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ABSTRACT

In Kenya, the banking sector is heavily
regulated to safeguard investor trust, given the
critical economic function of banks.
However, research indicates that even healthy
organizations operating financially secure
have experienced problems related to their
financial  strategies.  Several = banking
institutions in Kenya have experienced
failures over time, largely attributed to
financial embezzlement linked to substandard
financial reporting. This issue has been
exacerbated by the persistent challenges
facing the emerging economy. Consequently,
publicly listed companies must incur
substantial agency costs to mitigate
information asymmetry and counteract the
self-serving behaviors of managers. As a
result, banking sector regulators have been
very active in the introduction of regulatory
policies to enhance the public’s confidence.
For instance, the Capital Market Authority in
Kenya replaced the earlier guidelines of
corporate governance that had been
established in the year 2002 with the 2015
Code, thus targeting to align and comply with
the best practices across the globe owing to
dynamic business environments. The study
purposed to assess the effect of corporate
governance on quality of financial reporting
of commercial banks quoted at Nairobi
Security Exchange. The specific research’s

INTRODUCTION

main goal was to demonstrate how board
independence affected quality of financial
reporting among of commercial banks quoted
at Nairobi Security Exchange. The study was
based on Agency theory and Positive
Accounting theory. Positivist research
philosophy and explanatory research design
was adopted, obtaining secondary panel data
targeting all the eleven listed commercial
banks for the period 2017 to 2021. The study
utilized the panel regression model for
analysis. The target population encompassed
all the eleven listed commercial banks at NSE
under investigation from 2017 to 2021.
Census was applicable as the sampling
design. The analysed data was presented
using tables, graphs and charts. Corporate
governance practises showed adverse
relationship with quality of financial reporting
among listed commercial banks on Nairobi
Securities Exchange. The regression analysis
results revealed board independence had a
negative and significant influence (Bl=-
0.0242, p=0.0158). Consequently, the study
suggests enhancement of board independence
to improve the effectiveness of independent
board members in strategic decisions made by
listed commercial banks at Nairobi Securities
Exchange during reporting process.
Keywords: Board Independence, Board
Expertise, External Audit Tenure, Board
Gender Diversity, Financial Reporting, Bank
Size and Corporate Governance.

The formulation of valuable and well-informed investment decisions by investors hinges upon their
reliance on diligently prepared financial reports. To achieve this, it requires financial reports be
presented in a format that is both comprehensible and capable of being verified, ensuring
transparency and reliability. (IASB, 2015). The reporting process is employed by varied
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organizations to monitor business performance and deliver valuable information to stakeholders
such as shareholders, creditors and regulators. Furthermore, it is vital in identifying potential
profitability of the company, thereby aiding in strategic decision-making and assessing the overall
financial health of the organization (IFRS, 2018).

Kabwe (2023) assert, to improve quality of reporting, boards must embrace a robust governance
framework by adopting the IFRS. The objective of this framework is to safeguard the integrity of
financial reporting process and prevent its compromise (Akeju & Babatunde, 2017). The incidents
of notable scandals involving Enron and WorldCom in recent years instigated fears regarding the
independence and ethical conduct of the accounting profession in delivering quality financial
reports (Jamhuri et al., 2022). In the context of agency relationships, the assessment provided by
auditors and financial analysts appears as crucial, yet studies show nearly half of financial reports
provided by firms fail to meet the required quality standards (PWC, 2018).

Instances of financial misrepresentation are not uncommon in Africa, and in Uganda for example a
notable case is the financial reports of Crane Bank believed to be unsuitable in 2016, where the
value of non-performing loans compared to the actual figures were significantly understated (Bank
of Uganda, 2017). Likewise, in Nigeria, the directors of First Bank of Nigeria Plc were dismissed
from their positions due to allegations of involvement in improper earnings management in 2021.
This practice posed a substantial risk to the bank’s overall value proposition. (Adegboyega, 2021).
In South Africa, Thulare (2019) observed that African Bank and VBS Bank went in liquidation in
2014 and 2018 respectively due to mismanagement and improper accounting, particularly around
unsecured lending. Likewise, according to a study by Ozili (2021), African banks audited by the
Big-4 firms (PricewaterhouseCoopers, Ernest & Young, Klynveld Peat Marwick Goerdeler, and
Deloitte) employ income smoothing strategies during financial crises. This practice reflects their
inclination to prioritize survival over the pursuit of high-quality earnings in such challenging
economic conditions. Additionally, the study suggests that income smoothing not only serve as an
additional incentive for African banks but also aids in mitigating its impact on their balance sheets.

In Kenya, according to CMA (2018) report, about 44 percent of the country’s listed companies
failed to meet the corporate governance Code of 2015 compliance (Juma, 2019). The flop of
companies like Kenya Airways, Uchumi Supermarkets, and Mumias Sugar was primarily ascribed
to the misrepresentation of financial statements (Irungu, 2016). In 2015, Dubai Bank was placed
under administration and later closed, while Chase Bank was placed in the hands of a receiver in
2016. These two banks were affected by financial misrepresentation (CBK, 2017).

In response to this financial impropriety, regulatory authorities have mitigated conflicts of interest
and ensured auditors independence through procedures that guarantee disclosures. These actions
have been undertaken to protect the interests of investors and foster enhanced confidence in capital
markets (CMA, 2018). Notably, the decision to repeal and replace the corporate governance
guidelines of 2002 with corporate governance Code of 2015 was primarily motivated by the
evolving business landscape and the aspiration to align with global best practices. The objective
was to enhance and fortify the institutional framework for companies listed in Kenya (CMA, 2015).
These decisions narrowed to address company mismanagement, rectifying any deficiencies in
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governance mechanisms and effectively managing risks to prevent the abuse of power (CMA,
2015).

Statement of the Problem

Investors both present and prospective rely on annual reports to make rational financial investment
decisions (Aifuwa & Embale, 2019). The concept of QFR requires financial reports to disclose
detailed information relating to financial performance of the firms with respect to their accuracy
and reliability (Uwuigbe et al., 2018). However, concerns regarding quality of financial reporting
have been voiced by regulators, investors, market participants and academicians in the aftermath of
scandals leading to failures of big corporates like Enron, WorldCom and Afribank in Nigeria
(Jamhuri et al., 2022).

Generally, banking meltdown emerge from lack of high monetary transparency and poor corporate
governance due to instruction of unethical accounting policies that favour the management. As a
consequent, stakeholders incur losses, besides, the negative impact it has to a nation’s economy
(Kangea, Nasieku & Muturi, 2022). Thus, the importance of QFR cannot be underscored for public
listed commercial banks as separation of control and quality of financial reporting fall within the
agency framework (Jamhuri et al., 2022).

In Kenya, commercial banks account for 71 percent of the banking sector and play a significant role
in effective allocation of recourses in the capital markets (Odundo, 2018). Thus, the dissolution of
Chase Bank, admonishing its management for misrepresentation of financial statements and its
auditors for oversight failure in 2016 as well as reprimand against NBK senior management former
members of the board for fiscal year 2015 misrepresentation in 2018 were part of challenges of
corporate governance guidelines of 2002.

These two incidents illustrate the concerns that led to CMA to implement the corporate governance
Code of 2015, operationalised in 2016. Simiyu, Nasimiyu and Toroitich (2020) posit that
commercial banks in Kenya use deceptive accounting in meeting management rather than
organizational objectives. Regrettably, the escalating financial information misrepresentation
practices continues to attract unsuspecting investors (Kamau, Namusonge & Bichanga, 2016). This
phenomenon is exacerbated by the prevalence of principal-agent conflicts commonly observed in
numerous listed companies (Gathaiya, 2017).

There are varied outcomes on prior empirical investigation examining corporate governance and
QFR. Studies on influence of boards’ independence, gender diversity, expertise and external audit
tenure revealed mixed results in relation to QFR (Akeju & Babatunde, 2017; Mukhlasin, 2018;
Kalabake ef al., 2019; Garcia-Blandon, Argiles-Bosch & Revenda, 2020; Alsaadi et al., 2021; and
Omar et al., 2022). These preceding studies were conducted in developed or countries other than
Kenya. However, available literature shows local studies focused more on how board gender
diversity influenced QFR for firms listed or non-financial firms quoted on NSE (Jamhuri ef al.,
2022; Singoei et al., 2021 and Kangea et al., 2022).
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Previous research investigated certain specified elements of corporate governance or were
conducted in different sectors and regulatory environment compared to Kenya hence a contextual
gap. This study was motivated by limited empirical evidence on effect of corporate governance
Code of 2015 on QFR. Consequently, the study aimed at filling the gap by examining the effect of
corporate governance Code of 2015 on QFR of commercial banks listed in Kenya to determine the
overall impact.

Objective of the Study
To find out the effect of corporate governance practices on quality of financial reporting of
commercial banks listed at NSE, Kenya.

Specific Objective
To determine the effect of board independence on quality of financial reporting of commercial
banks listed at NSE, Kenya.

THEORETICAL REVIEW

Agency theory

Jensen and Meckling are the proponents of agency theory in 1976 which was conceptualized as the
dynamic interaction between principals (shareholders) and agents (corporate management). They
posit that principal and agent’s conflicts arise due to divergent interests (Kangea et al., 2022).
Within this theoretical framework, emphasis is placed on establishing mechanisms that mitigate
principal-agents conflicts thereby optimizing organizational function. Despite the concept’s
emphasis on wealth maximization, shareholders interest may be overridden by management
opportunism as witnessed in various organizations (Omware et al., 2020).

In Kenya, statutory regulations mandate that listed companies operate in a manner that prioritizes
the welfare and interests of their shareholders. Thus, agency theory bears considerable relevance in
the context of this investigation on effect of corporate governance and QFR among listed
commercial banks in Kenya. It provides a better explanation on the link between corporate
governance and QFR (Kangea ef al, 2022). Agency theory is crucial as it offers a structured
framework to explain how corporate governance impacts the reliability and accuracy of financial
reports.

An effective board serves a central role in organizational governance by providing that decisions
align with the expectations of stakeholders (Kabwe, 2023). One way is the establishment of a proper
governance structure that encourages transparency of operations and reporting process. This allows
for the important monitoring and the oversight role played by independent directors on corporates
boards. It prevents any conflicts between management and the shareholders through agency costs
(Kabwe, 2023). The theory provides insights of agency framework related to QFR and how it can
be improved.

Consequently, in order to improve financial reporting quality, corporates have to incur agency costs
in terms of fees paid to directors and auditors which should be proportionate to both managers and
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organizations interests (Kabwe, 2023). According to agency theory, larger corporations necessitate
a greater number of directors and consequently incur higher agency costs to prevent any
misrepresentation of information by the board through thorough and effective oversight. At its core,
agency theory scrutinizes corporate disclosures with the objective of fostering an environment
where managers are incentivized to disclose unfavourable information voluntarily (Tarus et al.,
2015).

Positive accounting theory

Ross Watts and Jerold Zimmerman proposed the Positive Accounting Theory (PAT) in 1978. The
primary objective of PAT is to explain and forecast the selection of accounting principles by
companies and the underlying rationales driving such choices (Watts & Zimmerman, 1978). They
extensively examined the multitude of factors that influence the disposition of management towards
accounting standards.

Kangea et al. (2022) opine PAT policies are rooted in three primary hypotheses: the bonus plan
hypothesis, the debt covenant theory, and the political cost hypothesis. These theories suggest that
directors select strategies aimed at maximizing current earnings. PAT, inherently innovative and
supported by the aforementioned policies, serves as a pivotal measure for assessing the quality of
financial reporting (Wiratama & Asri, 2020).

Kabwe (2023) asserts that the presence of accounting expertise among board members can mitigate
instances of accounting irregularities and abnormal accruals. This is attributed to the valuable
contribution of their accounting proficiency towards enhancing the QFR. In the context of this
investigation on effect of corporate governance and QFR among listed commercial banks in Kenya,
PAT is relevant based on the professional input of members of board with financial, auditing or
accounting experience.

Given management’s discretion in selecting accounting standards for annual report preparation,
establishing robust checks and balances is essential to prevent choices from being influenced by
malicious intent or potential opportunistic behaviour (Silva et al., 2019). Since companies operate
under agency framework, the selfish behaviour is spawn by information asymmetry (Tarus et al.,
2015). Nevertheless, managers may exhibit motivation driven by the imperative to enhance the
value of their respective companies, they may however concurrently embrace less conservative
accounting methodologies in order to derive personal benefits (Tarus ef al., 2015).

Wiratama and Asri (2020) explain that PAT is more concerned with empirical research that relates
to choosing accounting methods that leads to profit maximization. Managers may be motivated to
adopt accounting methods that minimize their company’s earnings due to the potential impact of
tax, political or regulatory systems. Such manifestation can be further explained by the observation
that larger corporations are inherently more susceptible to the obligation of political costs when
compared to their smaller counterparts.

Besides, PAT looks at value of the company through the efficiency perspective (Osho & Oyorinde,
2018). The management may tend to make accounting choice before an initial public offering, filing
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for a bankruptcy, or during a financial distress. Consequently, it becomes imperative for
management to carefully embrace appropriate accounting standards throughout the reporting
process, to enhance quality reporting (Silva et al., 2019).

Empirical literature Review

Board independence and quality of financial reporting

Almagtari, Al-Homaidi and Ahmad (2018) researched the effect of corporate governance on FRQ
in India. They sampled 30 listed firms on the Bombay Stock Exchange between 2012 and 2016.
Four models, the Collins and Kothari (1989), Dechow and Dichev (2002), Jones (1991) and the
McNichols (2002) were used to assess FRQ. The study used multiple regression to analyse audit
committee effectiveness (diligence, independence, size) board effectiveness (independence, size,
diligence) and audit quality. The outcome revealed an insignificant negative connection between
board independence and FRQ. Despite research being carried out on publicly traded companies, It
did not scrutinize the moderating effect of log of total assets on the relationship between
effectiveness (independence) and FRQ. This study also distinguishes itself by focusing exclusively
on listed commercial banks in Kenya.

Alsaadi, et al., (2021) studied the impact of corporate governance on QFR of 18 firms quoted on
Saudi Stock Exchange between 2012 to 2017. The purpose was to examine how board
independence, ownership structure, audit committee size and audit committee independence impact
the QFR for listed financial firms. The research employed the Jones model (Dechow et al., 1995)
with discretionary accruals as proxy for QFR. They concluded board independence significantly
impact the QFR. This study was based in Saudi Arabia, unlike the contemporary study which was
based on listed Kenyan commercial banks.

Ogbeide et al., (2021) researched the association between independence of board and FRQ of
Nigerian commercial banks. Secondary data for nine commercial banks listed in Nigeria between
2009 to 2018 was sampled using judgemental technique. The study employed descriptive and
retrospective research designs. The independent variables considered board independence, board
size, female board members and audit committee size. Data analysis utilized descriptive statistics
and PLS regression. The outcome exhibited a significant adverse link between independence of
board and FRQ. The present study employed panel regression utilizing an explanatory research
design to evaluate how board independence effects the QFR of listed commercial banks in Kenya.

Figure 1: Conceptual Framework

INDEPENDENT VARIABLE DEPENDENT VARIABLE
Board Independence Quality of Financial
e Number of non-executive directors Reporting
in the board e Log value of Accruals Quality

Source: Researcher (2024)
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Research Design

The research was based on positivist perception that promote objectivity to ensure unbiased
investigation of outcomes thus enabling the development of robust scientific knowledge. According
to Saunders, Lewis and Thornbill (2016), this entails employing elements like research design,
research strategy, data collection techniques and the analytical methodologies. The tenets of
positivism endorse the utilization of logical and rational methodologies in the pursuit of research
activities. The primary aim of a research undertaking entails the identifying research problem,
description of research objectives, formulating suitable hypotheses then adoption of a fitting
methodology. Positivism strives to construct conceptual and theoretical frameworks later tested by
actual studies. Thus, positivism is appropriate for this study, as it aims to explain and predict
occurrences and behaviours through a theoretical framework, result testing, and policy proposals
for quality reporting.

Research Philosophy

The research used an explanatory research design employed in investigations that clarify how and
why particular phenomenon occur and predict future occurrences when information is limited
(Saunders et al., 2016). The inquiry endeavoured to assess the correlation between mechanisms of
corporate governance implementation and QFR among quoted commercial banks in Kenya. This
research design rightly aligned with this topic.

Target Population

The population of the study encompassed all the eleven listed commercial banks at NSE. Annual
reports of the firms under investigation from 2017 to 2021 served as unit of analysis while the
accounting information used as unit of observation. The annual reports spanning from 2017 to 2021
of the firms under study constituted the unit of analysis, with accounting data serving as the unit of
observation.

Sampling Design

There are eleven commercial banks listed in Kenya. This number was relatively small and
manageable to consider all firms in line with (Mugenda and Mugenda, 2012). Consequently, a
census methodology was utilized to include all eleven listed commercial banks on the NSE, thereby
increasing the reliability and validity of the research.

Data Collection Instruments

The research applied secondary data extracted from the financial reports of the firms selected
throughout the period from 2017 to 2021 as detailed in Appendices I and II. Secondary data, chosen
for its practical advantages, offers a cost-effective and time-efficient compared to employing
questionnaires, which require engagement with multiple individuals and procedural complexities.

Empirical Model

The empirical framework was formulated based on the panel regression model advocated by
McNichols (2002). The direct effect model was consistent with particular objectives and research
hypotheses of the investigation

OFR; = LotBiBLirt €032
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Where:
QOFR = Log of the value ACCR;
BI = Board Independence
t = Time Scope
i = Firm
Po— pi1 = Coefficients
£ = Error term

Data Analysis and presentation

Panel data, sourced from eleven listed commercial banks on NSE, was used in the investigation,
spanning the timeframe from 2017 to 2021. In conducting descriptive and inferential analyses, the
study employed EViews alongside panel regression analysis. Descriptive statistics facilitated the
derivation of key metrics such as mean, standard deviation, percentages and temporal trends. The
null hypothesis was evaluated utilizing the p-value method at 0.05 (5%) critical value within the
framework of regression analysis, tailored to address the distinct objectives outlined in the research.
Inferential statistics were important in measuring data parameters and establishing the causal
relationship between the research variables (Wooldridge, 2010).

RESEARCH FINDINGS AND DISCUSSIONS

Descriptive Statistics
Table 1: Board Independence Descriptive Statistics

N Min Max Mean Std.Dev CV
Board Independence 55 0.3333 0.9091 0.6269  0.178830  29%
Financial Reporting Quality 55 -0.0197 0.0301 0.0049  0.010237 206%

Source: Field Study (2024)
The table showed the descriptive statistics of study. Board independence had mean value of 0.6269,

with 0.3333 as the minimum, and 0.9091 as the maximum, and a standard deviation of 0.17883.
From the finding, 63 percent of directors in the boardroom of listed commercial banks in Kenya
were independent (NEDs). However, Jamhuri et al., (2022) found that only 58.00% of the board
were non-executive directors. Akeju and Babatunde (2017) opine that higher levels of independence
results to higher quality of finance reporting. However, a coefficient of variation of 29.00%
connotes some banks had more NEDs on their boards than others.

From the results, accruals quality which proxies QFR had a mean of 0.0049 with -0.0197 as
minimum and 0.0301 as maximum, respectively. A low standard deviation of 0.010237 indicates
higher levels of QFR for commercial banks listed in Kenya during the specified time frame.
However, a high coefficient of variation of 206.00% as indicated by standard deviation showed a
high dispersion in level of QFR.

Regression Analysis
Panel regression analysis was computed to derive the relationship between the variables.
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Model Summary
Table 4: Panel Regression Analysis Results

Variable Coefficient Std. Error t — Statistics Prob
C 1.3907 0.9321 1.4920 0.1420
Board Independence -0.0242 0.0097 -2.4985 0.0158
Weighted Statistics
R-squared 0.1119 Mean dependent var 0.2804
Adjusted R-squared 0.0409 S.D. dependent var 0.8843

Source: Field Study (2024)
The outcome from Table 4 shows evidence that board independence has a notable negative effect

with QFR of commercial banks listed in Kenya (coefficient = -0.0242 and p = 0.0158<0.05). This
means board independence was a significant factor influencing changes in QFR for commercial
banks listed in Kenya. This result suggests that an increase in board independence leads to -0.0242
unit reduction in QFR of listed commercial banks under study period.

The Adjusted R? measures the ratio of the change in the quality of accruals in Kenya because of
changes in board independence explains 11.19 percent of the changes in QFR. The remaining 88.81
percent is attributed to aspects not considered in the model.

In accordance with Table 4 outcome, the subsequent regression model was therefore as follows: ¥r
=1.3907 - 0.0242BI + &

This study investigated influence of board independence on the QFR of the banks under study. From
the study, the results of £;=-0.0242, p=0.0158 was found. Thus, independence of board had a
significant negative effect on QFR. Given that the p-value < 0.05, the null hypothesis was rejected
inferring that a unit increase in independence of board reduces the log likelihood of QFR by -0.0242
unit indicating NEDs may be passive and lack independence in their oversight role to enforce QFR.
Thus, they are under control of management and merely fulfil regulatory requirement (Kabwe,
2023). Consequently, the analysis found that board independence was a particularly significant
predictor variable.

The study outcome verifies the findings of Almagqtari, et al. (2018) that studied the impact of
mechanisms corporate governance on FRQ in India. They sampled on 30 listed companies on the
Bombay Stock Exchange between 2012 to 2016. The study employed four models the Jones (1991)
model, the Dechow and Dichev (2002) model, the McNichols (2002) model and the Collins and
Kothari (1989) models as FRQ proxies. Data was analysed using multiple regression analyse and
based on the outcome. The results indicated board independence negatively but insignificantly
influence FRQ.

Equally, Ogbeide et al, (2021) researched the connection between corporate governance
mechanisms and FRQ of Nigerian commercial banks between 2009 to 2018. The study used
descriptive and ex-post facto research designs and judgemental sampling technique where nine
commercial banks were sampled. Panel least square regression and descriptive statistics were used
to analyse the secondary data. The results showed a significantly adverse relationship between
independence of board and FRQ.

However, the outcome of the investigation contrasted with Akeju and Babatunde (2017) research
that examined linkage between corporate governance and FRQ for forty firms listed for the period
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2006 - 2015 in Nigeria. Three models were applied in the research to analyse the data. The results
showed a significantly positive and relationship between board independence and financial
reporting quality for Nigerian listed companies.

Further, Alsaadi ef al. (2021) investigated consequence of corporate governance and QFR among
listed companies in Saudi Arabia. They analyzed financial statements of 18 Saudi Stock Exchange
listed companies between 2012 and 2017. They employed Jones model (Dechow ef al., 1995) and
using discretionary accruals as proxy to assess the quality of the reports. The outcome showed
quality of financial reports is significantly and positively affected by the independence of the board.
Generally, increase in independence of the board increases monitoring and oversight role of the
board hence high QFR. The research outcome revealed a significant negative correlation between
board independence and FRQ. As an implication, though there is a greater presence of NEDs on
boards, there oversight is ineffective to guarantee high FRQ. The deduction suggests some boards
may have members primarily fulfiling the regulatory requirements rather than engaging as
independent overseers of financial reporting quality (Kabwe, 2023).

CONCLUSION AND RECOMMENDATIONS

Conclusion

The investigation deduced that independence of board as of corporate governance mechanism had
a negative influence on QFR for listed commercial banks in Kenya. With respect to the first specific
objective, it was concluded that board independence was a major predictor of QFR for commercial
banks listed in Kenya. Thus, board independence directly affects the QFR.

Recommendations

Thus, this study suggests that board independence must be enhanced to improve the QFR of listed
commercial banks in Kenya. This will allow the directors of board of the banks to constructively
contribute to strategic decisions like the accounting policies to be adopted during reporting.
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