.
The different techniques were necessary to validate the results of the various techniques. Based on
the consistency of the results of the various methods, the study rejected the null hypothesis of the
presence of unit root at both levels and the first difference. This indicated that none of the variables
was stationary at the second difference. This suggested that the regression analysis could
incorporate both I(0) and I(1) variables, suggesting that the series was produced at the stationary
process. In addition, the stationarity of the results indicated that a Sys-GMM approach was suitable

for the estimation of the parameters in the model.

4.1.4 Relationship between MgtQ and FRQ

The regression results of the relationship between MgtQ and the FRQ of countries in SSA are
presented in this section. Management quality was measured by two variables, comprising reliance
on ProMgt and BodEff, which were obtained from the database of the WEF. The FRQ was also
measured based on six accounting and auditing quality dimensions of the model of Tang et al.
(2016). The main aim was to investigate whether the quality of management in a country

influenced the FRQ of that particular country.

Table 4.4: Regression Results of MgtQ and FRQ

Coefficient Standard Error
Constant -11.137%** 1.1249
FRQI;e.t 0.3792%** 0.0378
ProMgt; 3.635%** 0.3205
BodEff; 1.429%** 0.1671
EcoGrowi 0.2323%** 0.0172
EcoSize; -3.58e-12%*** 4.75e-13
Taxi -0.0609%** 0.0112
NatCulture;; 0.0603*** 0.0108
FOwner; -1.7142%** 0.3094
FirmSize; -5.83e-07 4.55e-07
FirmGrowi; -0.0004 0.0005
ROA; 0.0049 0.0042
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LEVi 0.0166* 0.0082

Post-Estimation Test

AR2 0.582
Hansen J Stats 0.479
Number of Observations 1247
Number of Instruments 27
Cross-sections 310

Source: Researchers’ Estimation
Note: * Significant at the 10% level, ** Significant at the 5% level and *** Significant at the 1% level.

Notes: Table 4.4 above shows the regression results of the relationship between MgtQ and the FRQ of
countries in SSA. Both firm-specific and national level variables were used in the study. These variables
included the dependent variable of FRQI and independent variables of ProMgt, BodEff, EcoGrow, EcoSize
(economic size, which is proxied by GDP), tax, national culture, foreign ownership, firm size (which is
proxied by total assets), firm growth (which is proxied by sales growth rate), ROA (return on assets,
representing profitability) and LEV (financial leverage).

From Table 4.4 above, confirming the study’s expectation, the results showed that the lagged
FRQIit-1 had a positive relationship with the current year’s FRQI. Besides, the result was significant
at 1% This result suggested that the quality of financial reporting of previous years significantly
influenced the current year’s FRQ of the countries in SSA. This is consistent with the view of
Baik, et al., 2020) that a firm or a country that has a record of quality financial reporting will
continue to have quality financial reporting shortly. This is because the countries or the firms
would build upon their track records and experience to improve on their financial reporting

practices in subsequent years.

Concerning one of the main independent variables, which is the reliance on ProMgt, the study
hypothesised that it would have a positive relationship with FRQI. Unsurprisingly, the result is
consistent with the expectation by demonstrating a positive relationship between ProMgt and
FRQI. The result further shows that the level of relationship between these variables is significant
at 1%, suggesting that reliance on ProMgt significantly improves FRQ. This result implies that
FRQ is high for countries that mostly rely on professionals for senior management position than
countries that rely on relative or friends appointed without regards to merit. This result is plausible
because financial reporting is a product of systems and controls put in place by management.
Therefore, if a firm has professional and experienced management, it would be able to develop a

good internal control system and procedures to guide its financial reporting activities. Professional
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managers are also guided by ethical codes and guidelines which regulates their professional
behaviours. This will eventually translate into quality financial reporting. In addition, ProMgt may
have the experience of supervising financial reporting activities of different firms for many years,
hence they can draw on their experience to improve the financial reporting of firms. This is
consistent with the views of Demerijian et al. (2012); Baik et al. (2020); Baik et al. (2018); Garcia-
Meca and Garcia-Sanchez (2018) and Rashid (2020) who maintain that countries and firms with
ProMgt will have improved financial reporting regime because of the experience they bring to the

firms.

Another a priori of the study was that BodEff would be positively related to the quality of financial
reporting (FRQI) of firms in SSA. Affirming the a priori of the study, the result shows a positive
and significant (p<0.01) relationship between BodEff and FRQI. This result implies that an
increase in BodEff would increase the quality of financial reporting. The study interprets this result
to mean that firms or countries that have an efficient board of directors with high management
accountability would have high-quality financial reporting than countries with a lower level of
BodEff and management accountability. This interpretation is reasonable because the board of
directors supervise the management of firms. Therefore, it is the responsibility of the board of
directors to appoint qualified and experienced management. Therefore, if the board of directors
are efficient, they will also hire efficient management who would prepare quality financial reports.
In addition, the board of directors supervises management to ensure that the policies and system
are followed. The board of directors approves the financial reports prepared by management. It,
therefore, makes sense that if the corporate board is efficient and accountable to investors they will
be able to effectively supervise management to ensure that the financial reports they prepare are
accurate, relevant and free from errors. This result affirms the findings of studies such as Rani et
al. (2013) and Wang et al. (2017). These studies demonstrated that BodEff has a positive and
significant impact on FRQ.

The overarching point is that since FRQ bothers on discretionary accounting policies and the
professionalism of managers will influence the quality of financial report they produce.
Conceptually, higher MgtQ may have a better understanding of their firm’s business, will be more
guided by professional ethics and use this knowledge and professional etiquette to inform investors

more effectively. Impliedly higher MgtQ who are more guided by professional ethics and are
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accountable to investors are less likely to manipulate financial report to deceive investors.
Confirming the hypothesis, the engagement of professionals in a senior management position of
firms other than family and friends without regard to merit and qualification is more likely to lead
to better quality financial reports. This result is also consistent with the findings of earlier studies
such as those of Aier et al. (2005), Bamber et al. (2010), Koh (2011), Baik et al. (2018), Huang et
al. (2012), Demerijian et al. (2013), Chot et al. (2015), Baik et al. (2020), Wang et al. (2017) and
Garcia-Meca and Garcia-Sanchez (2017) and Rashid (2020) who showed a positive relationship
between ProMgt and the quality of financial reporting of firms. This result confirms that FRQ is
more likely to be high in countries that rely on professionals in senior management positions than
countries that rely on relatives or friends without regard to merit. In addition, in countries where
management is greatly accountable to investors and the boards of directors, FRQ is more likely to
enhance. This study, however, contradicts the finding of Li et al. (2016); Zhang (2019) and
Priscilla and Siregar (2020) that suggested that more competent managers can impair firms’
information environment through non-transparent financial disclosures with others suggesting that

managerial quality may be irrelevant in FRQ of firms.

The study further examined whether other country-specific features have impacts on the FRQ of
those countries. The first of such country-specific features is the economic growth (EcoGrow) of
the countries. The study predicted that economic growth would have a positive impact on FRQ.
The result confirms the prediction, by showing a positive and significant (p<0.01) relationship
between EcoGrow and FRQI. This result implies that a country that experiences high economic
growth would have high-quality financial reporting among its firms. This is possible in two ways.
First, a country with high growth may attract more foreign investments. These foreign investors
may introduce efficient systems and technologies to improve the financial reporting practices of
firms. Secondly, countries with high growth may want to consolidate their growth by putting in
place policies, systems and regulations to ensure that firms in that country remain productive. This
would improve the corporate governance practices of firms and consequently, the financial
reporting practices of the firms will improve. This result is consistent with the findings of Ding et
al. (2016) and Zandi et al. (2019) who documented a positive relationship between economic
growth and FRQ. This study, however, contradicts the findings of Cohen and Zarowin (2007),

which provides evidence that there a negative relationship between economic growth and FRQ.
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The result further shows a negative relationship between the size of an economy (EcoSize) and
FRQ (FRQI). In addition, the level of relationship between EcoSize and FRQI is significant at 1%
This result implies that a country with a large GDP mostly likely will have a low quality of
financial reporting and vice versa. Although, this result contradicts the expectations, however, it
is possible in two ways. The first possible reason for a negative relationship between EcoSize and
FRQI is that large economies may have many and fragmented firms operating in that economy.
This may make it difficult for the regulatory bodies to effectively supervise these fragmented firms.
Due to a lack of effective supervision by the regulatory bodies, some of these firms may engage
in illicit accounting practices which may affect the quality of financial reports of the firms in that
country. Again, out of complacency, larger economies may not be aggressive in developing new
guidelines and systems to regulate their reporting practices. Because of this contentment, the gains
attained over time may erode, which would lead to a poor financial reporting regime. This finding
conflicts with findings by As’ad (2019) and Filip and Raffournier (2014) which shows a positive

relationship between economic condition and FRQ.

The results presented in Table 4.4 further show a negative and significant (p<0.01) relationship
between tax rate (Tax) and the FRQI. This result implies that countries with high tax rates will
have a poor financial reporting system. This result is not surprising because tax is a significant
burden to firms. Therefore, the firms would develop means to reduce their tax burdens. In this
context, when the tax rate in a particular country is high, the firms operating in that country may
adopt some accounting practices to reduce their profits and tax burdens. These accounting
practices may involve understatement of revenue, overstatement of expenses, transfer pricing, tax
evasion etc. Though these financial reporting practices may be illegal, however, firms may engage
in such practices when their tax burden is unbearable. Therefore, firms operating in countries with
high tax rates may be forced to engage in illegitimate accounting practices to reduce their tax
burden. Indeed, this result aligns with the findings of previous studies such as those of Amidu et
al. (2019); Susanto et al. (2019); Arachi and Bucci (2019); Kuo and Lee (2019). These studies
showed that countries with high tax rates generally have poor FRQ by firms because firms engage

in EM to avoid taxes.

Furthermore, culture had a positive and significant relationship with FRQ (FRQI). The result
suggests that FRQ is high in countries with a high level of individualism. Though the result is
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contrary to the study's prediction and existing literature, however, it is plausible. This is because
in a country with a high level of individualism employed persons are expected to act according to
their interest and for that matter, such countries may have workers who work on an individual
basis. This suggests that for employees to protect their interest in terms of security of work and
regularity income, there may be a high level of member-checking, where the work of an individual
may be checked by another member. This may reduce collisions, errors, commissions and
omissions in the preparations of financial reports. This will eventually reduce fraudulent financial
reporting practices and other misstatements in financial reporting and, therefore, improve the
financial reporting of the firms. The contract findings of Nabar and Boonlert-U-Thai (2007),
Doupnik (2008) and Persakis and Iatridis (2016) found individualism to have a negative
relationship with FRQ.

The study further estimated whether the pervasiveness of foreign ownership (FOwner) of the firms
in SSA has any impact on FRQ (FRQI). The study shows a significant negative (p<0.01)
relationship between FOwner and FRQI. This implies that a firm with a large percentage of foreign
owners tends to have a lower FRQ. The results are not surprising because, according to An (2015),
conflicting prior research reveals that foreign ownership may either enhance or deteriorate FRQ
depending on whether foreign owners involve in active monitoring of managers or they are
transient. This finding, therefore, supports the transient hypothesis which suggests that foreign
investors in SSA are transient investors. Who, instead of monitoring management for value
maximising decision, is likely to dispose of their shares in the absence of current profit and
therefore have not incentive to monitor firm management. Another possible explanation for this
result is that a firm with a high percentage of foreign owners may struggle or find difficulties
aligning the local reporting practices with the reporting practices that may be introduced by the
foreign owners. This is particularly possible in instances where the foreign owners are fragmented.
Each may wish to push their conflicting reporting preferences, which may result in poor reporting
practices. This result is consistent with studies by Gill-de-Albornoz and Rusanescu (2018) which
concluded that the magnitude of DAs is significantly higher when the parent company is foreign
than when it is local. However, the findings conflict with studies by Guo et al. (2015) and An
(2015), which suggests that foreign ownership mitigates managerial opportunism, thereby

increasing the quality of financial reporting.
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Concerning the firm-specific variable, the results demonstrate a negative relationship between the
size of the firms (FirmSize) and FRQ (FRQI). However, this relationship is insignificant (»>0.05),
suggesting that the size of firms does not significantly influence their FRQ. Similarly, the results
indicate a negative and insignificant (p>0.05) relationship between firm growth rate (FirmGrowh)
and the FRQ of countries in SSA. This result suggests that the growth rate of firms is not significant
to explain the FRQ of a country. Regarding the return on assets (ROA) of the firms, the results
indicate that it has a positive and insignificant (»>0.05) relationship with the FRQ of countries in
SSA. These results also imply that the ROA of firms in a country does not influence the FRQ of
that country. The possible reason for these results may be because firms regardless of their sizes
are required to prepare their financial reports based on set standards and regulations. This finding

confirms that of Irwandi and Pamugkas (2020)

Lastly, the study predicted a positive relationship between leverage and the FRQ of countries in
SSA. The result shows a positive relationship and significant (»p<0.05) between these variables,
which affirms the prediction. This result suggests that an increase in a firm's debt profile will
increase its FRQ (FRQI). This result implies that a firm with a higher proportion of debt would
have quality financial reporting. This result may be that creditors may demand certain reporting
practices from the firms. In addition, since creditors want to ensure that their interest and principles
will be paid, they may want the firms to provide appropriate, accurate and relevant financial
information that is free from errors. As a result, they make take interest in the reporting practices
of the firm, which will result in quality financial reporting. This study confirms Ardison et al.
(2012) and Mahboub (2017), who showed that leverage has a positive relationship with FRQ. Their
main findings suggest that debt has beneficial consequences on FRQ as high debt increase

monitoring which reduces managers discretionary spending and accounting choices.

The study further conducted post-estimation tests to determine whether the model is robust and
that the results are reliable. The results show that the model and the estimated results provided are
robust and reliable in many ways. Table 4.4 presents the robustness tests results comprising
second-order correlation (AR2) and Hansen's J-test results of the models. The p-values of the
second-order correlation (AR2) of the model is insignificant (p>0.05). Since the AR2 result is
insignificant, the null hypothesis is rejected. This implies that the model does not suffer from the

problem of autocorrelation. This makes the GMM results robust and reliable. In addition, Hansen's
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J-test result is insignificant. This suggests that the null hypothesis is rejected, indicating that the
over-identification restrictions assumption on the model is invalid. This result implies that the

number of instruments used for the estimation does not have any negative effect on the estimators.

4.2 Investment Protection (IP) and MgtQ in SSA

This section presents the analyses and the results on the relationship between IP and MgtQ in SSA.
The IP was measured by three variables, comprising MinInt, the LRI and RegSE. These variables
were retrieved from the WEF database. In addition, the MgtQ was measured by two metrics, which
are reliance on ProMgt and BodEff. The reliance on the ProMgt variable was obtained from the
database of the WEF, which was measured by the extent to which a country employs the services
of professionals in senior management positions instead of relatives or friends without regard to
merit. As well, the BodEff variable was sourced from the database of the WEF, which was also
measured by the extent to which management of firms in a country are accountable to investors

and board of directors.

4.2.1 Descriptive statistics
Before the estimation of the relationship between IP and MgtQ, the study presents the descriptive

statistics of the variables in Table 4.5.

Table 4.5: Descriptive Statistics

Variable Observation Mean Std. Dev. Min Max
ProMgt 3,578 5.005 0.5449745 3.71 5.83
BodEff 3,578 5.213 0.6300136 4.00 6.27
MinlInt 3,578 4.965 0.8283906 3.40 6.22
LRI 3,578 7.166 1.792262 3.00 10.00
RegSE 3,578 5.162 0.9708464 3.52 6.67
FOwner 3,578 4.928 0.4693142 3.23 6.25
Tax (%) 1,635 32.762 5.38076 14.50 49.60
NatCulture 2,835 48.019 19.25348 15.00 65.00
EcoSize (%) 3,597 2.24e+11 1.71e+11 4.42¢+09 5.68e+11
EcoGrow (%) 3,597 3.770 4.233915 -1.766895 9.67532

Source: Researchers’ Estimation, 2020

Notes: Table 4.5 shows the descriptive statistics of national-level variables used in the study. The variables
included the dependent variables of ProMgt (Professional Management), BodEff (Board efficacy). The
independent variables were Minority Interest protection (Minlnt;,), legal Right Index (LRI;,) Regulation
of Stock Exchange (RegSEi,) Economic Growth (EcoGrowi,) Economic Size which is proxied by GDP)
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(EcoSizei,) Total tax rate (Taxi,), national Culture ( NatCulture;, ) and Pervasiveness of foreign ownership

(FOwners).

Table 4.5 shows the summary statistics of the reliance on ProMgt, BodEfff, MinInt, LRI, RegSE
and the other country-specific features that were considered in the study. The focus of this
objective was to examine the relationship between IP and MgtQ. The results showed that ProMgt
had a mean of 5.005 from a range of 3.71 to 5.83. This result suggested that the majority of
countries in SSA relied on ProMgt in the running of their corporations. The low standard deviation
(SD) of 0.54497 showed a low degree of dispersion among the countries. In addition, the BodEff
had a mean of 5.213. The BodEff results ranged from a minimum of 4.00 to a maximum of 6.27,
demonstrating that the firms in SSA had an efficient board of directors who are accountable to
investors. The standard deviation of the BodEff was 0.63, which also demonstrated a low degree
of dispersion among SSA countries. These MgtQ results clearly showed that the MgtQ of firms in
SSA approximated the 75" percentile, suggesting that the firms have sound, efficient and

accountable management.

Concerning the IP variables, the results show that the mean value of the protection of minority
interest is 4.965, with minimum and maximum values of 3.40 and 6.22 respectively. The
implication of this result is that majority of the countries in SSA protect the interest of minority
investors. This variable scored an SD of 0.8284, which suggests homogeneity among the countries.
The results further show that the LRI variable scored a mean of 7.166 from a range of 3.00 and
10.00. This shows that the mean score is near the full mark of 10.00, which indicates that the
countries in SSA have a strong legal system to protect investors and creditors. Concerning the
regulation of the stock exchange, the mean score is 5.162, with a minimum score of 3.52 and a
maximum score of 6.67, which is also near the full score of 7.00. This result suggests that there is
a strong regulatory system that protects the various stock exchanges in SSA. In addition, the SD
of the RegSE is 0.971, which shows that there is a small variance among the SSA countries on the

stock exchange regulatory systems.

The study also considered the specific country features that may influence the MgtQ of the firms
in the SSA countries. First, the foreign ownership (FOwner) had a mean of 4.928, which ranges
from a minimum score of 3.23 and a maximum score of 6.25. Given that this variable range from

a scale of 1.00 to 7.00, this result shows that majority of the firms in SSA are owned by foreign
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owners. Concerning the tax rate (TAX) of the countries, the mean score was 32.762, suggesting
that on average, the firms in SSA pay as much as 32.762% of their profits as tax. The tax rate
ranges from 14.50 to 49.60 and with a standard deviation of 5.381, it shows that there is a high
degree of dispersion among the tax rates of SSA countries. In the other data, the mean value of the
cultural dimensions (culture) of the countries is 48.019. This demonstrates that the level of
individuality among the SSA is high. However, the standard deviation of 19.25 shows a high level
of disparity in cultural dimension among the countries in SSA. The economic size (EcoSize) of
the countries were also included in the study, which obtained a mean score of $22.4 billion. Once
again, the standard deviation of $17.1 billion suggests that there is a wide disparity in the size of
the economy of countries in SSA. The results further show economic growth rate (EcoGrowth)
had a mean score of 3,77. This suggests that the average growth rate of countries in SSA was
3.77% from 2007 to 2017. This suggests that the countries seemed to enjoy economic growth
against the backdrop of the financial crises in the year 2008 and the immediate years following it.
Nonetheless, the data suggests some firms also suffered a recession, demonstrated by the minimum

of -1.767% growth rate.

4.2.2 Multicollinearity Test

In a regression estimation, high collinearity among the independent variables may provide spurious
results. As a result, Gujarati and Porter (2010) suggest that researchers must conduct a
multicollinearity test before estimating the relationship among the variables. Therefore, this study
conducted a multicollinearity test to establish the collinearity among the independent variables.
This was achieved through a Pearson correlation analysis. Table 4.6 presents the Pearson
correlation results between the variables. The results from Table 4.6 show that the correlation
among the variables is weak. The results indicate that the correlation between ProMgt and BodEff
is positive and weak (» = 0.387). In addition, the correlation between FOwner and Minlnt (» =
0.194), RegSE (r = 0.210); LRI (» = 0.1245) and culture (» = 0.2019) are positive and very weak,

suggesting no multicollinearity issue among these variables.

Some correlations contradict the expectations. For instance, the correlation between EconSize and
EconGrowth was -0.6924, which ordinarily was supposed to be positive. As well, there was a
negative relationship between tax rate and economic growth and economic size, suggesting that

firms in countries with high growth and size pay less tax. However, the majority of the
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relationships among the variables are not surprising. Furthermore, the highest correlation
coefficients were between ProMgt and RegSe (» = 0.693); EcoSize and EcoGrowth (r =-0.6924);
MinInt and RegSE (»=0.675); TAX and EcoGrowth (»=-0.6619) and BodEff and FOwn (0.6524).
However, these correlation coefficients are significantly lower than the benchmark of 0.765, which
is embraced by many researchers. Apart from these, the other correlation coefficients are less than
0.6. Based on these results, it can be concluded that the variables do not suffer from

multicollinearity, therefore, they may not produce spurious results.
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4.2.3 Unit Root Test

Researchers admit that most panel data suffer from a unit root which can affect regression
results. Given this, it is advised that a unit root test on the variables must precede the regression
estimation. This helps to detect whether any of the variables are non-stationary because
regressing non-stationary series on each may lead to the production of invalid results.
Consequently, the study conducted unit root tests using four different unit root testing
techniques. These unit root testing techniques include Augmented Dickey-Fuller (ADF),
Phillip Peron (PP), Im-Pesaran-Shin (IPS) and Breitung. The unit root test results are presented
in Table 4.7.

Table 4.7: Unit Root Test

Variables ADF PP IPS Breitung
t-stats  Level t-stats Level t-stats Level t-stats Level

ProMgt 710.13  I(0)  409.91 1(0) 1.154 1(0) 20.34 1(0)
BodEff 696.96  1(0) 283.09 1(0) 84.39 1(0) 6.19 1(0)
FOwner 47411  1(0) 613.66 I(1) 1.697 1(0) 203.94 I(1)
Tax 549.40  I(0) 590.76 1(0) 29.04 I(1) 17.46 I(1)
MinlInt 500.03  I(0) 274.61 I(1) 7.374 1(0) 13.614 1(0)
LRI 671.66  1(0) 543.09 1(0) -0.164 1(0) 2.937 1(0)
RegSE 673.434 1(0) 419.65 1(0) 1.286 1(0) 26.218 1(0)
NatCulture 82.36 1(0) 383.32 I(1) 273.863 1(0) 393.59 I(1)
EcoSize 528.753  1(0)  804.03 1(0) 0.4538 1(0) 2.039 1(0)
EcoGrow 238.73  1(0) 36.75 1(0) 83.29 1(0) 48.43 1(0)

Source: Researchers’ Estimation, 2020

Notes: In panel unit root tests, probabilities are computed assuming asymptotic normality. (a) tests the
hypothesis of the presence of the individual unit root process, and (b) tests the hypothesis of no unit
root in the common unit root process.

Table 4.7 above presents the unit root tests results of the variables. The tests were conducted
under the null hypothesis that there is present at both levels and first difference. The unit root
test results show that all the variables are stationary at levels, [(0)s or stationary and the first
difference, I(1)s. Concerning the ADF techniques, all the variables are I(0)s. Concerning the
PP, IPS and Breitung results, all the variables are either I(0)s or I(1)s. The different techniques
were necessary to validate the results of the various techniques. Based on the consistency of
the results of the various methods, the study rejects the null hypothesis of the presence of unit
root at both levels and the first difference. This indicates that none of the variables is stationary

at the second difference. This suggests that the regression analysis can incorporate both I(0)
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and I(1) variables, suggesting that the series are produced at the stationary process. In addition,

the stationarity of the results indicates that a System GMM approach is suitable for the

estimation of the parameters in the model.

4.2.4 The relationship between IP and ProMgt

This section presents the results on the relationship between IP and reliance on ProMgt. The

results are presented in Table 4.8 below. The results are presented according to four models.

Models 1 to 3 examined the individual impact of each of the three components of IP,

comprising the protection of MinInt, the LRI and RegSE, respectively, on the extent to which

firms in SSA rely on the services of ProMgt. In addition, Model 4 estimates the relative impacts

of the aggregate of the three components of IP (determined as the average of MinInt, the LRI

and RegSE) on the reliance of ProMgt by firms in SSA.

Table 4.8: Regression Results of IP and ProMgt

ProMgt Model 1 Model 2 Model 3 Model 4
Variables MinInt LRI RegSE Inv. Protection
0.2456*#* 1.4154%** 0.1269** .13802%**
ProMgtii.
(6.27) (4.58) (2.54) (3.79)
0.2541 - - 0.202783***
MinlInt;
(1.58) (2.83)
- 0.0917%** - -0.0289%**
LRI
(3.26) (-7.32)
- - 0.0173 -0.2932%**
RegSE;;
(0.27) (-3.81)
0.28071*** -1.019* 0.3840%** 0.6161***
FOwner;;
(2.57) (-1.81) (4.02) (39.79)
T 0.0316*** 0.1119%** 0.0413%** 0.0623%#*
ax;j
t (5.15) (2.47) (3.45) (8.13)
0.0024 -0.014 1% 0.0344%+* 0.03712%**
NatCulture;
(0.38) (-2.50) (5.16) (8.08)
4.25e-13%* 1.27e-12%** -1.42e-12%%* 4.07e-13***
EcoSizei
(1.97) (2.27) (-3.28) (5.53)
EcoGrow: -0.0667*** -0.4148%** -0.0397*** -0.0613%**
Wit (-5.78) (-2.97) (-7.39) (-13.92)
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Post-estimation Tests

AR2 0.582 0.257 0.201 0.549
Hansen J Stats 0.479 0.308 0.139 0.104
Number of Observ. 1247 1247 1247 1247
Number of Int 29 39 33 34
Cross-sections 310 310 310 310

Source: Researchers’ Estimation
t-statistics in parenthesis; *** = p<0.01; ** = p<0.05; * = p<0.1

Notes: * Significant at the 10% level, ** Significant at the 5% level and *** Significant at the 1% level.
Notes: From table 4.8, the variables used to estimate the above regression results for this study were
the dependent variable of ProMgt (Professional Management), The independent variables were
Minority Interest protection (Minlnti,), legal Right Index (LRI;,) Regulation of Stock Exchange
(RegSEi,) Economic Growth (EcoGrowi,) Economic Size which is proxied by GDP) (EcoSizei,) Total
tax rate (Tax;,), national Culture ( NatCulture;; ) and Pervasiveness of foreign ownership (FOwners; ).

Table 4.8 above presents the result of the impact of IP on the reliance on the ProMgt of firms
in SSA. The results are in three forms, comprising the coefficients, #-statistics (in parenthesis)
and the level of significance of the coefficients, which are represented by asterisks. Confirming
the study’s expectation, the results show that the lagged reliance on ProMgtit-1 has a positive
relationship with ProMgtit in all four models. The results are significant at 1% in all the models,
except in Model 3, which is significant at 5% These results indicate that the firms' reliance on
ProMgt is influenced by their past practice, that is on how they have relied on ProMgt in

previous years.

The study further investigated whether the protection of MinlIntit, LRIit and the regulation of
stock exchange (RegSEit) have a positive effect on the extent of firms reliance on ProMgtit. A-
priori, the study expected a positive link between these variables. Consistent with the a-priori,
the results in Model 1 show that Minlntit has a positive relationship with ProMgti.. With a
coefficient of 0.2541, it suggests that a percentage increase in the strength Minlntit would
increase ProMgtit by 25,41% However, the level of relationship between these variables is
insignificant. This suggests that although an increase in the strength of protection of interests
of minority shareholders in SSA countries will increase their reliance on professional
management, the level of increment may not be substantial. The result further affirms the
expectation of the study by demonstrating in Model 2 that LRIt has a positive and significant
relationship with ProMgtit. This result implies that an increase in LRIt would translate into a

significant increment in ProMgtit. The coefficient of LRI is 0.0917, suggesting that a unit
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increase in the strength of legal rights of investors in SSA country would result in a 9.17%

increase in reliance on ProMgtit.

In model 3, the study estimated the impact of the level of RegSEit in SSA on ProMgtic. This
result also confirms the expectation by showing a positive but insignificant relationship
between RegSEitand ProMgtic. This result implies that a firm that is listed on a stock exchange
that is heavily regulated would seek the services of ProMgt. The result shows a coefficient of
0.0173 for RegSEi:, which demonstrates that a unit increase in RegSEit will also increase the
reliance on ProMgtit by 1,73%, albeit insignificant. This result is conceivable because a country
that has a strong, robust and effective IP system in the context of the protection of the interest
of minority shareholders, high LRI and effective RegSE may have a strong and complex
business environment. The strong and complex business environment may require extra
expertise, which may be in the form of hiring of ProMgt. Another interesting facet of this result
is that boards of directors of firms in weak IP countries may be less independent compared to

firms in a stronger IP environment (Aggarwal et al., 2009).

Model 4 also examined the relative impact of the various components of IP on the reliance of
ProMgt among firms in SSA. The model predicted a positive relationship between the
aggregate components of IP comprising the protection of MinlIntit, LRIt and RegSEit on one
side and reliance on ProMgtit on the other size. The results demonstrate that apart from the
RegSEir-1 which had a negative sign, all the other variables obtained positive signs. Besides,
the relationship between these variables is significant at 1% The positive sign between MinlIntit
and LRIit on one side and ProMgtit on the other side indicates that a country with a strong
system to protect minority interest whilst at the same time having higher legal right interest

would rely on ProMgt.

Indeed, these results were expected because firms in a country that enjoys strong protection of
minority interest and has a strong investor legal right may be compelled or pressured to be
governed in a certain way. This will demand that they engage the services of professional in
senior management positions instead of relatives or friends without regard to merit and
qualifications. Furthermore, such practices are not surprising because recent literature such as
those of Adeoye (2013) and Withaar (2016) show that firms that engage the services of ProMgt
benefits from good corporate governance and higher performance, therefore, these firms would
also want to enjoy such benefits. These results align with the study's hypothesis, as well as the

results of previous studies such as those of Aggarwal et al. (2009), Withaar (2016) and Garcia-
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Sanchez and Noquera-Gamez (2018) who showed that MinIntit and LRIit simultaneously have
a positive impact on ProMgt. On the contrary, these results contradict the findings of previous
studies, including those of Isaboke and Naziri (2018) and Kobbi-Fakhfakh et al. (2020), who
reported a negative relationship between RegSEit and ProMgti,, when there is a strong MinIntit
and LRIi. Nonetheless, these results are consistent with the perspective of the Institutional
Theory which espouses that the role of institutions, law and regulations on the behaviour of
firms through coercive and normative isomorphism may influence the quality of staff engaged
by firms. That is in a jurisdiction with quality laws, institutions, and enforcement system or
strict IP regime, firms are more exposed to high risk of litigation and cost, and consequently,
to mitigate such risk, the firm will rely more on professional managers chosen on merit and
qualifications to holds senior management positions than use relatives or friends without regard

to merit. Therefore, MgtQ significantly associated with a country’s IP regime in SSA.

On the other hand, the negative sign of the coefficient of RegSEi+-1 in Model 4 runs contrary to
the hypothesis. The result shows a negative and significant relationship between RegSEi: and
ProMgtit. The negative sign shows that when a country has strong protection for minority
interest and a strong investor legal right and enforcement system, strong regulation of stock
exchange will result in a decrease in the reliance on ProMgt. A possible explanation for this
result is that when a country has a strong and efficient system that protect investors, it serves
as disincentives to the shareholders and the board to engage the services of ProMgt. This is not
surprising, because such a system may have been instituted to protect investors, therefore, the
engagement of ProMgt may be a duplication of duties and a waste of resources. This result also

confirms the findings of previous studies such as that of Pathak and Sun (2013).

Other country-specific variables that can impact the ProMgtit of firms were also considered in
the study. These variables include the extent of foreign ownership of firms (FOwnerit), total
tax rate (Taxit-1), the culture of the respective countries, economic size and the economic growth
of the SSA countries. Concerning the FOwnerit the results show that it has a positive and
significant (p<0.01) relationship with ProMgtit in Models 1, 3 and 4. These results show that
firms with a high percentage of foreign ownership rely more on ProMgt than those with a large
percentage of local or domestic ownership. This result may be as a result of the fact that foreign-
owned firms may have more resources to engage the services of ProMgt than domestic
dominated firms, hence they rely more on professional for senior management positions. In
addition, a foreign-owned firm has more robust recruitment processes than a non-foreign own

firm that may rely heavily on family, friends and other relatives for managerial positions
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without regard to merit. The results further show that Taxit1 has a positive and significant
(p<0.01) relationship with ProMgtit in all four models. These results also suggest that firms in
a country with a high tax rate rely on the services of ProMgt. This result is plausible because
tax represents one of the largest expenses to a company. Because of this, firms normally engage
in tax planning activities to reduce their tax burdens. However, tax planning demands
experienced, knowledgeable and astute professionals which firms may not be able to find
within the firm. Firms would, therefore, turn to ProMgt to manage their tax planning activities
for them, hence the positive and significant relationship between Taxit1 and ProMgtit. This
result is consistent with the findings of Salawu (2017) and Khaoula and Moez (2019) who

found a positive relationship between Taxit-1 and ProMgtit.

The study also predicted a positive relationship between a country’s culture and the extent to
which firms in that country rely on ProMgt. Affirming the hypothesis of this study, the results
demonstrate that culture has a positive relationship with ProMgtic in Models 1, 3 and 4.
However, the level of the relationship is significant at 1% in only model 3 and 4. These results
imply that firms in countries with a high level of individualism depend more on ProMgt. The
explanation for this result is that firms in countries with high levels of individualism may lack
cohesion, camaraderie, comradeship and unity among their staff. This would mean that the staff
may not share ideas and may not be willing to either seek help from a colleague or offer to help
a colleague. This will stifle their ability to innovate, learn and solve difficult problems. In this

context, reliance on ProMgt for most of the complex issues in the firms will be apparent.

The results further confirm the expectation that the size of an economy (EcoSizeit-1) positively
influences the ProMgtit of firms in that country. Models 1, 2 and 4 show that EcoSizeit.1 has a
positive and significant impact on ProMgti. This implies that firms operating in bigger
economies will rely more on ProMgt than those operating in smaller economies. This result
supports the views that bigger economies may have many firms with larger firm assets.
Therefore, the government and regulators in those countries may put policies in place to protect
the interest of investors. This will result in the firm demanding the services of ProMgt.
However, the results in Model 3 are contrary to the expectation since the coefficient of
EcoSizeit.1 is negative. This may be the fact that firms operating in larger economies with the
heavily regulated stock exchange may see no need to engage the services of ProMgt. However,
the dominant indication here is that EcoSizeit has a positive relationship with ProMgtit, which

supports the findings of Abedana et al. (2016) and Persakis and Iatridis (2016).
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The study further predicted a positive relationship between economic growth (EcoGrowit) and
ProMgtit. Diverging from the expectation, the results show a negative and significant (p<0.01)
relationship between EcoGrowthit and ProMgtit. These results suggest that a firm that operates
in a country with high growth relies less on ProMgt. Once again, this result may be explained
that these countries may already have good systems to ensure that firms operate within the
confines of the law, whilst adhering to good corporate governance practices. Therefore, the

firms may not see the need to engage the services of ProMgt.

The results provided are also robust in many ways. The robustness tests results comprising
second-order correlation (AR2) and Hansen's J-test results of the models are also presented in
Table 4.8. First, the p-values of the second-order correlation (AR2) of all the models are
insignificant (p>0.05). Since the AR2 results are insignificant in all the models, the null
hypothesis rejected. This implies that all the models do not suffer from the problem of
autocorrelation. This makes the GMM results robust and reliable. In addition, Hansen's J-test
results are insignificant in all the models. This suggests that the null hypothesis is rejected,
indicating that the over-identification restrictions on the model are invalid. This result implies
that the number of instruments used for the estimation dot does not have any negative effect

on the estimators.

4.2.5 The relationship between IP and BodEff

In this section, the results concerning the relationship between IP and BodEffi: are presented.
The results are presented based on four models. Models 1, 2 and 3 investigated the impact of
each of the three components of IP (protection of MinlInti,, LRI and RegSE) respectively on the
efficiency of the board of firms in SSA. Besides, Model 4 examined the relative impacts of the
aggregate measure of IP on the BodEffi: of firms in SSA. The results are provided in Table 4.9
below. The results in the Table 4.9 comprise the coefficients, #-statistics (in parenthesis) and

the level of significance of the coefficients, which are represented by asterisks.

Table 4.9: Regression Results of IP and Board Efficiency

Model 1 Model 2 Model 3 Model 4
Variables MinInt LRI RegSE Inv. Protection
10.193%#* 4.085%** 1.947%** 2.742%**
Constant
(10.30) (6.58) (5.61) (6.53)
0.6189*** 3.4863%** 2.3073%** 0.1893*#:*
BodEffi.
(3.16) (7.46) (13.90) (4.18)
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0.2835%** 10.0056%**
Minlnt; - -
(4.18) (16.10)
0.1549%** -0.2589%**
LRI; _ -
(4.13) (-13.73)
-0.5365%** -6.7795%**
RegSE; - -
(-6.05) (-15.25)
0.1556 1.819]*** 1.6532%** 0.2047**
FOwner;;
(1.58) (5.43) (7.37) (2.28)
-0.0651*** -0.0904*** 0.1076%** 0.3241%**
TAX
(-6.45) (-3.91) (7.71) (15.17)
-0.1271 *** -0.0715%** 0.0018 -0.5823***
Culturei;
(-4.86) (-5.13) (0.691) (-13.09)
4.68e-12%** 2.21e-12%** 2.31e-12%%* 3.48e-11***
EcoSize;
(4.75) (5.07) (7.85) (13.35)
-0.1214%** 0.1825%** -0.0154%* -0.3517***
EcoGrowthi
(-5.07) (4.33) (-2.35) (-16.19)
Post-estimation Tests
AR2 0.501 0.319 0.362 0.208
Hansen J Stats 0.293 0.239 0.093 0.285
Number of Observ. 1316 1309 1312 1329
Number of Int 30 23 20 40
Cross-sections 310 310 310 310

Source: Researchers’ Estimation, 2020
t-statistics in parenthesis; *** = p<0.01; ** = p<0.05; * = p<0.1

Notes: * Significant at the 10% level, ** Significant at the 5% level and *** Significant at the 1% level.
Table 4.9 above shows the regression results of the relationship between IP and BodEff of firms in SSA.
The following variables were included in the model estimation. The independent variables were
Minority Interest protection (Minlnt;,), legal Right Index (LRI;,) Regulation of Stock Exchange
(RegSEi,) Economic Growth (EcoGrowi,) Economic Size which is proxied by GDP) (EcoSize:,) Total

tax rate (Taxi,), national Culture ( NatCulture;; ) and Pervasiveness of foreign ownership (FOwnersi; ).

The results of the impact of IP on the BodEff of firms in SSA are presented in Table 4.9. First,
the results show that the lagged BodEffic1 has a positive and significant relationship with
BodEffii. These results showed that the previous level of efficiency of the board of the firms in
SSA significantly explains the current level of efficiency of the board in SSA. The study

anticipated a positive relationship between the protection of MinlIntit, LRIit and RegSE on the
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efficiency of the board of firms in SSA. The result in Model 1 confirms the expectation, which
indicates that Minlnti.1 has a positive and significant relationship with BodEffit. This result
suggests that an increase in Minlnti.1 would result in a positive and significant (p<0.01)
increase in BodEffi of the firms in SSA. In addition, the coefficient of Minlnti1 is 0.2835,
which suggests that a unit increase in the strength of protection of minority interest would result

in a 28,35% increase in BodEffi:.

This result may be a result of the need for an efficient board to ensure that the interest of the
minority shareholders is protected within the legal and institutional frameworks of the countries
they operate. The possible reason is that in a country where laws and enforcement system on
minority shareholders interest protection are stronger, management is more accountable to
investors and the board of directors. Such countries will also require that the firms must appoint
a certain calibre of the board of directors with a proven and demonstrable track record of
business and professional achievement. An example is, following the Ghanaian banking crises
in the year 2018, the Bank of Ghana and the Securities and Exchange Commission of Ghana
developed a corporate governance system for the banks. This corporate governance system
required the banks to appoint a board of directors who satisfy certain stated criteria. This
demonstrates that firms would have an efficient board if the country within which they operate
do have laws and enforcement systems to protect the interest of minority shareholders. The
result agrees with the findings of Isaboke and Naziri (2018) and Kobbi-Fakhfakh et al. (2020).
These authors provided evidence to show that a country with a strong system to protect the
interest of minority shareholders of firms would have an efficient board of directors. However,
few studies such as Pathak and Sun (2013) reported contrary evidence which showed that
Minlntit has no relationship with BodEffi.

In addition, Model 2 anticipated a positive relationship between lagged LRIit and BodEffi. The
results in Model 2 showed that LRIit1 had a positive and significant impact on BodEftfi.. The
result is significant at 1%, with a coefficient of 0.1549. The coefficient indicates that a unit
increase in LRIit will lead to an increase in BodEffit by 15,48% This result confirms the
expectation of the study by showing that the lagged legal right index results in an increase in
the efficacy of the board of directors of firms in SSA. This result is reasonable since a country
that has strong legal rights right would have an efficient board of directors. This is because, a
country that has systems, institutions and laws will require that the firms in that country should
operate within the confines of such systems and laws. The ability to work within these legal

regimes and systems will demand an efficient board, who are mandated to formulate strategies
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to achieve the strategic objectives of firms. This result is also consistent with the view that
companies appoint efficient, qualified and experienced individuals as a board of directors in a
country with a strong legal index. In addition, this finding affirms the findings of earlier studies
such as those of Withaar (2016) and Isaboke and Naziri (2018) who found that firms in

countries with a strong legal right index enjoy an efficient board.

The a priori of Model 3 was that the regulation of stock exchange (RegSEit) had a positive
impact on the BodEffi of firms in SSA. Surprisingly, the result deviated from the expectation
of the study, because the coefficient of RegSEit was negative and significant at 1% The negative
coefficient of RegSEit suggested that an increase in the regulations of stock exchanges
(RegSEit) in SSA would result in a decrease in the BodEff of firms operating in those countries.
The coefficient of RegSEit was -0.5363, which indicated that a unit increase in the RegSEit.1
would result in a 53,63% decrease in the efficiency of the board of firms in SSA. Although this
result was inconsistent with the theory and the expectations of the study, nonetheless, it is
plausible in many ways. First, it can be explained that investors in a country that have a strong
and efficient stock exchange regulatory system may think that they do not require an efficient
board of directors. This is because the stock exchange may be efficient at regulating the
activities of the firms, hence the board of directors may be regarded as irrelevant. Another
reason is that a firm that operates in a well-regulated stock exchange may have a strong and
efficient system that automatically directs the management and board of directors, therefore,

the calibre and experience of the board of directors may not be relevant.

Model 4 examined the relative impact of all the three IP variables on the efficacy of the board
of directors of firms in SSA. The study anticipated a positive relationship between the
protection of Minlnti, legal right index (LRIit) and regulation of stock exchange (RSE) on the
efficiency of the board of firms in SSA. The result in Model 4 confirms the expectation, which
indicates that all the three variables, comprising MinIntit.1, LRIit-1 and RegSEit.1 have positive
and significant relationships with BodEffi.. These results suggest that an improvement in IP
regime (Minlntit, LRIit and RegSEir) would result in a positive and significant (p<0.01) increase
in BodEffi: of firms in SSA. Overall, these results imply that the extent to which management
is accountable to investors and boards of directors is higher in SSA country with a strong IP
regime (aggregate of strong protection of minority shareholders interest, strong legal right

index and strong stock exchange regulation) than in SSA countries with a weak IP regime.
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Similar to the foregoing explanations, this result is reasonable because most stock exchanges
are regulated to protect the interest of investors. Such regulations would involve a mandate for
firms to employ or appoint a board of directors based on some criteria. Therefore, it makes
sense that a heavily regulated stock exchange would have an efficient board of directors
because such regulations will force firms to comply with certain standards and laws during the
process of appointing a board of directors. Another point is that companies that operate in a
country that protects the interest of investors will be cognisance that they require an efficient
board of directors so as not to violate or break the regulations. Indeed, the firms may not want
to violate the regulations because such acts may come with sanctions, which may hurt the
finances and reputations of the firms. To avoid this, firms would go to all length to ensure an
efficient board of directors in countries with efficient systems, laws and regulations to protect
investors. This result agrees with the findings of earlier studies such as Kobbi-Fakhfakh et al.
(2020) who demonstrated a positive and significant relationship between BodEff and the

protection of investors’ interest.

Concerning the control variables, the study further investigated the relationship between the
extent of foreign ownership of firms in SSA (FOwnerit), total tax rates (TAXit), culture
(NatCultureit), size of an economy (EcoSizeit) and the economic growth (EcoGrowit) on one
hand and the efficacy of board of directors of firms (BodEff) on the other side. Consistent with
the expectation, the results show that FOwnerit has a positive relationship with BodEffi: in all
the models. However, the level of relationship between these variables is significant at 1% in
only Models 2, 3 and 4. The positive relationship between FOwnerit and BodEffit suggests that
a firm with a majority foreign ownership percentage has a more efficient board of directors
than their counterparts with a more domestic ownership percentage. The possible explanation
for this result is that foreign-owned firms may have more resources to appoint or employ an
efficient board of directors. In addition, foreign-owned firms may have a pool of experienced
and efficient staff and shareholders to appoint a board of directors. This finding is consistent
with the evidence provided by Aggarwal et al. (2009) and Garcia-Sanchez and Noquera-Gamez
(2018).

The results further show that the total tax rate (Taxit-1) has a negative and significant (p<0.01)
relationship with BodEffit in Models 1 and 2. Conversely, the results showed a positive and
significant relationship between Taxit-1 and BodEffit in Models 3 and 4. The implication of the
negative relationship between Taxir.1 and BodEffit in Models 1 and 2 is that an increase in the

tax rate would result in a decrease in BodEff in countries with a higher LRI and protection of
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MinlInt. Although, this result deviates from the expectation, however, a possible explanation
for this result is that firms in countries with the strong legal right protection and protect the
interest of minority shareholders may not want to pay more for the services of an efficient board
of directors when the tax rate is also high. They may do so to save resources to compensate for

the high tax expenses.

On the other hand, a positive relationship between Taxi1 and BodEffit in models 3 and 4
implies that an increase in the tax rate would lead to an increase in BodEff in countries with a
robust regulation of stock exchange and a higher IP regime. This may be that countries with a
high tax rate may appoint an efficient and experienced board of director to formulate strategies
to reduce their tax liabilities. This result is not surprising because tax represents one of the
largest expenses to a company, therefore, firms usually find ways of reducing their tax burdens
through tax planning. Meanwhile, tax planning requires a board of directors who are
knowledgeable and experience. Firms would, therefore, appoint an efficient board of directors
to manage their tax planning activities, hence the positive and significant relationship between
TAXit1 and BodEffi.. This result confirms the findings of Salawu (2017) and Khaoula and
Moez (2019) who found a positive relationship between tax rate (TAXit1) and BodEffi.

Regarding the culture variable (Cultureit), the results demonstrate that it has a negative
relationship and significant (p<0.01) with BodEffit in Models 1, 2 and 4. These results imply
that a country with a lower level of individualism among its citizens would have a higher level
of BodEff among its firms. The plausible reason for this result is that firms in countries with
high levels of individualism may lack coordination among their board of directors. This would
mean that the board of directors may not share ideas and may not be willing to either seek help
from a colleague or offer to help a colleague. This will stifle their ability to share ideas, innovate
and learn from each other. In such a situation, firms that operate in countries with a high level
of individualism will lack an efficient board of directors, which is consistent with the findings

of Abedana et al. (2016) and Persakis and Iatridis (2016).

The study further predicted a positive relationship between the size of an economy (EcoSizeit)
and BodEffi. The result confirms the study’s prediction by showing that the size of an economy
(EcoSizeit) has a positive and significant (p<0.01) impact on BodEffi: in all the models. This
result implies that firms that operate in larger economies in terms of GDP would have a higher
level of BodEff. This result supports the views that bigger economies may have many firms

with larger firm assets. Therefore, the government and regulators in those countries may put
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policies in place to protect the interest of investors. Such regulations may expect firms to
appoint a board of directors who are knowledgeable and experienced. This will result in the

firm appointing an efficient board of directors.

The study also anticipated a positive relationship between a country’s economic growth
(EcoGrowthit-1) and the BodEffit of its firms. The result which is inconsistent with the
expectation shows a negative and significant (p<0.101) relationship between economic growth
(EcoGrowthit-1) and BodEff in Models 1, 3 and 4. The negative relationship between these
variables shows that when a country experiences higher growth, the level of management
accountability to investors and board minimises (that is decreasing BodEffi). These countries
may already have good systems to ensure that firms operate within the confines of the law,
whilst adhering to good corporate governance practices. Therefore, the firms may consider the
appointment of an efficient board of directors as unnecessary especially if it comes with
additional cost. This finding supports the suggestion of Cohen and Zarowin (2007) that the

tendencies for management and board misbehave increases as economic conditions improve.

The study also tested for the robustness of the results and the adequacy of the variables used
for the estimation. This was done through a second-order correlation (AR2) and Hansen's J-
test. The robustness tests results comprising second-order correlation (AR2) and Hansen's J-
test results of the models are also presented in Table 4.13. First, the p-values of the AR2 of all
the models are insignificant (p>0.05). The insignificance of the p-values of the AR2 leads us
to reject the null hypothesis. This suggests that all the models do not suffer from the problem
of autocorrelation, emphasising that the GMM results are robust and reliable. Hansen 's J-test
results are also insignificant in all the models. This implies that the null hypothesis is rejected,
indicating that the over-identification restrictions on the model are invalid. This result suggests
that the number of instruments used for the estimation dot does not have any negative effect

on the estimators.

4.3  Audit Quality (AudQ) and FRQ in SSA

This section presents the results of the relationship between AudQ and FRQ in SSA. The study
used the size of audit firms (Big4 and Non-Big4) to measure AudQ. The FRQ is a firm-specific
variable that was measured based on three variables, comprising AC AQ and DA. AC measures
the asymmetry timeliness in recognising economic gains versus losses. Conservative
accounting imposes more stringent requirements when recognising economic gains than when

recognising losses. Good accounting practice requires firms to be conservative instead of
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aggressive in recognising gains and losses. The AQ was measured for its accuracy in predicting
associated future cash flows. DA was used to measure the degree of earnings management. The
more extensively a company is engaged in earnings management which is indicative of high
DA the lower is the company's FRQ. It is expected that the use of these measures will enhance

the robustness of the inferences about the association between AudQ and FRQ.

4.3.1 Descriptive statistics
Table 4.10 below presents the descriptive statistics of the relationship between AudQ and FRQ
in SSA reflective of this model.

Table 4.10: Descriptive Statistics

Variable Observation Mean Std. Dev. Min Max
AFRQ 2923 1.1210 0.1111 0.6710 3.2112
AudQ 3597 0.791 0.406 0.000 1.000
AC 3154 0.8018 0.1091 0.1625 1.9206
AQ 3066 0.6230 0.2522 0.0751 1.4014
DA 3267 0.4902 0.438 0. 0926 0.9877
Ethics 3578 1.618 0.103 1.413 1.815
1P 3,597 41.7975 13.3369 0 71.82
ProMgt 3578 5.005 0.545 3.710 5.830
ROA (%) 3302 6.369 24.324 -56.97 460.432
LEV (%) 3270 38.7223 47.5396 0.779 267.735
FirmGrow (%) 3273 39.113 12.037 -10.03 47.389
FOwner 3578 4.9281 0.4693 3.23 6.25
Tax (%) 1635 32.762 5.381 14.500 49.600
Firmsize ($000) 3341 35007.64 308311.9 105.579 1.66e+07
EcoSize ($) 3597 2.24e+11 1.71e+11 4.42¢+09 5.68e+11
EcoGrow (%) 3270 3.873 4.382 -17.669 19.675

Source: Researchers’ Estimation

Notes: Table 4.10 shows the descriptive statistics of both firm-specific and national level variables used
in the study. The dependent variable was FRQ which is denoted by four variables, namely AFRQi.;
(aggregate financial reporting quality index), ACi.;,(Accounting Conservatism) AQi.; and DAj.i
(Discretionary Accrual). The independent variables were AUDQ (Auditor Quality proxied by Big4
dummy), ProMgti, BodEff, Ethicsi, (Corporate ethics), EcoGrowth, EcoSize (economic size, which is
proxied by GDP), Taxi.i (total tax rate), FOwner;; (Foreign Ownership, Firm Size (which is proxied by
total assets), Firm growth (which is proxied by Sales growth rate), ROA (return on assets, representing
profitability) and LEV (financial leverage).

The results reveal some interesting features of the AudQ and FRQ in the SSA region. The study
found the average score of the FRQ (AFRQ) of firms in the SSA region to be 1.121 with
minimum and maximum values of 0.671 and 3.2112, respectively. For the AudQ variable, the
study found that it ranges between 0.000 in 2007 and 1.000 in 2017 as shown by the minimum

and maximum values. The implication of this is that while some firms in SSA have very low
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AudQ, others have a very high degree of AudQ to ensure improvement in FRQ in SSA. The
table also shows the minimum and maximum values of 0.1625 and 1.9206 respectively with a
mean score of 0.8018 for the AC. The study also reports 0.0751 and 1.4014 as the minimum
and maximum values for AQ variable where a small value indicates poor reporting quality
(Desai et al., 2006; Richardson et al., 2001), implying that the firms do not practice quality
accruals and that accuracy of accruals in predicting associated future cash flows will be lower

is lower.

Regarding DA, which is a measure of EM and is defined as the amount of asset or liability that
is not mandatory but is recorded in the system and that would be realised later when settled,
the study reveals a mean score of 0.4902 for it with a minimum and maximum values of 0.0926
and 0.9877 respectively. Here again, a higher value indicates a poor FRQ and vice versa. The

result indicates that some firms in SSA still show signs of good FRQ.

The study found the ethical behaviour (ethics) variable which captures the level of corporate
ethics of firms in SSA interaction with public officials, politicians and other firms to range
between 1.413 and 1.815 and minimum and maximum values. This means that majority of
firms in SSA exhibit low ethical behaviour as evidenced by their low mean score value of 1.618
which falls far below the highest expected benchmark of 7 for excellent ethical behaviour for
firms. Regarding the reliance on ProMgt by firms in SSA, the study found that these firms rely
largely on professional people with merit, rather than family and friends without merits
concerning seeking professional services. This is supported by the mean score of 5.005 which

is not far from the expected benchmark value of 7 that the World Bank recommends.

Another important observation the study reveals is the ROA of the firms which shows their
level of profitability. It was found to range between -56.697 and 460.432 as a minimum and
maximum values with a mean score of 6.369. This suggests that the majority of the firms were
profitable during the study period. The financial leverage positions of firms in the SSA shows
a relatively low level with minimum and maximum values of 7.79 and 267.735 with a mean
score of 38.722. The growth variable of firms in SSA shows a minimum value of -10.03 while
the maximum value is 47.389, indicating that most of the firms broadly experienced growth.
Concerning the foreign ownership stakes in these firms, the study found that there were low
levels of foreign investors ownership in firms in SSA. This is evidenced by the minimum and

maximum values of 3.23 and 6.25 respectively with a mean score of 4.9281.
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Also, regarding the percentage of tax that the firms pay on their profits, the study found that an
average firm in SSA pays around 32,76% on their profit as tax with minimum and maximum
values of 14,5% and 49,6% respectively. The implication is that firms in SSA pay a relatively
high amount of tax on their profits. On the sizes of the firms in SSA, they appear to be of
various sizes of which the average size of the firm is $35 006 640. Further, the sizes of the
various economies (EcoSize) in SSA where these firms are located are relatively the same. The
average size of these economies in terms of gross domestic product (GDP) is $22.4 billion
whereas the minimum and the maximum values for these economies range between $4.4 billion
and $568.4 billion respectively. Lastly, the study found that these economies experience
different levels of growth ranging from a minimum of -17,669% to a maximum of 19,675%
with an average of 3,873%, suggesting that countries in SSA where these firms are allocated
largely do not show signs of high growth as evidenced by their low average growth rate of

3,873%

4.3.2 Correlation Analysis

Table 4.11 reports the correlation results of the relationship that exist among the various
explanatory variables. The correlations are included to usually check for multicollinearity. A
correlation of 0.7 and above between independent variables indicates the presence of
multicollinearity (Marcoulides & RayKov, 2019). From Table 4.6, the highest correlation was
0.683, which is between Ethics and ProMgt. However, for a robustness check, the VIF was
also conducted. The results of the VIF test show that all the variables are far from being
correlated. the estimation shows that the VIF of all variables is less than the threshold of ten
that is suggested in the literature (Salmeron et al., 2018). These outcomes suggest that all
variables used in this analysis do not suffer from multicollinearity. It can be observed from the
table that the FOwner variable has a positive relationship with ProMgt. The tax variable has a

negative relationship with ProMgt and FOwner

The economic size (EcoSize) variable is also positively related with ProMgt, FOwner and
Ethics. It is, however, negatively related to the Tax variable. Again, from the table, the
economic growth (EcoGrowth) index negatively relates to ProMgt, Ethics and GDP.
Nonetheless, the economic growth index has a positive association with FOwner and Tax.
Regarding ROAs, it is positively related to all the other indices except Tax, GDP and AGDP.
The correlation table also provides evidence of LEV having a negative relationship with all the

other explanatory variables apart from the Tax which it was positively related to. Further, the
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firm sizes variable also conspicuously shows a negative relationship with all the remaining
variables except the ROA and the LEV. Lastly, concerning the firms’ growth index, Table 4.6
shows that it has a negative relationship with the FOwner, Tax, Ethics, EcoSize, EcoGrow,

LEV and FirmSize. The Firm Growth, however, is positively related to ProMgt and ROA.
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4.3.3 Unit Root Test
The study used four different unit root tests of Augmented Dickey-Fuller (ADF), Phillip Peron
(PP), Im-Pesaran-Shin (IPS) and Breitung to test for the presence of unit root in the series

(namely, AFRQ, AQ, DA, AC). Table 4.8 below presents the unit root test results.
Table 4.12: Unit Root Test

Variable ADF PP IPS Breitung
t-stats  Level t-stats Level t-stats Level t-stats Level

AFRQ 698.222  1(0)  520.89 1(0) 36.936 I(1) 1.5E-12 1(0)
AQ 430913  1(0) 54091 1(0) 7.752 1(0) 4.641 1(0)
DA 362.22 I(0) 291.62 1(0) 62.42 I(1) -5.5E-13 1(0)
AC 110.16 1(0)  329.82 1(0) 183.57 1(0) 2.117 1(0)
AudQ 13.247 1(0) 13.759 1(0) 0.87 1(0) 2.696 1(0)
ProMgt 710.13 I(0)  409.91 1(0) 1.154 1(0) 20.34 1(0)
FOwner 474.11 I(0) 613.66 I(1) 1.697 1(0) 203.94 I(1)
ROA 483.96 I(0) 293.83 1(0) 83.47 1(0) 324.22 I(1)
FGROW 482.38 1(0) 74.48 I(1) 382.35 1(0) -3.9E-11 1(0)
FinLev 490.200  I(0)  327.49 I(1) 392.27 I(1) 5.638 1(0)
LogFirm_SIZE  526.972  1(0) 213.69 I(1) 10.544  1(0) 16.926 I(1)
Ethics 545.63 1(0)  527.08 1(0) 1.309 1(0) 23.837 1(0)
TAX 549.40 I(0) 590.76 1(0) 29.04 I(1) 17.46 I(1)
EcoSize 528.753  1(0)  804.03 1(0) 0.4538 1(0) 2.039 1(0)
EcoGrowth 238.73 1(0) 36.75 1(0) 83.29 1(0) 48.43 1(0)

Source: Researchers’ Estimation, 2020

Notes: In panel unit root tests, probabilities are computed assuming asymptotic normality. (a) tests
the hypothesis of the presence of the individual unit root process, and (b) tests the hypothesis of no
unit root in the common unit root process.

The unit root test results show that all the variables are stationary at levels, I(0)s or stationary
at the first difference, I(1)s. Regarding the ADF techniques, all the variables are I(0)s. The
results of the PP, IPS and Breitung also show that all the variables are either I(0)s or I(1)s.
Based on the results of these alternative unit root tests, it can be concluded that series are

produced by a stationary process, hence, series may be estimated by the GMM approach.
4.3.4 The relationship between AudQ and FRQ

This section presents the regression results of the relationship between AudQ and FRQ in SSA
firms. The AudQ variable was measured by the size of the audit firm that audits the firms (Big4
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and non-Big4). The FRQ was also measured based on three variables, comprising AC AQ and

DA described in the previous chapter. The results are presented in Table 4.13 below.

Table 4.13: Regression Results of AudQ and FRQ

Model 1 Model 2 Model 3 Model 4
Variable AFRQ AC. AQ DA
AFRQj-1 0.049%** - - -
(2.274)
ACi - 0.075%%* - -
(3.249)
AQit1 - - -0.088* -
(-1.767)
DA - - - 0.120%**
(5.113)
AudQj -1.254 20.953 -0.711 0.451
(1.207) (0.863) (-1.396) (1.406)
Ethics; 0.152 8.766 -3.154%%%* 0.011
(0.437) (0.937) (-2.362) (0.369)
ProMgt; 0.662%* 1.584 -0.575%** -0.035
(1.986) (-0.637) (-3.946) (-0.537)
ROA, 0.107*** 0.265%** 0.085%** 0.009***
' (19.561) (2.642) (7.094) (4.271)
LEV, 0.000 12.258 -0.135 -0.000%**
(-0.673) (1.532) (-0.853) (-28.739)
FirmGrows 3.70E-Q5%** -4.107%** 0.332%%** 7.86E-05%**
(14.885) (-2.896) (6.859) (55.288)
FOwner; -0.270 39.323** -1.732 -0.035
(0.947) (2.034) (-0.716) (-0.652)
Taxi., 0.023%*%* 0.248* 0.049%** 0.005%*
(2.663) (1.674) (2.502) (1.952)
Firmsize, 4.14E-06*** 1.90E-06 3.86E-06*** 4 38E-07**
(17.143) (0.399) (12.996) (1.884)
EcoSize: 3.08E-12%** -14.749%*** 2.049%** -2.24E-13
(4.440) (-2.284) (5.162) (-1.233)
EcoGrow 0.018*** -4.107*** -0.001 0.005
(14.885) (-2.896) (-0.051) (1.484)
Post-Estimation Tests
AR2 0919 0.584 0.500 0.864
Hansen J Stats 0.285 0.683 0.149 0.114
Number of Observ. 1155 1127 1172 1177
Number of Inst. 43 44 44 44
Cross-sections 297 297 297 297

Source: Researchers’ Estimation, 2018
t-statistics in parenthesis; *** = p<(0.01; ** = p<0.05; * = p<0.1
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Notes: Table 4.13 above shows the regression results of the relationship between AudQ and FRQ. The
variables included the dependent variables of FRQ whichwas denoted by four variables, namely AFRQ
(aggregate financial reporting quality index), AC,(Accounting Conservatism) AQ (Accrual Quality)
and DA (discretionary accrual a proxy for earning management). The independent variables are AudQ
(Auditor Quality proxied by Big4 dummy), ProMgt, BodEff, Ethics,(Corporate ethics), EcoGrowth,
EcoSize (economic size, which is proxied by GDP), Tax (total tax rate), FOwner (Foreign Ownership,
Firm Size (which is proxied by total assets), Firm growth (which is proxied by Sales growth rate), ROA
(return on assets, representing profitability) and LEV (financial leverage).

Table 4.13 above presents the results of the relationship between AudQ and FRQ of firms in
SSA. First, the results show that the coefficient of the lagged FRQ i1 is positive and significant
for Model 1. This suggests that the previous FRQ standards of firms in SSA is important in
explaining their current financial reporting practices and their quality (FRQ). Model 1
predicted a positive relationship between AudQ and FRQ of firms in the SSA. Contrary to this
prediction, the result shows that AudQ and FRQ have a negative but statistically insignificant
relationship. This result suggests that improvement in the quality of auditors of firms in the
SSA region does not affect the FRQ of these firms in any way. This indicates that the non-Big4
auditing firms in SSA may also be good and their level or standard of work is not significantly
different from those of the Big4 firms. This suggests that the Big4 may be over-hyped, hence
they do not significantly contribute to the quality of financial reporting in SSA. Finding such
as this contradicts a similar study by Persakis and Iatridis (2016); Alzoubi (2016); Lopes
(2018); Alzoubi (2018); OZCAN (2019) and Kamolsakulchai (2015) who found a positive and
statistically significant relationship between AudQ and FRQ. It also contradicted Becker et al.
(1998) who suggested that lower AudQ is associated with more "accounting flexibility.
However, the results are consistent with studies such as Jeong and Rho (2004), Maijoor and
Vanstraelen (2006), Yasar (2013) Habbash and Alghamdi (2016); Ajekwe and Ibiamke (2017);
Abid et al. (2018); Yasser and Soliman (2018); Khanh and Nguyen (2018); Almarayeh et al.
(2020) and Ismayil (2020) which indicates that there is no difference in audit quality between
a big firm and a non-big firm and that the use of big firm auditors does not improve.

Consequently, there is no significant relationship between audit firm size and FRQ.

Model 2 of the study shows that the coefficient of the lagged ACi: is positive and significant at
1%, suggesting that the previous level of AC of firms have a significant influence on the current
degree of AC of firms in SSA. Regarding the coefficient of the lagged AQit, as indicated in
Model 3, it is negative and statistically significant at 10% This implies that the previous levels
of AQ of firms in the SSA have lesser influence in explaining their current AQ levels, all other
things being equal. Model 3 also reports that the coefficient of the lagged DAt is positive and

significant at 1% This means that the previous DAs of firms in SSA (which is the amount of
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asset or liability that is not mandatory, but is recorded in the system to boost earnings) can
explain their current levels of DAs, all other things being equal. The results in Models 1 and 3
show that the AudQ coefficient was a negative and statistically insignificant effect on FRQ and
AQ, respectively. For Models 2 and 4, the AudQ coefficient was, however, positive, but
statistically insignificant effect on AC and DA, respectively. These results suggest that the
quality of auditors used by firms in SSA do not significantly affect the FRQ, AC, AQ and DAs
of these firms. The results from this study are inconsistent with studies such as Alzoubi (2016);
Alzoubi (2018); Becker et al. (1998); Hajizadeh and Rahimi (2012); Iatridis (2012); Khalil and
Ozkan (2016); Lopes (2018); Persakis and Iatridis (2016) and OZCAN (2019), which
suggested that big-sized audit firms are effective in reducing financial statement manipulations
more than non-big-sized audit firms. From the results, it can be agreed with the suggestion of
Jordan et al. (2010) that while studies in the U.S. conclude that, relative to small audit firms,
large audit firms more aggressively constrain their clients’ attempts to manage earnings in
general, research outside the U.S. has found no consistent FRQ differential based on auditor
size. The findings of this study also confirm the results of other studies such as Abid et al.
(2018); Ajekwe and Ibiamke (2017); Almarayeh et al. (2020); Habbash and Alghamdi (2016);
Ismayil (2020); Jeong and Rho (2004); Khanh and Nguyen (2018); Maijoor and Vanstraelen
(2006); Memis and Cetenak (2012); Yasar (2013) and Yasser and Soliman (2018) who suggest
that there is no difference in FRQ between a big firm and a non-big firm and that a big firm
does not restrain financial statement manipulations. This, therefore, indicates that the
relationship between AudQ and FRQ may be contextually dependent. Since the U.S. is a highly
regulated market, the relevance of big-sized firms in FRQ may be in the context of the
regulatory regime. Therefore, without controlling for a regulatory regime or an IP regime, a

big-sized audit firm does not affect.

Turning to the effects of the control variables, the results of the study showed that the
coefficient for the firms' ethical behaviour depicted by Models 1, 2 and 4 was positive but
statistically insignificant. This implies that the ethical behaviour exhibited by firms in SSA
does not influence the quality of the FRQ, as well as the AC and DA of firms in SSA. However,
the coefficient for the ethical behaviour of firms in SSA, as shown by Model 3, was negative
and statistically significant at 1%, indicating that AQ is low in SSA countries where corporate
ethics is high. This implies that in SSA, countries, where firms exhibit a high level of corporate
ethics in interaction with public officials, politicians and other firms, the accounting accrual of

the firm, will predict associated cash flow less accurately than SSA countries where firms
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exhibit low corporate ethics. This is contrary to the prediction of the study that high corporate
ethics of a firm should result in accrual that predicts the associated cash flow more accurately.
The results are explained by the perceived high levels of public sector corruption in SSA, which
create a difficult environment for a firm that exhibits a high level of corporate ethics in its
dealings with the public sector. Such firms are not considered for government contracts and
suffer delays in receivable turnover, which eventually affects profitability. Such firms will,
therefore, have high tendencies to resort to the manipulation of accounting numbers to show
profitability. As a result, the accrual of such firms will have a low associated cash flow
predictability and hence low FRQ. These results contradict the findings of a study conducted
by Choi and Pae (2011), which suggests that companies with a higher level of ethical
commitment are engaged in less EM, report earnings more conservatively, and predict future

cash flows more accurately than those with a lower level of ethical commitment.

The study found that in all four models, the coefficient for ROA (a proxy for the firms’ level
of profitability) is positive and statistically significant at 1% This means that an increase in the
firms’ ROAs which is a proxy for the firms’ profitability levels could bring about improvement
in financial reporting and AQ of SSA firms. The result shows that an increase in ROAs leads
to lower AC and high DAs (increased EM practices) of firms in SSA which is a poor accounting
practice to these firms. In all, the result shows that profitable firms in SSA have growth
opportunities. These firms may, therefore, disclose better information to show the reliability of
their earnings and the projects that they presume to attain, this will spread their reputations and
keep away from an underestimation of their actions (Fathi, 2013). The results found
consistency with a previous study by Warrad (2017) who also suggests a significant influence

of ROA on firms’ Earnings Quality.

Regarding tax, the results of the study indicate that the coefficient is positive and statistically
significant at 1% for Models 1 and 3. This suggests that as far as FRQ and AQ are concerned,
increases in the level of tax on profits of firms in SSA result in improvement in their financial
reporting and AQ practices. However, Models 2 and 4 reveal that the tax coefficient is positive
and statistically significant at 10% and 5% respectively. This means that concerning the AC
and DA of a firm in SSA, increases in the tax levels on these firms' profits do affect their AC
and DA practices adversely. The results, therefore, demonstrate that FRQ increases when the
tax rates of firms increase. This could be ascribed to the fact that firms in countries that

experience high tax rates find creative ways to reduce their tax burdens. The firms achieve this
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through a tax planning activity. Tax planning is a complex activity that requires experienced
and knowledgeable employees. It, therefore, makes sense that firms improve their financial
reporting and AQ when their tax burden increases. The results relative to AC and DA also
indicate that as tax rates increase firm manipulate earnings to reduce the effect of corporate

taxation by taking advantage of the flexibilities in financial reporting standards.

The result of the study also indicates that for Models 1, 3 and 4, the coefficient for the firms'
growth in SSA is positive and statistically significant at 1% This means that increases in the
value growth of firms in SSA result in improvements in the FRQ and quality of accrual of these
firms. The result, however, shows that increases in the value growth of firms in SSA result in
EM. Therefore, high growth firm practice EM than low growth firm even though FRQ in
general increase as firm growth increase. Directors are likely to manipulate earnings through
DA when firms are experiencing high growth to improve reported firms value. This follows
the Agency Theory that everyone in an organisation has incentives to act for personal gain (JM,
1976). Another reason could be that the growth of SSA firms contribute to their efforts to
improve on their FRQ since they can hire the services of credible and professional auditors to
vouch for the quality of their financial reports. Broadly, this finding is on the same wavelength
as the previous study that firm growth has a significant positive impact on earnings quality
(Hassan & Farouk, 2014). Model 2, however, shows that the coefficient of firm growth rate in
SSA is negative but statistically significant at 1%, suggesting that as the rate of growth of firms
in SSA improves, they become less interested in adhering to measures that would enable them

to prepare accounts with caution and high degrees of verification.

For the coefficient of ProMgt, Model 1 shows that it is positive and statistically significant at
5%, which means that firms that operate in SSA countries with high reliance on ProMgt will
have good FRQ all other things being equal. The results suggest that ProMgt significantly
improves FRQ. This result is plausible because financial reporting is a product of systems and
controls put in place by management. Therefore, if a firm has professional and experienced
management, it would be able to develop a good internal control system and procedures to
guide its financial reporting activities. This will eventually translate into quality financial
reporting. In addition, ProMgt may have the experience of supervising financial reporting
activities of different firms for many years, hence they can draw on their experience to improve
the financial reporting of firms. This is consistent with the views of Demerijian et al. (2012);
Baik et al. (2020); and Baik et al. (2018) who maintain that countries and firms with ProMgt

will have improved the FRQ regime because of the experience they bring to the firms. Despite

162



the positive effect of reliance on ProMgt on FRQ as shown in Model 1, the study results show
that in Model 3, the coefficient for ProMgt is negative and statistically significant at 1% This
suggests that firms operating in SSA countries with high reliance on ProMgt have lower AQ
that weakly predict associated operational cash flow and vice versa. This implies that in the
absence of laws and regulations, professional managers manipulate accounting profit in
countries that rely on ProMgt even though not to the extent of negatively affecting overall FRQ.
This suggests that when firms in SSA reduce their reliance on the services of professional
managers it makes them able to improve on the quality of their financial reporting as far as AQ
is concerned. The possible reason is that professional managers are craftier in taking advantage
of the flexibility in reporting standard to manipulate profit without marring the general quality
of financial reporting than a non-professional manager. For Models 2 and 4, the coefficient for
the ProMgt is statistically insignificant meaning it does not have any impact on the firms' AC

and their DAs.

In addition, the coefficient for the firms' sizes is positive and statistically significant at 1% for
all the Models except for Model 3 where the coefficient for the firms' sizes proved to be
statistically insignificant. This means that an increase in the sizes of firms in SSA contributes
to enhancing the level of their FRQ. The reason could be that as firms’ in SSA increase in sizes,
they become interested in relying on qualified professionals and auditors to evaluate their
financial reports to make them more credible. The literature, however, documents that firms'
sizes have a negative and significant relationship with their FRQ (Karami & Akhagar, 2014).
Relating to AC and DA, the results show that an increase in the sizes of firms in SSA results
in poor AC and high earnings management. This implies that as a firm increased in size prudent
financial reporting practice reduces and DA increase (earnings manipulation increases). Large
size firms are, therefore, interested in managing earnings than small size firms in SSA. This is
because a large-size firm will have the ability to engage professional managers that can manage
earnings within the required FRQ framework. The quest to sustain growth provide such

motivation for the high DA and low AC practices in firms from SSA.

Furthermore, the results show that the LEV coefficient is positive but statistically insignificant
in Models 1 and 2. The results also show that in Model 3, the LEV coefficient is negative and
statistically insignificant. This suggests that the debt levels of firms in SSA do not influence
the FRQ, AC and AQ of these firms. However, for Model 4, the LEV coefficient is negative,
but statistically significant at 1%, implying that firms with high debt to equity ratio will reduce

EM and have lower DAs. This result suggests that an increase in a firm's debt profile will lead
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to an increase in its FRQ. This result implies that a firm with a higher proportion of debt would
have high FRQ than a firm with lower debt to equity ratio. This result may be that creditors
may demand certain reporting practices from the firms. In addition, since creditors want to
ensure that their interest and principles will be paid, they may want the firms to provide
appropriate, accurate and relevant financial information that is free from errors. As a result,
they make take interest in the reporting practices of the firm, which will result in quality
financial reporting. Consequently, firms will therefore attempt to keep a certainly maintain
leverage ratio by recognising unrealised revenue in the current accounting period. This will
reduce creditors suspicion on the financial stability of the firms (Debt Covenant Hypothesis).
This according to the Positive Accounting Theory will lead to lower FRQ. This finding
confirms Ujah et al. (2014)'s finding that financial leverage is negatively associated with DA,
suggesting that lowly leveraged firms manage their earnings more than highly leverage firm.
As such, the evidence on the impact of leverage on EM supports the control hypothesis by
Jensen (1986). The hypothesis suggests that the opportunistic behaviour of managers is reduced
by debt creation. Therefore, highly leveraged positions may restrict its manager's ability to

manage earnings.

Lastly, the coefficients for economic sizes (EcoSize) and their growth rates (EcoGrow) for
countries of the selected firms from SSA for this study show that in Models 1, 2 and 3, the
EcoSize is positive and significant at 1% Model 4, however, shows that the coefficient of the
EcoSize is statistically insignificant. Similarly, for the EcoGrowth (AGDP), its coefficient for
Model 1 shows that it is positive and statistically significant at 1%, implying that as the rate of
growth of the sizes of these SSA countries changes, firms in these countries can put measures
in place to improve on their FRQ levels. The possible reason could be that as the economies of
these countries expand and more investors (from both local and foreign) decide to invest in
these countries, the understanding of investors is that firms in these countries have reliable and
credible financial reports, as a result, for firms in SSA to attract some of these potential
investors, they make efforts to improve on the quality of their FRQ. The EcoGrowth coefficient
for Model 2 is, however, negative, but also significant at 1 %, signifying that as firms in SSA
try to improve on their value growth, even when their economies have slowed down, they
continue to adhere to high AC practices to make their accounts more credible and reliable to

attract potential investor and customers.

Regarding the robustness and validity of the results, the p-value of the AR2 (p-value = 0.919)

results for Model 1 is insignificant, which suggests the absence of serial correlation in the
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models. Moreover, the results show that the Hansen J test is insignificant (p-value = 0.285),

implying that the instruments do not suffer from misspecification.

4.4 Investor protection (IP), AudQ and FRQ in SSA

This section achieves two objectives. First, it presents the results and analyses of the

relationship between IP and FRQ in SSA. The section further investigates the moderating role

of IP in the interaction between AudQ and FRQ. The IP was measured by three variables,

comprising protection of MinInt, the LRI and RegSE. These variables were obtained from the

WEF database. The FRQ is measured based on four variables, comprising AC, AQ, DA and

aggregate AFRQ of firms.

4.4.1 Descriptive statistics

Table 4.14 below reports the summary statistics of the relationship between IP regime and FRQ

in SSA.

Table 4.14: Descriptive Statistics

Variable Obs Mean Std. Dev. Min Max
AFRQ 2923 1.1210 0.1111 0.6710 32112
AC 3154 0.8018 0.1091 0.1625 1.9206
AQ 3066 0.6230 0.2522 0.0751 1.4014
DA 3267 0.4902 0.438 0. 0926 0.9877
1P 3,578 6.489 1.347609 4.00 8.00
AudQ 3597 0.791 0.406 0.000 1.000
MinlInt 3251 4.965 0.8283906 3.40 6.22
RegSE 3251 5.162 0.9708464 3.52 6.67
LRI 3251 7.166 1.794 3.000 10.000
CFO 2892 4.049 4.622 -11.978 13.415
ProMgt 3578 5.005 0.545 3.710 5.830
LagLoss 3320 0.175 0.452 0.000 11.000
ROA 3302 6.369 24.324 -56.9743 460.432
LEV 3270 38.7223 47.5396 0.779 267.735
FirmGrow 3273 39.113 12.037 -10.03 47.389
FOwn 3578 4.9281 0.4693 3.23 6.25
Tax 1635 32.762 5.381 14.500 49.600
Firmsize 3341 35007.64 308311.9 105.579 1.66e+07
EcoSize 3597 2.24e+11 1.71e+11 4.42¢+09 5.68e+11
EcoGrow 3270 3.873 4.382 -17.669 19.675

Source: Researchers’ Estimation

Notes: Table 4.14 above shows the regression results of the relationship between IP and FRQ. The
following variables were employed for this study. The dependent variables were AFRQ (aggregate FRQ
index), AC (Accounting Conservatism), AQ (Accrual Quality) and DA (Discretionary Accrual). The
independent variables of IP are represented by Minlnt, LRI, RegSE and IP (Investor Protection Index).
Other independent variables were reliance on ProMgt, EcoGrowth, EcoSize (Economic size, which is
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proxied by GDP), Tax (total tax rate), FOwn (Foreign Ownership), CFO (cash flow from operation
volatility) LagLoss (loss before extraordinary items), ROA (firms’ profitability), LEV (financial
leverage), FirmGrowth (firms’ growth), Firmsize (firm’s size)

The study found the minimum and maximum values of 0.6710 and 3.2112 respectively with a
mean score of 1.1210 for the FRQI of firms in the SSA region. For the protection of the MinInt
variable, it was found that it ranged between 3.40 and 6.22 as the minimum and maximum
values with a mean score of 4.965, suggesting that the interest of the minority shareholders of
firms in SSA countries are well protected since the benchmark criteria for excellent protection
of minority interest is 7. The regulation of the stock exchange (RegSE) variable showed a
minimum and maximum value of 3.52 and 6.67. It also had a mean score of 5.162. The
implication of this is that the strength of regulators to ensure the stability of the financial market
is strong enough in the SSA following the high mean score of 5.162. The table again shows
that the LRI has minimum and maximum values of 3.000 and 10.000 respectively with a mean
score of 7.166, implying that there are strong legal laws and enforcement system for investors
and creditors in the SSA. The IP variable was found in this study to range between 4.00 to 8.00
as the minimum and maximum values with a mean score of 6.489 suggesting that there is
generally strong and strict laws, regulation and enforcement system in SSA indicating a strong
IP regime. The average AudQ is 0.791, suggesting the majority of the firms engaged the

services of the Big4 auditing firms. This indicates quality audit practices among the firms.

The study found the CFO describing the cash flow from operation volatility to have minimum
and maximum values of -11.978 and 13.415, respectively, with a mean score of 4.049.
Regarding the ProMgt, the study reports a mean score of 5.005 with 3.710 and 5.830 as the
minimum and maximum values. Given the high score of the ProMgt variable, it suggests that
firms in SSA countries do largely rely on professional for management position rather than
relatives and friends without regard to merit and qualification. The loss before extraordinary
items (LaglLoss) variable was also found to have minimum and maximum values of 0.000 and
11.000 with an average of 0.175. For the profitability levels of firms in SSA, the study found
the ROA variable which proxies for the firms' profitability to have minimum and maximum
values of 460.432 and -56.97. However, the mean score was 6.369, indicating that the firms

recorded a marginal return on their assets over the ten years.

From the results of the study, the financial leverage (LEV) positions of firms in the SSA region
show a relatively low debt level with minimum and maximum values of 0,779% and 267,73%
with a mean score of 38,72% Regarding the firms' growth (FirmGrowth) variable, the mean
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value is 39,113% the minimum value is -10,03%, while the maximum value is 47,389%,
indicating that most of the firms broadly experienced growth. Concerning the foreign
ownership (FOwner) in these firms, the study found that there were relatively high levels of
foreign investors in firms in SSA. This is evidenced by the minimum and maximum values of
3.23 and 6.25 respectively with a mean score of 4.9281. Moreover, regarding the percentage
of tax, the firms pay on their profits, the study found that an average firm in SSA pays around
32,76% on their profit as tax with a minimum and maximum values of 14,5% and 49,6%,
respectively. The implication is that firms in SSA pay a relatively high amount of tax on their

profits. The firms of SSA are of various sizes. The average size of the firm is $35 007 640.

Furthermore, the sizes (EcoSize) of the various SSA economies where these firms are located
are relatively the same. The average size of these economies in terms of gross domestic product
(GDP) is $22.4 billion whereas the minimum and the maximum values for these economies
range between $4.42 billion and $568.0 billion. Lastly, the study found that these economies
experience different levels of growth ranging from a minimum of -17.669% to a maximum of
19.675% with an average of 3.873%, suggesting that these countries in SSA where these firms
operated largely did not show signs of high growth as evidenced by the low average growth
rate of 3,873%

4.4.2 Correlation Analysis

Table 4.15 below presents the correlation matrix of the relationship between IP regime and
FRQ in SSA. The correlations are included to check for multicollinearity. A correlation above
0.7 between independent variables is an indication of the presence of multicollinearity
(Marcoulides & RayKov, 2019). From Table 4.15, the highest correlation was 0.731, which is
between CFO and Firm_size. However, for a robustness check, the VIF was also conducted.
The results of the VIF test showed that all the variables were far from being correlated. the
estimation shows that the VIF of all variables was less than the threshold of ten which was
suggested in the literature (Salmeron et al., 2018). These outcomes suggest that all variables
used in this analysis did not suffer from multicollinearity. All the values were below 0.7, which

proves the absence of multicollinearity among the independent variables.

It can be observed from Table 4.15 below that the FOwner variable had a positive relationship
with ProMgt. The tax variable had a negative relationship with the ProMgt and the FOwner
variables. The EcoSize (GDP) variable is also positively related with ProMgt and FOwners but

it is negatively associated with the Tax variable. The results show that the economic growth
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(AGDP) index is negatively related to ProMgt and the EcoSize, but positively related to the
Tax and FOwner variables. For the firms' ROA variable, it was positively related to all the
other variables except the Tax, EcoSize and the EcoGrowth variables. The table also reports
the LEV variable which was negatively related with all the other explanatory variables except
the Tax index which is associated with the Financial leverage positively. Regarding the firm
size variable, it had a negative relationship with the other independent variables apart from the
Tax, ROA and the LEV indices. Further, concerning the firms' growth index, it correlates
negatively with the FOwner, Tax, EcoSize, EcoGrowth, LEV and the FirmSize variables,
however, the LEV variable is positively related to ProMgt and ROA. The CFO variable also
has a negative relationship with all the independent variables except the ROA, Firm_size and
the Tax variables. Finally, the correlation table provides evidence of a positive association
between the loss before extraordinary items (LAGLoss) and other variables such as Tax,
EcoGrowth and LEV. The LAGLoss, however, correlates with ProMgt, FOwner, FirmSize,
EcoSize, ROA, FirmGrowth and CFO negatively.
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4.4.3 Panel Unit Root Test

Table 4.16 presents the panel unit root test results of the variables used for the estimation. Four

different unit root testing techniques, comprising Augmented Dickey-Fuller (ADF), Phillip

Peron (PP), Im-Pesaran-Shin (IPS) and Breitung were employed.

Table 4.16: Panel Unit Root Test
Variable ADF PP IPS Breitung
t-stats  Level t-stats Level t-stats  Level t-stats Level

AFRQ 698.222  I(0)  520.89 1(0) 36.936 I(1) 1.5E-12 1(0)
AQ 430913  1(0)  540.91 1(0) 7.752 1(0) 4.641 1(0)
DA 362.22 [(0) 291.62 1(0) 62.42 I(1) -5.5E-13 1(0)
AC 110.16 1(0)  329.82 1(0) 183.57  1(0) 2.117 1(0)
P 83.62 I[(0) 34523 1(0) 74.29 1(0) 283.82 1(0)
MinlInt 192.02 I(1) 13297 I(1) 315.87  I(1) 189.36 1(0)
RegSE 82.73 1(0) 942.02 I(1) 594.92  1(0) 463.82 1(0)
LRI 937.19 1(0) 382.17 I(1) 206.17  I(1) 598.14 I(1)
CFO 283.84 I(1) 227.28 1(0) 32.34 I(1) 71.61 1(0)
FOwner 474.11 I(0) 613.66 I(1) 1.697 1(0) 203.94 I(1)
Tax 549.40 I[(0) 590.76 1(0) 29.04 I(1) 17.46 I(1)
ProMgt 710.13 I(0) 40991 1(0) 1.154 1(0) 20.34 1(0)
EcoSize 528.753  1(0)  804.03 1(0) 0.4538  1(0) 2.039 1(0)
EcoGrowth 392.04 1(0)  208.93 1(0) 93.29 I(1) 327.06 1(0)
ROA 483.96 I[(0) 293.83 1(0) 83.47 1(0) 324.22 I(1)
LEV 490.200  1(0)  327.49 I(1) 392.27  I(1) 5.638 1(0)
FirmSize 526972  1(0)  213.69 I(1) 10.544  1(0) 16.926 I(1)
FGROW 482.38 1(0) 74.48 I(1) 382.35  1(0) -3.9E-11 1(0)
LAGLoss 437.71 1(0) 183.38 1(0) 21453 I(D) 63.28 1(0)
AudQ 13.247 1(0)  13.759 1(0) 0.87 1(0) 2.696 1(0)

Source: Researchers’ Estimation

Notes: In panel unit root tests, probabilities are computed assuming asymptotic normality. (a) tests the
hypothesis of the presence of the individual unit root process, and (b) tests the hypothesis of no unit
root in the common unit root process.

The unit root test results of the variables used for the estimation are presented in Table 4.16

above. The test is premised on the null hypothesis that there is the presence of both levels and

the first difference. The results presented in Table 4.16 above demonstrate that all the variables

are stationary at levels, [(0)s or stationary and the first difference, I(1)s. Concerning the ADF
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techniques, all the variables are I(0)s with regards to the PP, IPS and Breitung results, all the
variables are either I(0)s or I(1)s. The different techniques were necessary to validate the results
of the various techniques. Based on the consistency of the results of the various methods, the
study rejects the null hypothesis of the presence of a unit root at both levels and the first
difference. This indicates that none of the variables is stationary at the second difference. This
suggests that the regression analysis can incorporate both I(0) and I(1) variables, suggesting
that the series are produced at the stationary process. In addition, the stationarity of the results
indicates that a Sys-GMM approach is suitable for the estimation of the parameters in the

model.

4.4.4 Impact of MinInt, RegSE and LRI on AC of SSA firms

In this section, the regression results of the relationship between three discrete IP variables
such as the protection of minority shareholder interest (Minlnt), the legal right index (LRI)
and regulation of stock exchange (RegSE) and the AC in SSA are presented. All these variables

have previously been explained in Chapters 2 and 3. The results are presented in Table 4.17

below.

Table 4.17: Regression Results on the impact of MinInt, RegSE and LRI on AC

Accounting Conservatism Model 1 Model 2 Model 3
Variables AC AC AC
-0.024%** -0.025%*** -0.018***
ACi (-8.842) (-9.065) (-6.529)
-20.772%%* - -
Minlnt; (-1.979)
- -13.668* -
RegSE; (-1.789)
- - 6.020%**
LRI; (10.338)
-0.095 -0.158 10.338%**
EcoSize; (-0.641) (-0.980) (-6.723)
-10.005%*** -7.293%* -84.303***
EcoGrowi (-2.265) (-1.650) (-12.657)
-0.579%** -0.591*** -2.707***
TAXit) (-4.179) (-4.297) (-10.167)
-8.359 -8.489 -125.222%%*
ProMgt; (-0.671) (-0.712) (-10.217)
-0.001*** -0.001*** 4.80E-05
FirmSize; (-2.354) (-2.231) (0.819)
0.255%** 0.264%** 0.205
ROA; (3.234) (3.419) (1.321)
LEVy 0.956 1.354 -1.118
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(0.341) (0.478) (-0.266)

L0.419%%* -0.400%** -0.551%%%

FirmGrow; (-2.535) (-2.551) (-2.699)
2.047 2.332 2.346

LAGLossi (1.024) (1.029) (0.794)

-5.843%%% -6.020%%* -6.872%%%
CFOy (-11.584) (-11.849) (-5.716)

13.975%%x 12.984%%* 94,798 %+
FOwner;, (3.531) (3.168) (13.942)

Post-Estimation Tests

AR?2 0.607 0.529 0.204
Hansen J-Stats 0.583 0.655 0.625
Number of Observations 1119 1119 1119
Number of Instruments 43 43 43
Cross-sections 314 314 314

Source: Researchers’ Estimation
t-statistics in parenthesis; *** = p<0.01; ** = p<0.05; * = p<0.1

Table 4.17 above shows the impact of Minint, RegSE and the LRI on the accounting conservatism of
SSA firms. The dependent variable was AC (accounting conservatism), The main independent variables
were MinInty, LRI and RegSEy. Other independent variables include EcoGrow, ProMgt, EcoSize
(economic size, which is proxied by GDP), Tax,(Total Tax rate), ROA (profitability proxied by return
on assets), LEV (financial leverage), FOwn (Foreign Ownership, CFO (cash flow from operation
volatility) and Lagloss (loss before extraordinary items).

Table 4.17 above presents results of the relationship between IP indicators such as the
protection of MinInt, RegSE and the LRI on AC (which describes the view that firms are
expected to prepare accounts with caution and high degrees of verification) of firms in SSA.
Based on the measure used for AC (BTM value ratio), a higher value is an indication of
aggressive accounting (weak AC) and a lower value is an indication of high AC practice. This
is because there is a negative association between a BTM value ratio and AC (Beaver & Ryan,
2005). The results of the study show that the lagged coefficient of AC variable (ACit1) is
negative and statistically significant for Models 1 to 3, indicating that the previous year's AC
levels of SSA firms are significant in explaining the present level of AC practice of firms in the

SSA.

For Model 1, the study hypothesised that in SSA countries where protection of the minority
interest is high and strong, firms will be more adopt conservative accounting policies and
estimates. This, therefore, suggests that a strong and strict regime of protection of minority
interest will improve firm AC in financial reporting. Confirming this hypothesis, the results of
the study show that the coefficient of the protection of minority interests is negative but

statistically significant at 1% This means that as the protection of the minority interest in SSA
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countries is enhanced, firms adopt more conservative accounting policies and estimates than
countries with weak protection of minority interest all other things being equal. Therefore,
strong protection of minority shareholder interest tends to influence a firm to adopt
conservative accounting policies. This is because, in countries where minority interest
protection is strong, there is high monitoring of corporate accounting practices. This finding
supports the assertion of Dargenidou et al. (2007) position that stronger protection of minority
shareholders’ interest either ensures close monitoring or through legal IP system, asymmetrical

information is mitigated in the financial reporting processes by the timely recognition of losses.

Similarly, in Model 2, the study hypothesised that there is a negative relationship between the
RegSE in SSA countries and the AC variable in these countries. Consistent with this
hypothesis, the results of the study show that the coefficient of the RegSEi: variable is negative
and statistically significant at 10%, suggesting companies in a strongly regulated stock market
use more conservative accounting policies and estimates than companies in a weakly regulated
stock market. Therefore, the strength of regulation of the stock market in SSA influences firm
accounting policies on estimate and recognition of gains and losses under the condition of
uncertainty. These findings are consistent with Houqe et al. (2012), who suggested that
accounting practices are influenced by country-level macro settings. This finding is also
consistent with Watts (2003) who positions that government’s regulation on firms’ financial
reporting system instigates conservatism accounting practice. This is because regulators are
more often faced with criticism when firms overstate net assets than when firms understate net

assets.

The study hypothesised in Model 3 that the LRI of SSA countries has a negative relationship
with the AC variable of firms from SSA. Therefore, as the degree to which collateral and
bankruptcy laws protect the rights of borrowers and lenders improves in a country firms will
adopt more conservative accounting policies. Inconsistent with this hypothesis, the results of
the study show that the coefficient of LRIt is positive and statistically significant at 1% This
implied that as the LRIt of countries in SSA improved, the firms in these countries adopted
more aggressive accounting policies and were less restrained in estimates and recognition of
gains and losses under conditions of uncertainty. The findings show that firms in SSA countries
with strong legal right index exhibit timelier recognition of economic gains in accounting
earnings than recognition of losses. Therefore, the strength of the legal right index in SSA
weakens AC instead of fostering it. This finding conflicts with that of Bushman and Piotroski

(2006) and Ball et al. (2000). Ball et al. (2003); Holthausen (2003), Huijgen and Lubberink
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(2003), and Lubberink and Huijgen (2006) found that firms in countries with strong judicial
systems reflected bad news in earnings faster than firms in countries with weak judicial systems
after controlling for legal origin. This finding is possible to the extent as a countries collateral
and bankruptcy laws protect the right of borrowers and lenders strongly, there will be increased
tendencies of firms to take advantages of the flexibilities in accounting standards to manipulate
financial report to show encouraging performance to guard against attachment of properties by
creditors and avoid being liquidated. Consequently, firms will be less conservative in income

recognition under the condition of uncertainties.

On the effects of the control variables on AC, the economic size (EcoSizeit) coefficients for
Models 1 and 2 are statistically insignificant, suggesting that the previous year’s GDP do not
have any effect in explaining the current levels of firms’ AC policies in SSA. However, in
Model 3, the previous year’s coefficient of EcoSizeit is positive and statistically significant at
1%, which is an indication of its importance in explaining the current AC practices of firms in
SSA. This shows that a country with a strong legal right index and bigger GDP would have
less conservative accounting policies and more aggressive in income and expenditure
recognition. This may because a firm may want to ward off creditors control by manipulating
earnings. This finding conflict with a study by As’ad (2019) who documented countries with
large economic size and at the same time having policies that protect the interest of minority

shareholders enjoy FRQ.

The results of the study depict that the coefficient of economic growth (EcoGrowthit) is
negative and significant in all three models. This implies that companies in a high growth
economy use more conservative accounting policies than companies in low growth economy
in SSA. The possible reason is that countries with higher economic growth may have good
systems, regulations and laws that may prevent firms from engaging in aggressive income
recognition to misreport earnings. This confirms the finding by As’ad (2019) who reports that
countries that experience high economic growth and at the same time having policies and laws
that protect the interest of minority shareholders, investors and creditors enjoy quality financial

reporting.

For the tax coefficient, all three models showed that it was negative and statistically significant
at 1% This means companies operating in SSA countries with high tax rate adopt more
conservative accounting policies than firm in SSA countries with the low corporate tax rate.

This is not surprising because in countries where tax rates are high firm delay recognition of
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income and timely recognise expense to reduce taxable earnings to avoid payment of taxes.
Consequently, there is a more conservative accounting practice in countries with high tax rate

than in countries with low tax rates.

Regarding ProMgtit, the coefficient is negative and statistically insignificant for Models 1 and 2.
However, for Model 3, it is also negative but statistically significant at 1%, which means that
in SSA countries with high firms’ reliance on professionals in senior management (ProMgtit,),
firms improve verification and are more prudent in recognising revenue and expenditure and
for that matter adopt more conservatism accounting policies. These findings suggest that
although MgtQ may be irrelevant in AC when a country has strong rules and enforcement
system to protect minority shareholder interest and to regulate stock exchange, ProMgt will
adopt higher AC in a country with a strong legal right index. The possible reason may be that
for SSA firms to remain credible to their creditors and would-be investors in a country with a
strong legal right index, they must post credible earning and professional managers for fear of
litigation and punishment will enhance faithfulness of accounting number to ensure credible
earnings figures. Similarly, for FirmSize coefficient, Models 1 and 2 show that it is negative
and statistically significant at 1%, suggesting that an increase in the sizes of firms in SSA
contributes to improving their AC practices, all other things being equal. This implies that large
firms adopt more conservative accounting policies than smaller firms. This finding appears to
differ from the view of Klai et al. (2011) that firm size is associated with a poor quality of
financial information since the firm size increases the firm's operating risk which leads

managers to exercise accounting discretion to mislead the investors.

The result of the study again shows that the ROAs coefficient denoting the firms’ level of
profitability is positive and statistically significant for Models 1 and 2, but insignificant in
Model 3. This means that as the profit levels of firms in the SSA increase firm adopt less
conservative accounting policies and estimates, all other factors being equal. This is because
the quest to maintain firm profitability levels will lead to aggressive income recognition. The
results of this study are inconsistent with research conducted by Ika and Fachrurrozie (2015)
that profitability does not affect AC. Further, for the firms’ leverage (LEV) and LagLoss
coefficients, all three models depict that they are positive but insignificant. The implication is

that the leverage and loss of firms do not affect the firms' AC practices in any way.

In addition, the coefficient of foreign ownership (FOwnerit) also revealed that it is positive and

statistically significant at 1%, which goes to say that as the percentage of foreign investors in
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firms in SSA increase, it contributes to aggressive accounting policies and lower verification
requirement for recognition of gains and losses. This implies that in a jurisdiction where foreign
ownership is high firm apply less conservative accounting policies and estimates than in a
jurisdiction with less foreign ownership. This finding supports the suggestion of Le et al.,
(2017) that foreign ownership is associated with less conservative accounting practices.
However, this finding conflicts with the findings of An (2015), that foreign ownership is
associated with more conservative accounting practices. Lastly, the results of the study show
that the coefficient of CFO is negative and statistically significant in all three models, implying
that an increase in firm cash flow would result in the application of more conservative

accounting policies and estimates.

Concerning the robustness and validity of the results, the probability of the AR2 results is
insignificant for all three models, that is (Model 1 = p-value = 0.607, Model 2 = 0.529, Model
3 =0.204) which suggest the absence of serial correlation. Additionally, the results show that
the Hansen J test is also insignificant for all three models, that is (Model 1 = p-value = 0.583,
Model 2 = 0.655, Model 3 = 0.625), implying that the instruments do not suffer from

misspecification.

4.4.5 Impact of MinInt, RegSE, and LRI on AQ of SSA firms

Similar to section 4.4.4 above, in this section, the regression results of the relationship between
IP variables such as protection of minority shareholders interest (MinInt), legal right index
(LRI) and stock exchange regulations (RegSE) and the AQ component of the FRQ of SSA
firms are presented. All these variables have previously been explained in Chapters 2 and 3.

The results are presented in Table 4.18 below.

Table 4.18: Regression Results on the impact of MinInt, RegSE and LRI on AQ

AQ Model 1 Model 2 Model 3
Variables AQ AQ AQ
-0.037 -0.001 -0.002
AQit (-0.528) (-0.014) (-0.026)
-0.587 - -
Minnit (-1.303)
- -0.215 -
RegSE; (-0.585)
- - -0.075
LRI (-0.166)
EcoSizei 0.286%** 0.034* 0.223%**
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(2.499) (1.819) (2.474)

1.008*** 1.009*** 1.225%**
EcoGrowi (2.162) (2.0671 (2.487)
0.015 0.016 0.014
Taxit (0.602) (0.694) (0.536)
-0.098 -0.328 -0.284
ProMgt; (-0.489) (-1.239) (-1.221)
2.149%** 2.072%** 2.066%**
FirmSizei (6.489) (6.447) (5.699)
0.059*** 0.056*** 0.054*%**
ROA; (4.832) (3.735) (3.175)
1.695%%* 1.598%*** 1.723%%*
LEVi (2.659) (3.045) (3.243)
0.228*** 0.268*** 0.271%*%*
FirmGrowi (3.832) (4.699) (4.843)
-0.330%*** -0.335%** -0.333*%**
LAGLossi (-3.477) (-3.242) (-2.386)
0.083*%** 0.110%** 0.094***
LCFOx (2.634) (3.709) (2.968)
-0.057 0.574 0.577
FOwner; (-0.073) (0.786) (0.859)
Post-Estimation Test
AR2 0.655 0.676 0.656
Hansen J-Stats 0.942 0.813 0.852
Number of Observations 1172 1172 1172
Number of Instruments 43 43 43
Cross-sections 307 307 307

Source: Researchers’ Estimation

t-statistics in parenthesis; *** = p<(0.01; ** = p<0.05; * = p<0.1

Notes: Table 4.18 above shows the impact of Minlnt, RegSE and the LRI on the AQ of SSA firms. The
main independent variables were Minlnt;, LRI;; and RegSEi. Other independent variables included
EcoGrowth, ProMgt, EcoSize (economic size, which is proxied by GDP), Tax,(Total Tax rate), ROA
(profitability proxied by return on assets), LEV (financial leverage), FOwn (Foreign Ownership, CFO
(cash flow from operation volatility) and Lagloss (loss before extraordinary items).

From Table 4.18 above, the lagged coefficient of the AQiw1 variable was negative and
statistically insignificant in all three models, an indication that the previous year's AQ levels of
firms in SSA are not important to explain the current quality of their AQ positions. The study
hypothesised in Models 1 to 3 that there is a positive relationship between the various IP
indicators of SSA countries such as the protection of MinInt, RegSE, the LRI and the AQ of
firms in SSA. Consistent with the above hypotheses, the results of the study show that the
coefficients of the protection of the MinInt, RegSE, LRI variables are positive, however,

statistically, they are insignificant in all the three models. This suggests that the protection of
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the MinInt, RegSE, LRI variables has no impact on the AQ levels of SSA firms, all other things
being equal. This implies that the level of AQ of firms is determined by factors other than the

level of the IP regime of the jurisdiction.

Turning to the effect of the control variables on the AQ of firms in SSA, the results of the study
show that both the coefficients of GDP and change in GDP are positive and significant at 1%
in all three models, showing that an increase in the size of the economies of these countries and
their changes over time will contribute to improving the AQ of firms in SSA. The possible
reason could be that bigger economies and those with higher growth may have robust and
effective monitoring mechanism and systems to help in the improvement in the reporting
practices of firms. However, the result of the study shows that the coefficients of Tax and
ProMgt are positive but statistically insignificant in all three models, which means that they
have no influence on the AQ of firms in SSA, all other things being equal. Similarly, the
coefficient of FOwner in Model 1 was negative, but statistically insignificant, while for Model
2 and 3, they were positive, but also statistically insignificant, which implies that FOwner does

not affect the AQ of firms in SSA.

The results indicated that the coefficient of firm size was positive and statistically significant
at 1%, showing that as the sizes of firms in SSA increase, it contributes to enhancing the quality
of their accruals. The reason may be that larger firms may have the resources to engage the
services of experienced and qualified accounting professionals to manage their financial
reporting activities. In addition, larger firms may be exposed to public and regulatory scrutiny,
hence they may not have the chance to engage in any malfeasance or poor accounting practice.
However, this finding is contrary to what the literature highlights that firm size has a
significant, but negative influence on AQ (Hassan & Farouk, 2014). Similarly, ROA denoting
the firms’ profitability levels, the results reveal that it was positive and significant at 1% This
gave an indication that, as the profit levels of firms in SSA increase, they can improve on their

AQ positions, all other things being equal.

Regarding LEV, the study finds the coefficient of LEV of firms in SSA also to be positive and
statistically significant at 1%, which means that as the debt levels of firms in SSA increase,
they can improve on their AQ levels. This result indicates that firms in SSA, highly indebted
firms are forced to disclose more accurate information to satisfy their creditors' benchmark.
This is because companies with higher financial leverage are likely subjected to close

monitoring by creditors thereby instigating a direct association between financial leverage and
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AQ. Consistent with the debt covenants hypothesis by Watts and Zimmerman (1986), this study
found that firm leverage has a positive effect on AQ for SSA firms.

Furthermore, the FirmGrowth coefficient is positive and statistically significant at 1%,
suggesting that as firms in SSA experience value growth, it contributes to improving the AQ
levels of these firms. This result adequately endorses what the literature documents that
investors have preferences for higher accruals quality. At the margin, Oleg (2018) suggests that
a 1% increase in the volatility of accounting error results in a 0,50% decrease in the firm value.
Lastly, the coefficient of Lagloss is negative and statistically significant at 1%, again
suggesting that a reduction in the loss before extraordinary items of SSA goes a long way to
improve the AQ levels of SSA firms. The reason for this is that firms that are not profitable
would find a way of attracting resources. This would be achieved through an improvement in
their accounting practices because investors would peruse their financial statements before

investing in them.

Regarding the validity of the study’s results, it is reasonably robust and satisfactory. The test
of second-order serial correlation AR (2) shows that the estimations have no problem of
second-order serial correlation since the AR (2) tests statistics for Model 1 (p-value = 0.655),
Model 2 (p-value = 0.676) and Model 3 (p-value = 0.656) are unable to reject the null of no
second-order serial correlation. The Hansen tests for over-identification indicate the null of
exogenous instruments is not rejected for Model 1 with (p-value = 0.942), Model 2 (p-value =
0.813) and Model 3 (p-value = 0.852), implying that the instruments do not suffer from
misspecification. Table 4.4.6 below also depicts the regression results of the relationship
between IP variables such as Minlnt, the LRI and RegSE and the DA component of the FRQ
of SSA firms.

4.4.6 Impact of MinInt, RegSE and LRI on DA of SSA firms

Similarly, in this section, the regression results of the relationship between IP variables such
as protection of minority shareholders interest (MinInt), legal right index (LRI) and stock
exchange regulations (RegSE), and the DA component of the FRQ of SSA firms are presented.

The results are presented in Table 4.19 below.
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Table 4.19: Regression Results on the impact of MinInt, RegSE and LRI on DA

Model 1 Model 2 Model 3
Variables DA DA DA
0.000 0.000 0.000
DA (1.052) (0.565) (0.597)
-113.298* - -
MINT; (-1.823)
- -25.245%%* -
RegSEj (-2.345)
- - -9.744
LRI; (-1.001)
1.373%%* 0.462 3.544
EcoSizei (0.306) (0.107) (0.812)
-117.119%%* -106.804*** -94.160%**
GDPy (-3.876) (-3.501) (-2.949)
2.521*%* 2.529%** 2.816%**
Taxi. (3.907) (3.419) (4.001)
-30.162 -32.658 -23.593
ProMgt; (-1.466) (-1.551) (-1.209)
-11.853%** -11.005%** -11.034%**
FirmSizei (-3.259) (-2.090) (-2.324)
-1.148%** -1.082%** -1.147%**
ROA; (-5.315) (-3.996) (-6.098)
-7.347 -5.795 -5.199
LEVi (-0.392) (-0.309) (-0.281)
0.658%** 0.658*** 0.658***
FirmGrowi (1609.063) (1564.041) (2441.091)
-16.810%** -12.013 -13.878%*
LagLossi (-2.690) (-1.304) (-1.907)
-22.522%** -23.794%*** -21.491%**
CFOy (-2.948) (-2.768) (-3.341)
-17.671 -6.181 -11.863
FOwnerij (-0.112) (-0.211) (-0.561)
Post-Estimation Tests
AR 2 0.972 0.935 0.911
Hansen J-Stats 0.134 0.142 0.169
Number of Observations 1177 1177 1177
Number of Instruments 43 43 43
Cross-sections 307 307 307

Source: Researchers’ Estimation

t-statistics in parenthesis; *** = p<(0.01; ** = p<0.05; * = p<0.1

Table 4.19 above shows the impact of MinInt, RegSE and the LRI on DA of SSA firms. The dependent
variable was DA, The main independent variables are Minint;, LRI;; and RegSE;. Other independent
variables included EcoGrowth, ProMgt, EcoSize (economic size, which is proxied by GDP), Tax,(Total
Tax rate), ROA (profitability proxied by return on assets), LEV (financial leverage), FOwn (Foreign
Ownership, CFO (cash flow from operation volatility) and Lagloss (loss before extraordinary items).
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In this section, the results of how IP variables such as the protection of MinInt, RegSE and LIR
on the DA levels of firms in SSA are presented. A high level of DA is an indication of EM.
The results of the study showed that the coefficient of lagged DA in all three models was
positive but statistically insignificant. This means that the previous year's DA level of SSA

firms did not affect the current year's DA level, all other things being equal.

The study hypothesised in Models 1 to 3 that the various IP variables such as the protection of
Minlnt, RegSE and the LRI have a negative relationship with the DA of firms in SSA. The
results of the study showed that the coefficients of protection of the MinInt, RegSE and LRI
variables were negative and statistically insignificant in Models 1 and 3. However, for Model
2, the coefficient of the RegSE variable was negative, but significant at 1%, indicating that
stronger RegSE leads to a reduction in EM of SSA firms. This implies that EM is lower in
countries with strong RegSE than a weakly regulated stock exchange in SSA. This is because
strong stock exchange regulation ensures strong monitoring of firms accounting practices and
punish firms for misreporting earnings by delisting culprit. Strong Stock Exchange regulation
also inhibits insiders' ability to acquire private control benefits, which reduces their incentives
to mask firm performance. These findings are consistent with the views of authors such as Leuz
et al. (2003), Choi and Pae (2011), Houge et al. (2012) and Persakis and latridis (2016) who
variously concluded that economies with relatively strong regulation and large stock markets
exhibit lower levels of EM than countries with relatively less developed stock markets. The
findings in Models 1 and 3 align with findings by Leuz et al. (2003) that earnings management

is negatively associated with the quality of minority shareholder rights and legal enforcement.

Regarding the control variables, the study found that the coefficient of economic (EcoGrow)
is positive and significant at 1% in Model 1, which suggests that the previous year's GDP
growth of SSA countries contributes to increasing EM of firms in these countries, all other
things being equal. This implies that EM by firms increases as the economy of the country
experience growth indicating greater EM in good time as compared to bad times. These
findings can be explained by Conrad et al. (2007) suggestion that during good economic times,
investor reaction to earnings disappointments is more adverse. Therefore, firms are greatly
incentivised to avoid poor earnings when the economic condition is good, so they are more
prone to boost earnings at such times. This finding is consistent with Cohen and Zarowin
(2007) who found that the tendency for firms to meet or beat benchmarked earnings is
significantly related to the market-wide P/E ratio and that this relation is not due to time-vary

firm effects that are associated with the level of the market.
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For the economic size (EcoSize) coefficient, it was negative but statistically significant in all
three models. This shows that as the size of the economies of countries in SSA increases, DAs
reduce and, therefore, lower EM. This result implies that growth firms in bigger economies
have lower DAs. Since a DA suggests a poor FRQ, the result showed that larger economies in
SSA affect the financial reporting practices of firms positively. The possible reason for this
could be that firms operating in bigger economies have a sound regulatory environment that

dissuades or prevents them from engaging in high DA practices.

The coefficient of tax variable was positive and statistically significant at 1%, suggesting that
an increase in the percentage of tax on corporate profits resulted in DA levels of firms in SSA.
This suggests that firms have more tendencies to manipulate earnings in countries with a higher
tax rate to avoid excessive taxes. The results of the study revealed that the firmSize coefficient
is also negative but statistically significant at 1%, indicating that smaller firms engage in
earnings manipulation than larger firms. Therefore, as firm size increase earning numbers
improved in quality. This implies that bigger firms have a lower DA level which denotes
quality financial reporting. This is possible because bigger may have the resources to hire or
engage the services of qualified individuals to prepare their financial statements, which will
result in a quality financial reporting practice. In addition, firms with resources can integrated

technology into their financial reporting practice, which will improve their FRQ.

Additionally, the study finds that the ROA showing the firms' level of profitability is equally
negative but statistically significant at 1% in all three models. This implies that an increase in
the profitability levels of firms in SSA results in a decrease of these firms' EM practices (DA
levels). This implies that an increase in the profitability of firms in SSA will increase the FRQ
of firms operating in these countries. This may be because profitable firms would have the
resources to hire qualified individuals to prepare their financial statements, which will result in
a quality financial reporting practice. Another possible explanation is that profitable firms can
invest in technologies, which will improve their FRQ. This finding is consistent with the view
that the future profitability of firms is negatively associated with the firms' DA levels, as
espoused by Modebach and Simko (2010).

Difterently, the loss and CFO coefficients are negative and statistically significant at 1% in all
the Models, which suggests that as cash flow from operation volatility and loss before
extraordinary items decrease, firms in SSA increase on their DA. Furthermore, the results of

the study showed that the FirmGrow coefficient was positive and statistically significant at 1%
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in all three models, meaning that as firms in SSA experienced growth to value or performance,
they engaged more in earnings manipulation. This finding was consistent with the position of
Latif et al. (2017) that the DA positions of firms positively related to the maximisation of the
value of firms. Lastly, the coefficients of the firms’ ProMgt, Lev and FOwner were negative
but statistically insignificant in the three models. This showed that ProMgt, LEV and FOwner
did not have an impact on DA levels of firms in SSA. Broadly, the findings of this study appear
to contradict Davidson et al. (2005) position that leverage and DA have a positive relationship.
However, a subsequent study by Rahman and Ali (2006) and Yang and Krishnan (2005) did

not document any significant relationship between company leverage and DAs.

Concerning the robustness and validity of the results, the empirical performance of the two-
step system GMM estimation in this study is reasonably satisfactory and robust. The tests of
second-order serial correlation AR (2) shows that all estimations have no problem of second-
order serial correlation since the AR (2) test statistics are unable to reject the null of no second-
order serial correlation for Model 1 (p-value =0.0.972), Model 2 (p-value =0.0.935) and Model
3 (p-value = 0.911) respectively. The Hansen test for over-identification indicates the null of
exogenous instruments is not rejected with p-values of 0.134 (for Model 1), 0.142 (for Model
2) and 0.169 (for Model 3), respectively.

4.4.7 The effect of MinInt, RegSE and LRI on aggregate FRQ Index in SSA
In this section, the regression results of the relationship between IP variables (MinInt, LRI and
RegSE) and aggregate FRQ (AFRQ) in SSA are presented. The measurement of aggregate

FRQ is as described in the previous sections. The results are presented in Table 4.20 below.

Table 4.20: Regression Results on the impact of MinInt, RegSE and LRI on AFRQ

FRQ Model 1 Model 2 Model 3
Variables AFRQ AFRQ AFRQ
0.161*** 0.170%** 0.179%**
AFRQit1 (2.910) (3.021) (2.486)
. -9.638%** - -
Minlnt (-2.700)
- -6.042%** -
RegSE (-2.242)
- - -0.164
LRI (-1.338)
FOwn. -14.938%* -11.231 -4.023%**
! (-1.812) (-1.433) (-2.36)
Tax. 2.35]%%* 1.352 0.107***
! (2.188) (1.467) (2.202)
EcoSize .| 0.123 0.344 2.491
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(0.152) (0.407) (1.427)

0.074 0.037 0.051
EcoGrowth (1.608) (0.831) (1.116)
0.306%** 0.305%%** 0.369%**
FGrowthi (4.110) (4.048) (3.765)
FSize, 1.455%%* 1.320%%** -3.91E-06
(3.925) (3.883) (-0.525)
0.052%** 0.053*%** 0.062%**
ROA (2.215) (2.170) (2.462)
CFO, -0.254%** -0.272%** -0.316%**
(-2.639) (-2.765) (-2.746)
ProgMat 4.171 1.041 6.634
(0.785) (0.211) (1.136)
1.897%** 1.907*** 2.061***
LEVi (2.299) (2.251) (2.197)
LagLoss: -0.114 -0.129 -0.083
(-0.429) (-0.489) (-0.314)
Post-estimation Tests
AR 2 0.989 0.975 0.998
Hansen J-Stats 0.515 0.545 0.152
Number of Obs. 1155 1155 1155
Number of Instruments 43 43 43
Cross-sections 307 307 307

Source: Researchers’ Estimation
t-statistics in parenthesis; *** = p<0.01; ** = p<0.05; * = p<0.1

Table 4.20 above shows the effect of Minlnt, RegSE and LRI on aggregate FRQIFRQ in SSA. The
dependent variable was AFRQ; (financial reporting quality index). The main independent variables
were Minlnt;, LRI; and RegSE;. Other independent variables include EcoGrowth, ProMgt, EcoSize
(economic size, which is proxied by GDP), Tax (Total Tax rate), ROA (profitability proxied by return
on assets), LEV (financial leverage), FOwn (Foreign Ownership, CFO (cash flow from operation
volatility) and Lagloss (loss before extraordinary items).

Table 4.20 above presents the results of the relationship between IP regime and FRQ in SSA.
These results as presented in Table 4.20 is based on the use of three key IP indicators such as
the protection of shareholders’ MinlInt, LRI and the regulation of the stock exchange. The
results show that the lagged coefficient of FRQit1 is positive and significant at 1% for all three
models. This means that the previous year’s FRQ of firms in SSA is relevant in describing the
present FRQ of these firms. In Model 1, the study predicted a positive relationship between the
coefficient of the protection of the minority interest and FRQ of SSA firms. Contrary to this
prediction, the coefficient for the protection of the minority interest is negative but statistically
significant at 1% This means that as the level of protection of minority shareholder interest in

SSA firms increases their FRQ reduces. The reason may be that there are more important
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factors that influence the FRQ of firms instead of institutional arrangements. This is
inconsistent with the views of Choi and Pae (2011), Hougqe et al. (2012) and Persakis and
latridis (2016) who maintain that strong IP countries have higher FRQ than countries with
weak [P regime. This according to the researcher stem from the presumption that a strong IP
hampers the ability of corporate insiders to acquire private control benefits, which
disincentivise earnings manipulations. Accordingly, harmonise accounting standards alone will

not resolve financial reporting failures.

In Model 2, the study hypothesised a positive relationship between the coefficient for the
RegSEit in SSA countries and the FRQ of firms in these countries. Inconsistent with this
hypothesis, the results of the study show that the coefficient of the RegSEit is negative and
statistically significant at 1% The meaning of this result was that as RegSE declines, firms in
SSA can improve on their FRQ. This could be due to the conflict that may exist between
adherence to country regulations and financial reporting standards. In some cases, firms are
required to prepare their financial statements to meet regulatory requirements. Such practices

may negatively affect the quality of financial reporting in that country.

In Model 3, the study hypothesised a positive relationship between the coefficient of the LRI
and the FRQ of SSA firms. However, the results of the study revealed that the coefficient of
the LRI is negative and statistically insignificant. This implied that the strength of the LRI in
SSA has no significant effect on the FRQ of firms in the jurisdiction. Overall, this study found
that any of the IP variables (protection shareholder MinInt, LRI and RegSE) on their own
cannot improve FRQ in the absence of a mechanism to detect the financial statement

manipulation by a manager.

Concerning the effects of the other control variables on the firms’ FRQ, the study reveals that
the FOwnerit coefficient for Models 1 and 3 is, and statistically significant at 10% and 1%
respectively. This indicates that the FRQ of firms is lower in countries with more foreign
ownership of firms than in countries with lower foreign ownership. The reason for this could
be that firms may be forced to adopt the reporting practices of their parent companies, which
may not be relevant in the local context. Therefore, as the control of firms rests with local
investors, they may employ innovative ways in their financial reporting practices with will be
relevant to the peculiarities of the countries where the firms operate. The results are consistent
with Le et al. (2017) who finds that in contrast to the findings of An (2015), foreign ownership

and FRQ are negatively related thus supporting the transient hypothesis of foreign ownership.
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This hypothesis posits that foreign investors with a low level of ownership do not have

significant incentives to closely monitor managers to ensure FRQ.

Regarding tax, the coefficient is positive and statistically significant at 1% for Models 1 and 3.
This means that as the percentage of tax on profits of SSA firms increase, it contributes to
improving the FRQ of these firms. This may be because fact firms may be forced to increase
their FRQ when the tax rate increases. The reason is that firms would employ ways to reduce
their tax burdens by engaging the services of experienced and qualified staff to prepare their
financial statements. the finding broadly aligns with the study of Abedana et al. (2016) that

corporate tax and FRQ have a positive association albeit a weak one.

About the coefficient for economic size (EcoSize) and economic growth (EcoGrowth) of SSA
countries where firms selected for this study are located, the results of the study show that in
all three models they are positive but statistically insignificant. The implication is that the size
of these economies and how the total goods and services produced in the countries change from
time to time do not affect the FRQ of firms in these SSA countries. Differently, the results
show that the coefficient for the firms' growth is positive and statistically significant for the
three models, indicating that as firms in SSA experience growth, the FRQ of the firms
improves. The reason could be that the high-growth firms attract the eyes of investors and
regulators who may subject these firms to analysis and monitoring to ensure that financial

reporting is not manipulated.

Similarly, the size coefficient for Models 1 and 2 is positive and statistically significant at 1%,
meaning that increases in the sizes of firms in the SSA region largely helps to improve the FRQ
standards of firms from this region. The reason for this may be that as firms in SSA increase in
sizes, their propensities to disclose more and high-quality information also increase since they
come under more scrutiny. Another important variable is the ROAs representing the firms'
profitability levels. Its coefficient is positive and statistically significant at 1% for all three
models, which shows that improvements in the profit levels of firms in SSA result in the
enhancement of the FRQ of these firms, all other things being equal. This relationship can be
explained by the behaviour of managers, as they present quality information to show their

capability to maximize value for shareholders and enlarge their compensation.

The CFO coefficient is negative and statistically significant (»<0.01) for all three models. The
meaning of this is that a reduction in the cash flow from operating activities of the firms may

contribute to improving the quality of the financial reports. Further, the results of the study
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depict that the coefficients for ProMgt and Lagloss of the firms in all three models are
statistically insignificant. This means that ProMgt and Lagl.oss do not have any influence on
FRQ. Lastly, the coefficient for LEV is positive and statistically significant in all three models,
suggesting that as the firms’ debt levels increase, the FRQ of these firms also improves. This
can be because the creditors require good quality of financial reporting to grant credits to the
firms and guarantee the repayment of the debts. the finding corroborates the claim of Hassan
(2013) that the leverage of firms influences their FRQ. These scholars suggest that firms with
higher leverage have higher earnings quality than firms with low leverage. The positive
relationship of this study confirms findings from studies such as Kennedy (2003), Alsaeed
(2006) and Hamzah (2007) who among others found higher debt firms are associated with
higher agency costs and, therefore, need to have more information disclosed to satisty the needs

of creditors for information.

In terms of validity and robustness of the results, the two-step system GMM estimation for this
study is reasonably satisfactory and robust. The test of second-order serial correlation AR (2)
shows that the estimations have no problem of second-order serial correlation since the AR (2)
tests statistics for Model 1 (p-value = 0.989), Model 2 (p-value = 0.975) and Model 3 (p-value
= 0.998) are unable to reject the null of no second-order serial correlation. The Hansen tests
for over-identification indicate the null of exogenous instruments is not rejected for Model 1
with (p-value = 0.515), Model 2 (p-value = 0.545) and Model 3 (p-value = 0.152), implying

that the instruments do not suffer from misspecification.

4.4.8: The Relationship between IP and FRQ in SSA

In this section, the effect of the combined IP index (IP) on FRQ in SSA is investigated. The IP
was measured as the average of the protection of MinlInt, the LRI and RegSE. The FRQ were
measured based on four variables, comprising AC, AQ, DAs and aggregate FRQ. The results
are presented according to four models. Models 1 to 3, respectively, estimated the relationships
between the IP index and the three components of FRQ involving AC, AQ and DA in the
absence of AudQ. Model 4 also investigated the impacts of IP index (IP) on the aggregate FRQ
of firms in SSA in the absence of AudQ. The results are provided in Table 4.21. The results in
the table comprise the coefficients, z-statistics (in parenthesis) and the level of significance of

the coefficients, which are represented by asterisks.
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Table 4.21: Regression Results on the effect of IP on FRQ

FRQ Model 1 Model 2 Model 3 Model 4
Variables AC AQ DA AFRQ
Constant 12.89282%** 0.053871*** -71.61886 0.3195%**
(10.75) (8.44) (-0.94) (6.74)
- - - 1.188298***
AFRQiw ©.11)
0.0065063* - - -
ACi (1.69)
- 1.28553*** - -
AQi (17.32)
- - -0.0292343*** -
DAie (-4.65)
P, 0.0559004** 9.26E+08%*** -3.78072* 4.09E+08**
! (2.41) (19.29) (1.66) (1.97)
EcoSize, 5.22E-11%** -0.0214506* 9.06E-10*** -0.0058
' (11.86) (-1.91) (19.15) (-0.56)
EcoGrows 0.0883523 -1.11E+0Q8*** -0.0735454 1.69E+(Q8 ***
! (0.12) (-6.65) (-0.05) (7.97)
Tax -0.036205** -2.73E+0Q8*** 1.006982*** -2 45E+Q8***
" (-2.49) (-19.36) (6.23) (-13.54)
ProMgt; -2.037751%** 2.36E+08** -11.72107%** 1.98E+09***
' (-2.07) (2.66) (-11.40) (8.88)
FOwner; 1.756306 -9.99E+08 27.47278%* -2.30E+Q9***
! (0.89) (-0.98) (2.48) (-9.39)
ROA, 0.1410268*** -3.97E+07 -0.1109298 -3247743
' (14.48) (-0.75) (-0.07) (-0.43)
FirmSize: 2.62E-Q7*** 105824 *** -0.000394*** 144113.2%%*
E (3.11) (19.19) (-3.68) (19.33)
FirmGrow;, -0.0016122* -718713.8%** 0.657647*** 520796.4%*
! (-1.82) (-10.57) (2032.912) (2.61)
LagLoss: 3.707768 0.07203 11.38157 0.0565
' (-0.83) (-1.49) (0.17) (1.47)
LEV. 0.0108209 1.35E+07 0.1575504*** 2.26E+07
! (0.22) (0.72) (4.72) (0.65)
Post-Estimation Test
AR2 0.267 0.455 0.885 0.495
Hansen J Stats 0.861 0.158 0.188 0.619
Number of Obs. 1457 1525 1544 1505
Number of Int 21 21 21 27
Cross-sections 312 312 312 312

Source: Researchers’ Estimation
** = p<0.01; ** = p<0.05; * = p<0.1

Table 4.21 above reports the regression results of the investigation of the combined IP Index on FRQ
in SSA. The dependent variables were AC, AQ, DA and AFRQ;. The main independent variables were
1Py (Investor Protection Index), Minlnt;, LRI; and RegSEi. Other independent variables included
EcoGrow, ProMgt, EcoSize (economic size, which is proxied by GDP), Tax (Total Tax rate), ROA
(profitability proxied by return on assets), LEV (financial leverage), FOwner (Foreign Ownership,
CFO (cash flow from operation volatility) and Lagloss (loss before extraordinary items).
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The results presented in Table 4.21 demonstrate the relationship between the IP index and
aggregate FRQ and its three discrete components. The results show a positive relationship
between the previous year's (lagged) FRQ and the current year's FRQ. Except for the
coefficient of AC, the coefficient of all the other FRQ variables are significant. For the IP index
(IP), the results show that it has a positive and significant relationship with the AC variable.
This suggests that a firm operating in a country with a strong IP adopt aggressive accounting
policies estimates in financial reporting than firms operating in countries with weaker IP
regime. This is contrary to the hypothesis of the study that stronger and stricter IP regime will
lead to the more conservative accounting practice of firms. This finding conflict with Bushman
and Piotroski (2006); Ball et al. (2000); Holthausen (2003); Huijgen and Lubberink (2003);
Ball et al. (2003); and Lubberink and Huijgen (2006) who found that firms in countries with
strong judicial systems reflect bad news in earnings faster than firms in countries with weak
judicial systems after controlling for legal origin. However, this is plausible in the sense that a
strong IP regime strengthens investor and creditors to enforce their right and non-performing
firms are likely to face liquidation or take-over in such an environment. As a result, in the
absence of a detection mechanism, firms will take advantage of the flexibilities in accounting
standards and will aggressively recognise income and expenses in reporting accounting
numbers. In this study, when AudQ was not controlled for, AC was low in SSA countries with

a strong IP regime.

The results further show a positive and significant (p<0.01) relationship between the I[P and
AQ. This result implies that a strong IPs regime reflects in high AQ. The positive relationship
between the IP and accruals quality suggests that firms in countries with a strong IP regime

have high AQ, which is an indication of quality financial reporting.

In addition, in the study, a negative relationship between IP and DAs was predicted. The results
affirmed the prediction by demonstrating a negative and insignificant relationship between IP
index (IP) and DAs. This implies that a strong IP can result in a low level of DA. This result
shows that firms in countries with a strong IP would enjoy a quality financial reporting regime.
In the study, the relationship between the combined firm FRQ and the IP Index was also
examined. The a priori was that a strong IP regime of a country would result in a quality
financial reporting of firms in that country. The results are consistent with the a priori which
shows a positive and significant relationship between IP index and firm quality financial

reporting index. This result infers that a strong IP regime of a country can lead to quality FRQ
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of firms in that country. The import of this result is that firms that operate in countries with a

strong IP regime also have a quality financial reporting system.

The analysis of the results shows that a strong IP result in quality financial reporting. This result
helps to shed light on the relationship between an institutional arrangement of a country and
the financial reporting activities of those countries. This result is conceivable in many ways.
First, investors are not directly involved in the regular management of firms. Therefore,
financial reporting is the mean through which firms discharge accountability to their
shareholders and the various shareholders. Because of this separation of power, countries may
establish a good system to ensure that the financial reporting system of firms is robust and
accurate. In this context, it is logical that firms operating in countries with strong IP would
have quality financial reporting systems. In addition, countries with a stronger IP may have
systems that prevent management from engaging in practices that are not accepted by the
prescribed policies and standards. In addition, there may be harsher punishments for
management who engage in activities that are contrary to the standards, policies and laws. In
this context, they will be forced to practice quality financial reporting. This result is consistent
with the views of authors such as Choi and Pae (2011), Houge et al. (2012) and Persakis and
latridis (2016) Choi et al. (2018) who hold the view that FRQ is higher in countries with strong
IP environment than those with a weaker IP regime. This is because a stronger [P constrains
management to engage in rent-seeking activities where they acquire private control benefits at

the expense of the general benefits of firms.

Concerning the control variables, their relationship with AC, AQ, DA and AFRQ are similar
to those of the previous sections. The robustness tests confirm the validity of the results and
the adequacy of the variables used for the estimation. First, the p-values of the AR2 of all the
models are insignificant (»>0.05) which shows that the results are robust and valid. In addition,
the insignificance of the p-values of the AR2 leads us to reject the null hypothesis, suggesting
that all the models do not suffer from the problem of autocorrelation, emphasising that the
GMM results are robust and reliable. Concerning Hansen's J-test results, all the models had
insignificant p-values. This suggests that the null hypothesis is rejected. This confirms that the
overidentification restrictions on the model are not invalid. The insignificance of the Hansen
test implies that the number of instruments used for the estimation dot does not have any

negative effect on the estimators.
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4.4.9: The interactive effect of IP and AudQ on FRQ in SSA
In this section, the interactive effect of AudQ and IP (IP) on FRQ is investigated. The FRQ

was measured based on four variables, comprising AC, AQ, DAs and aggregate FRQI. The

results are presented according to four models. In Model 1 to 3, respectively, the relationships

between AudQ and the three components of FRQ involving AC, AQ and DA were estimated,

while observing the moderating role of IP. In Model 4, the impacts of AudQ on the aggregate

FRQ of firms in SSA were investigated, while at the same time assessing how I[P moderates

this relationship. The results are provided in Table 4.22. The results in the table comprise the

coefficients, ¢-statistics (in parenthesis) and the level of significance of the coefficients, which

are represented by asterisks.

Table 4.22: Regression Results on the interactive effect of IP and AudQ on FRQ

Model 1 Model 2 Model 3 Model 4
Variables AC AQ DA AFRQ
Constant 615.7922%** 6.17e+11%%** 2903.748* -6.53¢+11
(7.18) (6.13) (1.88) (-6.33)
skkosk
AFRQ.. S
-0.0025137 - - -
AC;. (1.61)
- 0.9641637*** - -
AQier (23.70)
- - -0.000579%*x* -
DA (3.30)
P -.6235007*** 8.59¢+07 .5270648 5.09¢+07
! (-6.07) (0.76) (0.31) (0.44)
AudO: 46.67501%** 1.90e+10%* -799.1968*** 3.12e+10%*
' (4.78) (1.97) (-5.31) (2.51)
A4545419%%* 1.89¢+07 16214 4.54e+07%**
IP*AudQ; (4.45) (0.17) (0.09) (4.39)
EcoSizer 24,5523 ] %% 4.03e+10%** -217.5452% 4.2]e+]10%**
' (-3.28) (4.62) (-1.67) (4.69)
EcoGrow: 0281228 -4.59e+08 4.184079 -7.68e+08
' (0.01) (-0.24) (1.47) (-0.38)
Tax. -25.43797%* 4.38e+10%** 337.7259% 4.87e+10%**
b (-2.37) (3.90) (1.70) 4.11)
ProMgt: -1.799752 -5.55e+09** -58.54867 -4.93e+09%*
' (-0.74) (-2.33) (-1.48) (-2.01)
FOwner, -.2052462 -9.06e+09** -86.22398%** -8.90e+09**
' (-0.06) (-2.51) (-1.46) (-2.40)
ROA, .0976573* 1.56e+08%*** -2.261391%* 1.40e+08%*
' (1.75) (2.71) (-2.40) (2.37)
FirmSize, -92.04305%** 4.49e+]10%** 88.18612% 4.34e+10%**
! (-33.80) (17.64) (1.79) (16.71)
FirmGrows -.0008782%** 509994 3% 6531348% % -491429 8% **
(-8.61) (-5.11) (38.64) (-4.84)
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-.8986386 -1.10e+09 .8268792 -1.02e+09

LagLossi (-0.83) (-1.03) (0.04) (-0.93)
LEV, -.00333 261397.7 -.0187966*** 475600.8
! (-0.49) (0.04) (-0.16) (0.07)
Post-Estimation Test
AR2 0.477 0.5028 0.439 0.632
Hansen J Stats 0.329 0.352 0.206 0.407
Number of Obs. 1198 1198 1198 1198
Number of Int 45 45 45 45
Cross-sections 299 299 299 299

Source: Researchers’ Estimation, 2020
*E*k = p<0.01; ** = p<0.05; * = p<0.1

Table 4.22 above also reports the regression results of the interactive effect of auditor quality (AudQ)
and investor protection (IP) on FRQ. The dependent variables were AC (Accounting Conservatism),
AQ (Accrual Quality), DA and AFRQ;: (Aggregate FRQ Index). The main independent variables were
AudQ (proxied by Big4 dummy) and IP (Investor Protection Index which proxied by the average of
MinlInt, LRI and RegSE. Other independent variables included EcoGrowth, ProMgt, EcoSize (economic
size, which is proxied by GDP), Tax,(Total Tax rate), ROA (profitability proxied by return on assets),
LEYV (financial leverage), FOwner (Foreign Ownership, CFO (cash flow from operation volatility) and
Lagloss (loss before extraordinary items).

In Section 4.3 (Objective 3), the regression results suggest that in the absence of IP, AQ does
not significantly affect the quality of financial reports of SSA firms in all the financial reporting
variables AC, AQ, DA and AFRQ). This, therefore, indicates that the relationship between
AudQ and FRQ may be contextually dependent and that the relevance of big-sized firms in
FRQ may be in the context of a regulatory regime and an IP regime. Therefore, without
controlling for the regulatory regime or IP regime, a big-sized audit firm has no significant

effect on financial reporting in SSA.

Regarding the fourth objective of the study, the results of which are presented in Sections 4.4.4
to 4.4.8 above, mixed results were found using individual IP metrics. However, regressing the
combined IP index against the various elements of FRQ, the result indicates that a strong IP
regime of a country can lead to high-quality FRQ of firms in that country. The import of this
result is that firms that operate in countries with a strong IP regime also have a quality financial

reporting system.

The results in Table 4.22 are consistent with the results in the previous section, which shows a
positive and significant relationship between IP and FRQ. This result shows that an increase in
the IP will increase the FRQ of firms in SSA. This implies that firms that operate in countries
in SSA with high IP regime would have quality financial reporting. It was found that when
AudQ is controlled for IP, it is negatively related to the AC variable and, therefore, suggests

that in the presence of AudQ firms operating in a country with a strict IP regime will adopt
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more conservative accounting policies and estimates than firms operating in a feeble IP

environment.

In this section, the IP variable is further introduced to examine whether the IP regime of a
country in SSA influences (IP*AudQ) the relationship between AudQ and FRQ. AudQ was
measured by the dummy of the Big4 audit firm. The study established a positive and significant
(»<0.05) relationship between AudQ and AQ and aggregate FRQ, which shows that the use of
big-sized audit firm results in quality financial reporting when the IP regime is controlled for.
In addition, the result shows that AudQ has a negative relationship with both AC and DA. This
suggests that in the presence of strong minority shareholder protection, the strong legal right
of investor and high-level regulation of stock exchange (a strong IP regime) the use of quality
auditors (Big4 audit firm) lead to improved AC and reduction DA. This negative relationship
between these variables indicates that a strong audit regime results in quality financial reporting
when IP variables and MgtQ are controlled. The AudQ variable further has a positive and
significant (p<0.05) relationship with AQ and AFRQ. These results demonstrate that in the
presence of a strong IP regime, AudQ would have a positive impact on the quality of financial
reporting of firms. These results are interesting, given that the results presented in Table 4.13
show that the absence of IP, Bigd have an insignificant impact on the quality of financial

reporting.

These results suggest that in a country with strong protection of minority shareholder interest,
LRI and strict RegSE (strong IP Index), the use of AudQ would positively influence the
financial reporting system of firms in that country. However, in the absence of a strong IP
regime, the use of AudQ would have no significant effect on the quality of financial reporting
of firms in the jurisdiction. These results are reasonable because the Big4 audit firm would
enhance FRQ when the IP regime is stronger because of the deep pocket hypothesis and their
susceptibility to litigation. In addition, as the legal regime and enforcement system in a
jurisdiction become stricter and there is a greater likelihood that misreporting is detected and
are punished, Big4 audit firms become more susceptible to litigation because of their wealth

and they are forced to improve reduce audit risk.

These results imply that in the presence of strong IP in a country the use of Big4 audit would
have a significant positive effect on firms' financial reporting behaviour, which is consistent
with the perspective of the Institutional Theory on the effect of coercive isomorphism. This

result affirms the view that FRQ 1is higher in countries with quality auditing and strong IP
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environment than a weak IP regime because strong IP inhibits insiders’ ability to acquire
private control benefits, which reduces their incentives to mask firm performance (Choi & Pae,
2011; Houge et al., 2012; Persakis & Iatridis, 2016). These findings further confirm the
findings of similar studies in developed countries such as that of Persakis and latridis (2016)
who used data from advanced countries from 2005 to 2012 to show that higher AudQ implies
a higher earnings quality in countries with higher IP in all clusters, irrespective of the financial
crisis. In addition, the findings are similar to the findings of Shen and Chih (2005) who
documented that stronger protection of investors and quality audit can reduce banks' incentives

to manage earnings.

These results further suggest that the interaction of strong IP ensured a positive relationship
between AudQ and FRQ. Therefore, in countries with a strong IP regime, AudQ would enhance
FRQ. In addition, the results confirmed the reputational hypothesis of DeAngelo (1981) and
the deep pocket hypothesis of Dye (1993) and Lennox (1999) that quality FRQ will characterise
firms audited by well-known big international auditors who are more susceptible to litigation
because of their greater wealth. Consequently, strong IP interplays with auditor independence
ensure FRQ. Furthermore, the lack of a strict regulatory and enforcement regime makes
auditors susceptible to acquiescing to fraudulent financial reporting behaviour of firms for fear
of dismissal by clients. As a result, audit firms (Big4 or non-Big4) may engage in fraudulent
behaviour. However, as an IP regime becomes stricter and stronger and there is a greater
likelihood that misreporting by management will be detected, big-sized audit firms will be
more exposed to litigation and reputation risks and will not be afraid of arbitrary dismissal.
This result is consistent with the findings of previous studies such as Garcia-Sanchez and
Garcia-Meca (2017), El-helay et al. (2018) and Persakis and Iatridis (2020) who found that [P
leads to FRQ only for firms with Big4 auditors. It is also consistent with studies such as
Newman et al. (2005); Francis and Wang (2008); Van Tendeloo and Vanstraelen (2008) and
Persakis and Iatridis (2016) in which it was found that strong IP interplays with AQ to ensure
enhanced FRQ.

In the study, it was predicted that the IP regime (IPi-1) would strengthen the relationship
between AudQ and FRQ (AFRQ). Therefore, it was expected that the coefficient of IP* AudQ
to be positive and significant. The result is consistent with the a priori, which shows that the
coefficient of IP*AudQ is positive and significant at 1% in model 4. This suggests that IP
significantly influences the relationship between AQ and FRQ. This result implies that a firm

that enjoys quality auditing would benefit from good financial reporting if they operate in
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countries with a strong IP. There are some possible reasons for this result. First, firms that
employ any of the Big4 audit firms would enjoy extra benefits and services such as quality
professional services, state-of-the-art technology and extra management advisory services.
Secondly, the staff of the firms may tap into the experience and expertise of the Big4 audit staff
to improve their internal operations. Another reason is that the Big4 firms may render
additional non-audit services such as internal control systems that will improve the quality of

the financial reporting of the firms.

Concerning the robustness of the results and the adequacy of the variables used for the
estimation, the p-values of the AR2 of all the models are insignificant (p>0.05). The
insignificance of the p-values of the AR2 leads us to reject the null hypothesis. This suggests
that all the models do not suffer from the problem of autocorrelation, emphasising that the
GMM results are robust and reliable. Hansen's J-test results are also insignificant in all the
models. This implies that the null hypothesis was rejected, indicating that the over-
identification restrictions on the model are invalid. This result suggests that the number of

instruments used for the estimation does not have any negative effect on the estimators.

4.5  Summary and conclusion

In this study, how the interplay of IP and AudQ relate with FRQ in SSA was investigated. The
influence of MgtQ on the FRQ of firms in SSA and the influence of IP on MgtQ were also
examined. In this chapter, the results of the study were presented. The results were analysed
and discussed. The analyses and discussions of the results were done based on the five main
objectives. In the first objective, the relationship between MgtQ and FRQ of countries in SSA
was examined. A positive and significant relationship was documented between ProMgt and
FRQI, and a positive and significant relationship between BodEff and FRQI. This implies that
an increase in reliance on ProMgt and BodEff would increase the quality of financial reporting
of SSA firms. Consequently, countries with higher MgtQ will have higher FRQ. This result is
consistent with the Neoclassical Institutional Theory articulated by Meyer and Rowan (1977)
and DiMaggio and Powell (1983) who postulated that organisations are influenced by the

society in which they operate.

In the second objective, the study assessed the impact of IP on MgtQ in SSA. The IP was
measured by three variables, comprising protection of MinInt, the LRI and RegSE. The results
for this objective of the study revealed the following, namely that SSA firms’ reliance on

ProMgt is influenced by their past practice, in other words, how they have relied on ProMgt in
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previous years. Secondly, the results showed that Minlntit has a positive, but insignificant
relationship with ProMgt, which implies that although an increase in the extent to which
countries in SSA protect the interest of minority shareholders increases their reliance on
professional management, the level on-increment may not be substantial. The positive sign
between MinlIntit and LRI, on the one hand, and ProMgtit, on the other, indicates that a country
with a strong system to protect MinInt, while at the same time having higher legal right interests
would rely on ProMgt. The result further indicates that all three variables, comprising MinIntit-
1, LRIi-1 and RegSEit1 have positive and significant relationships with BodEffit. These results
suggest that an increase in MinlIntit, LRIt and RegSEit would result in a positive and significant
(p<0.01) increase in BodEffit of firms in SSA. This implies a positive and significant
relationship between BodEff and the protection of investors regime in SSA. Overall, in this
study, it is suggested that there is high MgtQ in SSA countries with a strong IP regime than
countries with a weak IP regime. Affirming the Agency Theory, this result demonstrates that
the perceived challenges associated with the separation of power would compel countries to
formulate policies and measures to protect the interest of shareholders. This will improve the

quality of management in that country.

In the third objective, the relationship between AudQ and FRQ in SSA was investigated. The
size of audit firms (Big4 and non-Big4) was used to measure AudQ. The FRQ is a firm-specific
variable that was measured based on three variables, comprising AC AQ and DA. The result,
which is a variant with the postulations of Agency Theory showed that AudQ and FRQ had a
positive, but statistically insignificant relationship, suggesting that an improvement in the
quality of auditors of firms in the SSA region does not affect the FRQ of these firms in any

way.

In the fourth and fifth objectives, respectively, the relationship between an IP regime and FRQ
and the moderating role of IP in the interaction between AudQ and FRQ were investigated.
The IP was measured by four variables, comprising protection of MinInt, LRI, RegSE and
investor protection index (IP). The result of this objective of the study shows that an increase
in the IP will increase the FRQ of firms in SSA. This implies that firms that operate in countries
in SSA with high IP regime would have quality financial reporting. The result relating to the
investigation of whether the quality (IP*AudQ) of an audit by firms influences the relationship
between IP and FRQ shows that the coefficient of [P*AudQ is positive and statistically
significant at 1% This AudQ improves the FRQ of firms more in countries with a strong IP

regime than in a country with a weak IP regime.
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Though there is apparent consistency in existing studies on the effect of IP on FRQ, researchers
who have investigated this empirical question, seem to have only highlighted certain key
control variables and left out the professionalism of management which is critical in ensuring
FRQ. Management is primarily responsible for ensuring that corporate overall control
environment and internal control system including financial information system, yield a high-
quality financial report to company's stakeholders. Therefore, the quality of management will,
to a large extent, drive FRQ. As the IP regime become stronger, FRQ will be enhanced if
management is more susceptible to reputational damage. Such exposure to reputational damage
is more grievous for ProMgt than non-ProMgt. This result and explanation support the Agency
Theory because, as an [P regime becomes stronger, FRQ will be enhanced more for countries
that rely more on ProMgt than those that rely less on ProMgt. However, it is important to state
that the application of these theories may be context-specific and may not prevail in a different

context.

In the following chapter, the summary, conclusion and recommendations of the study are

provided.
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CHAPTER FIVE

SUMMARY, CONCLUSIONS AND POLICY RECOMMENDATIONS

5. Introduction

This last chapter presents the summary, conclusions, recommendations and policy
implications. The chapter starts with a summary of the key or major findings, followed by the
study's contributions and the policy implications that the study's findings put forward. Finally,

areas for possible future research are suggested.

5.1 Summary of the study

This study investigated IP, AudQ and FRQ in SSA. This study covers five chapters with
Chapter 1 has dealt with the background of the study, the research problem, the objectives of
the study, the research questions, the significance of the study, the scope of and limitations to

the study, and the organisation of the study.

In Chapter 2, the conceptual literature relating to IP, AudQ, MgtQ and FRQ were reviewed. In
this chapter, the literature on theories that underpin this study was also reviewed. These theories
include agency and institutional theories. Lastly, in Chapter 2, the various empirical literature
related to this study were reviewed on the relationship between MgtQ and FRQ, AudQ and
FRQ, IP and MgtQ, IP and FRQ, and the interactive effect of IP and AudQ on FRQ.

In Chapter 3, the methodology used in this study was highlighted to investigate the various
objectives. In this methodology chapter, the sources of data and estimation techniques used to

estimate the various models used for the investigation of the objectives of this study.

In Chapter 4, the main objectives of the study were investigated. Investigations in this chapter
covered data presentation, analysis and discussion of the results. In Chapter 4, the influence of
MgtQ on the FRQ of firms in SSA was examined in the first section of the chapter. The study
employed a generalised method of moments to investigate this objective. This technique offers
the benefit of providing additional instruments of the level equations, together with the
orthogonal deviations, and enhancing estimation efficiency. It also addresses the potential
problems of endogeneity and heterogeneity usually associated with dynamic panel regression

analysis.
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In Section 2 of Chapter 4, the third objective of this study, which explored the relationship
between IP and MgtQ in SSA, was investigated. [P was measured by three variables,
comprising protection of MinInt, the LRI and RegSE. The model for this objective was again

estimated using the generalised method of moments (GMM) technique.

Furthermore, Section 3 of Chapter 4 also investigated the second objective relating to the
relationship between AudQ and FRQ in SSA. The main independent variable used in this study
was the AudQ variable. In addition, in this chapter, the relationship between AudQ and the
various components of FRQ comprising the AC, AQ and DA were examined. The GMM was

also used to estimate the model relating to the investigation of this objective.

Similarly, Section 4 of Chapter 4 investigated the fourth objective of the study, which examined
the relationship between an IP regime and FRQ in SSA using three indicators of IP. These
indicators included the protection of MinlInt, RegSE and LRI. The study further explored the
impact of these IP indicators on the various components of FRQ of AC, AQ and DA. The
protection of MinInt measured the strength of the protection of interests of minority
shareholders and ranged from 1 to 7, where 1 signified not protected by law and 7 signified
protected by law and actively enforced for country 7 in year . RegSE measured the strength of
regulators to ensure the stability of the financial market and ranged from 1 to 7, where 1
signified the regulators’ ability to ensure that a stable financial market was weak and 7 signified
strong regulators’ ability to ensure stability in the financial market for country i in year ¢ The
LRI also measured the strength of the legal rights of investors and ranged from 1 to 10, where
1 signified that the legal right of an investor was low protected and 10 signified that the legal
rights of an investor were highly protected for country i in year ¢. Similar to the above chapters,

the model for this objective was estimated using the GMM technique.

Lastly, Section 4 of Chapter 4 also investigated the fifth objective of this study. This objective
investigated the moderating role of IP in the interaction between AudQ and FRQ. Again, the

GMM technique was used in estimating the model for this objective.

5.2  Key findings

Based on the summary given in the foregoing for this study, the following important findings
were identified which significantly contribute to expanding the body of knowledge. The review
of the various literature relating to FRQ indicated the different factors that impact the FRQ of

firms in the SSA region. Some of these influencing factors include reliance on ProMgt, quality
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of audit, economic size, economic growth and taxation, among others. However, the major

findings for the various objectives of the study are presented below.

The first objective of the study investigated the influence of MgtQ on the FRQ of firms in the
SSA. To the best of my knowledge, this is the first time an investigation such as this is being
conducted. The main independent variables used to investigate this objective were the reliance
on ProMgt and BodEff. Concerning the reliance on ProMgt, the study predicted a positive
relationship between the reliance on ProMgt and the national level of the FRQI. The result is
consistent with the expectation by demonstrating a positive relationship between ProMgt and
FRQI, suggesting that ProMgt significantly improves FRQ. Regarding BodEff, the study
predicted a positive relationship of it and would be the quality of the FRQI of firms in SSA.
Supporting this prediction of the study, the results showed a positive and significant
relationship between BodEff and FRQI. This implies that countries with a high level of BodEff
have a high level of FRQ, indicating that an increase in BodEff will increase the quality of

financial reporting of SSA firms.

Regarding the second objective on the relationship between IP and MgtQ in SSA, IP was
measured by three variables, comprising protection of Minlnt, the LRI and RegSE. The MgtQ
was measured by two metrics, which are reliance on ProMgt and BodEff. To the best of our
knowledge, this is the first study investigating the relationship between IP and MgtQ in SSA.
The results for this objective of the study revealed the following, namely that the reliance of
SSA countries on ProMgt is influenced by their past practice, in other words, how they have
relied on ProMgt in previous years. Secondly, the results showed that MinlIntit has a positive,
but insignificant relationship with ProMgt. This suggests that although an increase in the extent
to which countries in SSA protect the interest of minority shareholders and increases their
reliance on professional management, the level of increment may not be substantial. Thirdly,
the result of the study demonstrated that LRIit has a positive and significant relationship with
ProMgt. This result implies that an increase in the LRI will translate into a significant increment
in a country's reliance on ProMgt. Fourthly, the result also showed that there is a positive, but
insignificant relationship between RegSE and reliance on ProMgt. This result implied that a
firm that is listed on a stock exchange that is heavily regulated will seek the services of ProMgt.
The overall results indicated that SSA countries with a stronger IP regime will have a higher

level of reliance on ProMgt than countries with a weak IP regime.
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The results of the impact of IP on the BodEff of firms in SSA showed that the lagged BodEff
has a positive and significant relationship with BodEff, indicating that the previous level of
efficiency of the board of the firms in SSA significantly explains the current level of efficiency
of the board in SSA. The results showed a positive significant relationship between the
protection of minority interest and BodEff; a positive significant relationship between the LRI
and BodEff and a negative significant relationship between RegSE and BodEff. This implies
that countries with either a high level of protection of minority interest or a high-level LRI will
have a more efficient board than countries where either of these variables is weak. However,
countries with strong regulation of the stock exchange have less BodEff. The overall result
indicated a positive significant relationship between the IP regime and BodEff. Therefore, an
increase in Minlntir and LRIit will result in a positive and significant increase in BodEffit of
firms in SSA. This implied that in SSA countries with a stronger IP regime, BodEff is higher
than in countries with a weaker IP regime. However, strict RegSE in SSA will lead to less

BodEft.

The third objective investigated the relationship between AudQ and FRQ in SSA. The main
independent variable used in this study was the AudQ variable measured as the Big4 audit firm
versus a non-big audit firm. In addition, in this chapter, the relationship between AudQ and the
various components of FRQ comprising the AC, AQ and DA were examined. Other factors
influencing the FRQ of SSA firms such as the firms’ ethical behaviour, tax levels, their growth,
ROA:s, financial leverage, ProMgt, firm size (proxied by total assets), GDP and GDP growth

rate of countries in SSA were also investigated.

To the best of the knowledge, this is the first time an investigation of this nature has been
conducted where AudQ is investigated to determine if it influences the FRQ of firms from an
SSA perspective. It is also the first time where an investigation has been conducted to establish

the impact AudQ has on FRQ and its components such as AC, the AQ and DA of SSA firms.

The study predicted a positive relationship between AudQ and the FRQ of firms in SSA.
Contrary to this prediction, the results showed that AudQ and FRQ have a positive, but
statistically insignificant relationship. AudQ also showed a positive relation with AQ, AC and
DA, but was statistically insignificant. These results suggested that the AudQ used by firms in
SSA do not significantly affect the FRQ, AC, AQ and DA of these firms. This result suggested
that improvement in the AudQ of firms in the SSA region does not affect the FRQ of these

firms in any way. This indicates that the non-Big4 auditing firms in SSA may also be good and
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that their level or standard of work is not significantly different from those of the Big4 firms.
This suggests that the Bigd may be overhyped, hence they do not significantly contribute to the
quality of financial reporting in SSA firms. These findings contradict a similar study by
Kamolsakulchai (2015) who found a positive and statistically significant relationship between

AudQ and FRQ significantly.

The fourth objective examined the relationship between an IP regime and FRQ in SSA using
three key indicators of IP. These indicators include the protection of the shareholders’ Minlnt,
RegSE and LRI. The study further explored the impact of these IP indicators on the various
components of the FRQ of AC, AQ and DA. To the best of the knowledge, this is the first study
investigating whether IP variables such as the protection of the MinInt, RegSE and the LRI
influence the FRQ of SSA firms and, therefore, significantly contribute to enlarging the sparse
empirical studies in this area of study. The results for this objective showed that the IP variables
such as the protection of MinInt and RegSE have a negative and statistically significant
relationship with the FRQ of firms of SSA. This means that as the level of the protection of
MinInt in SSA firms increases, the FRQ of SSA firms reduces. The results also mean that as
RegSE declines, firms in SSA can improve on their FRQ. Furthermore, the results showed that
the LRI of SSA countries is also negative, but statistically insignificant, which implies that
changes in the LRIit of countries in SSA do not have an impact on the FRQ of SSA firms.
Moreover, the study revealed the results of the impact of the IP indicators stated above on the
components of the FRQ of AC, AQ and DA. The results of the study showed that as the
protection of the minority interest in firms from SSA improves, it helps these firms enhance
their AC practices, all other things being equal. The study again showed that as the strength of
the stock exchange, which ensures the stability of the financial market, declines, firms from
the SSA can improve on their AC practices, although not in a very effective way. The study
further indicated that as the LRIitof countries in SSA improves, firms in these countries are not

able to put measures in place to achieve corresponding improvements in their AC practices.

For the AQ component of FRQ, the study suggested that the protection of MinInt, RegSE and
the LRI have no impact on AQ levels of SSA firms, all other things being equal. Concerning
DA, the study found that the protection of the MinInt and the LRI also did not influence the
DA levels of SSA firms, however, as RegSE improves, earnings management reduces and,

therefore, firms are forced to ensure quality earning numbers in SSA.
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Regarding the AFRQ of a firm, it is suggested that any of the IP variables (protection
shareholder MinlInt, the LRI and RegSE) on their own cannot improve the FRQIFRQ of firms
in the absence of a mechanism to detect financial statement manipulation by a manager.
Protection of the MinInt was negative but statistically significant at a 1% relationship with the
AFRQ of a firm. RegSEitin SSA countries has a significant negative relationship with FRQ
and the LRI has a negative and statistically insignificant relationship with the AFRQFRQ.
These results, nevertheless, further showed that the combined IP Index has a significant

positive impact on all FRQ indicators, except AC.

Regarding the control variables, the study again revealed that factors such as firm ownership,
tax level, firm growth, firm size, ROA, CFO and LEV have a significant influence on the FRQ
of firms from SSA. In particular, it was found that the tax levels of the firms, LEV, ROA, the
firms’ sizes and firm growth have a positive effect on the FRQ of firms from SSA. However,

firm ownership and CFO have a negative association with the FRQ of SSA firms.

The fifth objective investigated how the interaction between IP and AudQ affects the FRQ
when MgtQ is controlled for. The description and measurement of [P and its selected variables,
AudQ and MgtQ for this objective of the study are the same as provided in the previous
sections. To the best of the knowledge, this is the first study to investigate how the interaction

between IP and AudQ affect the FRQ when MgtQ is controlled for.

The result of this objective of the study showed that an increase in IP will increase the FRQ of
firms in SSA. This implies that firms that operate in countries in SSA with a high IP regime
will have quality financial reporting. It was also found that AudQ has a positive impact on all
FRQ indicators when IP variables are controlled. This suggested that in an SSA country with
a strong IP regime, the use of AudQ will lead to improved FRQ than in a feeble IP regime. In
the absence of a strong IP environment in a country, the use of AudQ has no significant effect

on the FRQ of a firm.

The result relating to the investigation of whether an IP regime of a country influences the
relationship between AudQ (IP*AudQ) and FRQ showed that the coefficient of IP*AudQ is
positive and statistically significant at 1% This suggested that IP significantly influences the
relationship between AudQ and FRQ. This result implies that a firm that enjoys quality auditing

will benefit from sound financial reporting if they operate in countries with a strong IP.
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Lastly, in terms of methodology, in the study, the dynamic panel two-step difference GMM
estimation technique was employed to investigate the various objectives of the study. Even
though this method may have been used previously in the literature in different economic
regions with different technological, economic and legal environments, in this study, for the
first time, it has been used in new ways to investigate IP, AudQ and FRQ in sub-Saharan Africa

(SSA). To the best of my knowledge, this is the first study that has studied this phenomenon.

5.3 Conclusion

Based on the results of the analysis of the various objectives investigated in this study, the
following conclusions were drawn. First, ProMgt significantly improves FRQ. This means that
a country that heavily relies on the services of ProMgt will have quality financial reporting.
Secondly, an increase in BodEff will increase the quality of financial reporting of SSA firms
as boards of directors supervise the management of firms. Therefore, if these boards are

efficient, they will also hire efficient management who will prepare quality financial reports.

Thirdly, SSA firms’ reliance on ProMgt is influenced by their past practice, in other words,
how they have relied on ProMgt in previous years. It is also concluded that Minlntit has a
positive relationship with ProMgt. Furthermore, the study concludes that LRIi has a positive
and significant relationship with ProMgt. Lastly, there is a positive, but insignificant
relationship between RegSE and ProMgt. It can further be concluded that an increase in
Minlntit, LRIt and RegSEit will result in a positive and significant increase in BodEffi: of firms
in SSA, implying that in SSA countries with a stronger IP regime, BodEff is higher than in

countries with a weaker IP regime.

Fourthly, improvement in the quality of auditors of firms in SSA does not affect the FRQ of
these firms in any way. This indicates that the non-Big4 auditing firms in SSA may also be
good and that their level or standard of work is not significantly different from those of the

Big4 firms.

Fifthly, it can be concluded that improvement in the protection of the MinInt in SSA firms
adversely affects the FRQ of SSA firms, while the decline in RegSE in SSA countries
positively impacts the FRQ of firms from SSA. The study, however, concludes that
improvement in the LRI of countries in SSA has no impact on the FRQ of firms from SSA.
However, a combined IP Index has a significant positive impact on all FRQ indicators, except

the AC variable.
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Lastly, firms that operate in countries in SSA with a high IP regime will have quality financial
reporting. In addition, the study concludes that an IP regime significantly influences the

relationship between AudQ and FRQ.

5.4 Recommendations

First, although the effect of the FRQ on SSA firms was not thoroughly explored in this study,
under international accounting practices, managers of SSA firms still have to pay closer
attention to the issue of the impact or effect of the FRQ of SSA firms. This is because the
assessment of the real impact of the FRQ of SSA firms may unveil to these firms how the
quality of their financial reports may enhance the firms' performances. Therefore, managers
should be able to predict the possible influence that the quality of financial reporting will have
on their future investment decisions since it can make prospective investors guard them against

investing in poorly managed firms.

Secondly, managers of SSA firms should also focus on growing other areas of their businesses,
including improving their sizes (which is proxied by their total assets), increasing their
profitability (which is proxied by ROAs), growing the firms, expanding the sizes of SSA
economies as these variables have a positive impact on the FRQ of firms in SSA, all other
things equal. Indeed, the results of this study indicated that they have a significant influence on

the ability of firms to enhance their financial reporting standards.

Thirdly, the findings of this study suggested that the quality of auditors of SSA firms does not
affect the FRQ of these firms in any way. This suggests that the non-Big4 auditing firms in
SSA may also be good and possibly that their level or standard of work is not significantly
different from those of the Big4 firms. Nonetheless, it is still important for non-Big4 auditing
firms in SSA to improve their financial reporting practices to the levels of the Big4 auditing
firms as they continue to serve as the benchmark for internationally accepted accounting

standards in many respects.

Another important recommendation this study proffers is that if SSA firms are contemplating
improving the quality of their FRQ, they should take into account that corporate governance
effectively improves the earning quality and value of the firm. As a result, these corporate
governance measures such as management structure, ownership structure, information

disclosure and shareholders' rights could have an impact on the FRQ of SSA firms.
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Lastly, it is recommended that listed firms should strive to maintain higher reporting disclosure
quality of their annual reports and accounts. This, therefore, places an additional responsibility
on firms’ management to ensure that their financial reporting systems, including the overall
control environment, operate according to acceptable international standards. This will result

in the high quality of financial reports provided to the firms' stakeholders.

5.5  Policy Implications

The findings of this study had several policy implications, which includes the following:

1.5.1  First, the study documented a positive and significant relationship between reliance
on ProMgt and BodEff and FRQI. This implies that firms can increase their FRQ if
they engage the services of ProMgt and an efficient board of directors. Therefore, the
governments and regulatory bodies in SSA must introduce corporate governance
systems that will require a certain level of experience and qualification from
management and boards of directors.

1.5.2  The results further showed that IP and FRQ have a positive and statistically significant
relationship, suggesting that an improvement in the quality of IP affects the FRQ of
these firms in any way. This result implies that the financial reporting regime of firms
in SSA can improve if these countries have a strong IP regime. Therefore, there is the
need for the various governments in SSA to promulgate laws and regulations to protect
the interest of investors, which will result in a quality financial reporting regime.

1.5.3  The study established a positive and significant relationship between AudQ and FRQ,
which showed quality audit results in quality financial reporting. These results imply
that the presence of a Big4 audit firm in a country with strong IP will have a significant
effect on firms’ financial reporting behaviour. The firms must, therefore, endeavour
to engage the Big4 audit firms who will provide professional advice to improve the
quality of financial reporting of firms. This is key because investors are influenced by

the relevance and reliability of accounting information.

5.6 Limitations to the study

Similar to all research works, this study had its fair share of impediments. The main challenges
which served as constraints were the issues of data limitation for firms from the SSA countries.
Data collected were largely firm-level and country-level data from firms’ published annual

financial statements and the World Bank's data sources. Even though without a doubt, financial
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statements are globally recognised sources of research data, they are limited by different sets
of assumptions concerning their preparation, and accordingly across SSA countries with their
attendant impacts on some of the variables that were used. The study again had other
challenges, for instance, not all the firms from SSA were listed on their respective stock
exchanges. Hence, only listed firms from the selected countries were included in the study.
Furthermore, firms that were initially selected had issues of missing data as far as the period
the study covered was concerned and, therefore, had to be removed from the study’s final
sample. Additionally, because of the availability of data and its management, financial and time
challenges, some of the countries from SSA were not included in the study. This means that
the generalisation of the research findings to the entire SSA will not be possible. As a result, a
thoughtful approach was used to reduce the generalisation of the results to other countries that

were not selected for this study.

Lastly, it was challenging to identify firms that specialise in one line of business as most of the
firms on the various stock exchanges were largely diversified and conglomerates in nature.
Therefore, sectoral analysis was compromised to some extent. Sectoral analysis demands that

firms strictly fit in one sector.

5.7 Areas for further research effects

Based on exposures gathered in this study, the following areas have been identified and are
suggested for further studies. First, future researchers may consider researching FRQ using
interviews and quantitative data where the scholars could support a quantitative method to shed

more light on the quantitative results.

Secondly, this study was based on a relatively small sample, which does not include firms in
the financial sector in SSA. Future research, using larger samples of firms from all sectors from

countries in SSA may provide additional insights into the validity of the findings.

Thirdly, this study was based on AudQ and IP indices FRQ. Future studies could examine
several other institutional and governance factors that may affect the AudQ and FRQ of SSA

firms.

Fourthly, a country-specific analysis could not be conducted because of data constraints.
Therefore, research studies relating to the FRQ of individual SSA countries will be insightful

to be undertaken when data become available for more firms from individual SSA countries.
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Lastly, it is strongly believed that the findings of a research study on FRQ and the outsourcing
of accounting tasks by firms from SSA will be insightful and contribute meaningfully to the

body of knowledge
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