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Non-Profit-Oriented sector where community based organizations are drawn from is a major
agent of economic growth and employment. In the year 2013, the sector accounted for 5 % of the
country's GDP and it is one of the country's leading sectors by size and employment. Despite
their immense contribution to Kenya's GDP, community based organizations continue to face
numerous challenges in financial reporting. Earlier studies have attributed the concerns to
government policy and later to accountant's laxity with little success. No Studies have focused
on the corporate governance mechanisms of these organizations as a possible root cause to the
concerns they face in financial reporting. However, there is no comprehensive information about
how management board size as an element of corporate governance mechanism affects quality of
financial reporting in CBO's given that studies have only focused on corporate governance
practices. Further there is no information about board audit independence affect financial
reporting at Kano plains family helper project. Moreover, past studies on the effect of board
monitoring and quality of financial reporting have been conducted on other industries other than
community based organization like Kano plains family helper project and have given
contradictory results thereby failing to advance theory development. The inconsistency has not
been settled to date. This implies that the results of any new investigation into this relationship
could yield unsatisfactory results unless attempt is made in the approach to uncover the reason
for the mixed outcomes posted earlier. The general objective of the study was to determine the
effect of corporate governance mechanisms on quality of financial reporting at Kano plains
family helper project. The specific objectives of the study were to determine the effect of board
size on quality of financial reporting, establish the effect of board audit independence on
financial reporting and to determine the effect of board monitoring on quality of financial
reporting on quality of financial repoting. The study adopted a correlational survey design. The
target population was 112 respondents drawn from the Kano plains FHP.A sample size of 85
respondents were selected though systematic sampling. A pilot study was carried on 10
respondents to validate the research instrument. Primary data for the study was obtained through
structured questionnaires while secondary data obtained through document review. The
reliability of the instruments was achieved through the use Cronbach's alpha coefficient. The
adjusted R2 for corporate governance mechanisms was 0.672 meaning that board size, Board
audit independence and board monitoring and ownership structure account for 67.2% variance in
quality of financial reporting at Kano plains FHP.The study recommends that members of the
board who are in the audit committee should be more independent so as to avoid interference in
financial reporting.
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CHAPTER ONE

INTRODUCTION
This chapter examines the background to the study problem, statement of the problem, objectives

of the study, research questions, the significance of the study, the scope of the study, limitations

of the study and the conceptual framework adopted for the study.

1.1 Background of the Study
Corporate governance is an important concept, which has attracted a fairly good deal of public

interest because of its great importance for the financial and economic health of corporations,

and society in general. (Nwokoma, 2005). The World Bank report (2002) defines corporate

governance as "the organization and rules that affect expectations about the exercise of control of

resources in a firm. According to Egwuonwa (1997), "Corporate governance refers to the control

of corporate policy through the power legally vested in a group or groups of people to chart a

course of action to be followed by the organization in areas of fundamental importance to its

survival, prosperity and proper functioning. It encompasses the mode of structure , the power

that determines the rights and responsibilities of the various groups involved in running the

organization, the legitimacy expectation of the business, the method of operating and the overall

accountability of management and of the directors."

Ramon (2001) asserted that an effective corporate governance system should be able to identify

which are its strategic stakeholders, to whom its system of financial reporting should address its

flow of information about the ccrporate activities. Nwosu (2007), states that, the code of

Corporate Governance is primarily aimed at ensuring that managers and investors of companies

carry out their duties within a framework of accountability and transparency. This should ensure

that the interests of all stakeholders are recognized and protected as much as possible. Lemo

(2004) states, that the idea of corporate governance was quickly adopted in different parts of the

world but with some major variations because circumstances vary from country to country.,

Solomon and Solomon, 2004, argued that a variety of corporate governance frameworks were

developed, however , two main approaches of corporate governance can be identified, with

distinctions arising from the different legal systems at work in different countries. According to

them, in those countries, the role of corporate governance was to balance the interests of a

1



but also on improving its internal and external financial reporting systems. Indeed, as observed

by Hughes (2003), it is corporate governance, through organizational capacity, not accountability

that challenges most community based organizations. Telling an organization that it should

publish financial reports is one thing, and having the organization produce timely and acceptable

reports is another. The organization may not have the required technology or staff to produce the

reports (Edward and Hulme, 1998).

Non-Profit oriented sector where community based organizations are drawn from is a major

agent of economic growth and employment. In Kenya, the sector accounts for 5 % of the

country's GDP and it is one of the country's leading sectors by size and employment. Given its

dependence on external funding, the sector has tremendous effect on Kenya's balance of

payment, especially during emergencies (Kenya National Bureau of Statistics, 2013). In addition,

they offer life-supporting programs to the needy in the society. For example, at the end of 2008,

Global Fund-supported programs offered by CBOs were estimated to have averted more than 3.5

.million deaths by providing AIDS treatment to 2.3 million people, anti-tuberculosis treatment to

5.4 million people and by distributing 88 million insecticide-treated bed nets for the prevention

of malaria worldwide. The Global Fund has so far approved funding in 140 countries worth US$

15 billion (www.theglobalfund.org), with benefits demonstrated in various countries (Armstrong

et al., 2001).

Before the formal registration of CBOs, community members usually start informal groupings

with common agenda, most are mainly women groupings with a name "Merry go round". The

main agenda in these groups is some activities on economic empowerment. Members contribute

periodic funds which are then distributed to members. As the group matures the contribution is

converted into some economic activities (Kenya CCM, ,2007). The recent evolution of

community Organizations, especially in developing countries, has strengthen the view that these

"bottom-up "organizations are more effective addressing local needs than larger charitable

organizations. The history of Community Based Organization (CBOs) lies way back during the

American Civil War, whereby charity groups were designed to offer assistance to those who

were displaced, disabled, or impoverished by war. It was during the period between 1980s and

1990s when CBOs expanded to a point that they were being referred to as a movement (Fisher,
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2002).The main difficulty that emerged during this period was the shifting of power from local

communities to regions, nations, and international corporations. The process of globalization

raised issues about the efficacy of local organizations in addressing problems caused by large-

scale financial forces, thus the foundation of national and international organizations (Speer and

Perkins, 2002).

In Kenya, CBOs began as self-help groups in years of 1960s when the first president of Kenya,

began to encourage grassroots growth through coming together in the spirit of what was referred

to as Harambee. This spirit was based on the understanding that one could not be able to carry

out plans or actions by himlherself but would require a certain contribution from the other

members of the society. Harambee spirit kept most of the self-help groups growing (KeNAAM

Strategic Plan, 2006). It is estimated that there are around 40,000 CBOs in Kenya. Most of these

organizations are membership based organizations that offer services to their members as much

as they give back to the society. They are often non-profit organizations which are based locally

within the communities and they playa critical role in creating a ground for individuals to share

their problems and resources (Dave, 1991).The main sources of finance for these organizations

are contributions from the members of the organization, society and donors.

Both regional and local studies on corporate governance have concentrated more on the

relationship between corporate governance and performance of organizations (Kilonzi, 2011,

Miring'u and Muoria, 2011, Ondieki, et al., 2011 and Matama, 2008). Matama (2008) in Uganda

investigated corporate governance and financial performance of commercial banks in Uganda.

The findings indicated that Corporate Governance predicts 34.5 % of the variance in the general

financial performance of Commercial banks in Uganda using survey design. However, the study

did not address corporate governance challenges in the non-profit-oriented sector where

community based organizations are drawn from.

According to Cheng and Courtenay (2006) there is no finding which stated that board size

influenced the voluntary disclosure whereas Said, Zainuddin, and Haron, (2009) found weak

relationship between board size and the extent of financial disclosure. According to Lipton and

Lorsh, (1992); Eisenberg et al., (1998); and Raheja, (2003), small boards will ease agency
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conflict between managers and shareholders. These contradicting results attest to the fact that the

effect of board size on financial reporting need to be investigated further to shed light on this

relationshi p.

Empirical studies in board audit independence include the works of Abdelsalam & Street (2007)

who investigated the significance of several corporate governance and firm-specific

characteristics on potential determinants of the timeliness of corporate internet reporting for UK.

companies listed on the London stock exchange. The study found out that there exist a

significant relationship between timely corporate internet reporting and the corporate governance

characteristics such as board experience and board independence and that board independence is

negatively associated with the timeliness of internet reporting. Another study by Hashim and

Rahman (201 0) that examined the association between corporate governance mechanisms and

audit report lag among 288 companies listed at Bursa Malaysia for a period ranging from 2007-

2009. This study found that there was no significant relationship between board diligence, board

independence and board expertise and audit report lag. The contradicting results of these studies

which were done in developed countries make it difficult to predict the effect that board audit

independence have on financial reporting especially in the Kenyan context.This is unknown for

the case of Kano plains family helper project in Kisumu county, kenya.

Armstrong et al. 2010 postulated that financial reports with credible, timely, and relevant

information are important means of communication with other parties, such as independent

directors.They further clarify that high quality financial reports can enhance the monitoring

performance of the board of directors. In fact, even though the board of directors typically has

access to internal reports, the demand for public information and corporate transparency is still

great. This is mainly because public disclosures and financial information are subject to various

rules and enforcement, and they are also monitored by auditors (Bushman et al., 2004).

Conversely, another body of research in this area focuses on how corporate governance affects

the quality of financial reporting and disclosure ( Ernstberger and Gruning, 2013; Kim et 01.,

2014;Wang, 2006). This literature shows that governance structures in firms play an important

role in enhancing the transparency and quality of financial reporting. In particular, the board of

directors plays a key role in monitoring management and overseeing the financial reporting

5

SENO UNIVERSITY
l
'

S.G. S. LIBRARY



process. In this respect, extant research shows that the board monitoring curbs inappropriate

'earnings management' and limits the abilities of managers to distort and manipulate financial

statements (Kim et al., 2014; Klein, 2002; Peasnell et a!., 2005; Srinidhi et al., 2011; Xie et 0/"

2003).The theories above have never been proved by an accompanying empirical study to

establish and document the effect of board monitoring on financial reporting.This still remains

unclearand need further empirical investigation.

1.2 Statement of the problem
on-Profit- oriented sector where community based organizations are drawn from is a major

agent of economic growth and employment. In Kenya, the sector accounts for 5 % of the

country's GDP and it one of the country's leading sectors by size and employment. Given its

dependence on external funding, the sector has tremendous effect on Kenya's balance of

payment, especially during emergencies. Despite their immense contribution to Kenya's GDP,

community based organizations continue to face numerous challenges in financial reporting.

Earlier studies have attributed the concerns to government policy and later to accountant's laxity

with little success. No Studies have focused on the corporate governance mechanisms of these

organizations as a possible root cause to the concerns they face in financial reporting. However.

there is no comprehensive information about how management board size as an element of

corporate governance mechanism affects quality of financial reporting in CBO's given that

studies have only focused on corporate governance practices. Further there is no information

about board audit independence affect financial reporting at Kano plains family helper project.

Moreover, past studies on the effect of board monitoring and quality of financial reporting have

been conducted on other industries other than community based organization like Kano plains

family helper project and have given contradictory results thereby failing to advance theory

development. The inconsistency has not been settled to date. This implies that the results of any

new investigation into this relationship could yield unsatisfactory results unless attempt is made

in the approach to uncover the reason for the mixed outcomes posted earlier.
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1.3 Objectives of the study

The main objective of this study was to examine the relationship between corporate governance

mechanisms and quality of financial reporting in Kano Plains Family Helper Project, Ahero

Division, Kisumu County.

Specifically, the study sought to:

(i) Determine the effect of Board size on quality of financial reporting at Kano Plains Family

Helper Project, Ahero Division.

(ii) Establish the effect of board audit independence on financial reporting at Kano Plains

Family Helper Project, Ahero Division.

(iii) Determine the effect of board monitoring on quality of financial reporting at Kano Plains

Family Helper Project, Ahero Division.

1.4 Research hypotheses

The research was guided by the following research propositions:

(i) Board monitoring affects quality of financial reporting at Kano Plains Family Helper

project, Ahero Division.

(ii) Board audit Independence positively affects financial reporting at Kano plains, family

helper project.

(iii) Board size does not affect the quality of financial reporting at Kano Plains family helper

project, Ahero Division.

1.5 Scope of study

This study was limited to corporate governance challenges and financial reporting quality of

Kano Plains Family Helper Project as reflected in the conceptual framework in. The study area

was Ahero Division, Kisumu County, Kenya. Kano Plains Family Helper Project is located in

Ahero Division, Nyando District, Kisumu County.

1.6 Significance of the study

The study was conducted in the context of CBOs in a developing country, Kenya. The

motivation of the study was due to recent evolution of community based organizations,
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especially in developing countries, which has strengthened the view that these "bottom- up"

organizations are more effective in addressing local needs such as economic security, health and

nutrition and H.IV and AIDs than larger charitable organizations (USAID, 2009). This study

contributes to the literature in four ways: first the study will provide new empirical evidence on

the effect of corporate governance challenges on the quality of financial reporting of Community

Based Organizations in Ahero Division, Kisumu County. Secondly, the study will generate

useful information to donors and other stakeholders on why CBOs fail to comply with donor

requirements. This can help donors to identify what kind of interventions in terms of technical

support they should provide before funding them so as to ensure acceptable quality of financial

reporting and accountability. Thirdly, the findings will also help CBOs in improving their

compliance to donor requirements and thus improve their capability to attract more funding and

ensure their organizational sustainability.Lastly, the study findings will form basis for further

research on CBOs corporate governance challenges and quality of financial reporting

relationship.
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.7 Conceptual Frame Work

~--

Independent Variable

Dependent variable
Corporate governance

Mechanisms

/

Quality of Financial
Reporting• Board monitoring

• Board size Reliability

• Audit independence

• Ownership Concentration
Understandability

Legislation
Accounting policies
Reporting standards

Relevance

Intervening variable

Figure 1: Relationship between Corporate Governance and Quality of Financial Reporting

Source: Self-Conceptualization, 2014

The conceptual model depicts a representation of the relationships between the corporate

governance mechanisms and quality of financial reporting. Corporate governance mechanisms

consists of the elements, Board monitoring, Board size, Audit Independence and Ownership

concentration. These independent variable elements are thought to have some effect on the

quality of financial reporting measured through their being reliable, understandable and relevant

to the users. Government legislations, accounting policies and the set reporting standards act as

intervening variables in this relationship.
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CHAPTER TWO

LITERA TURE REVIEW
chapter looks at a review of issues and factors that have been explored and studied in the

on corporate governance and financial reporting and examine the existing

.1 Theories of the Study
\
-MASENOUN\vER~\

S.G. S. L1BRAR -~-
-.1.1 Agency Theory

uch of the research into corporate governance derives from agency theory. Since the early

ork of Berle and Means (1932), corporate governance has focused upon the separation of

ownership and pedals which results in principal-agent problems arising from the dispersed

ownership in the modern corporation. They regarded corporate governance as a mechanism

where a board of directors is a crucial monitoring device to minimize the problems brought about

by the principal-agent relationship. In this context, agents are the managers, principals are the

owners and the boards of directors act as the monitoring mechanism (Mallin, 2004). Moreover,

literature on corporate governance attributes two factors to agency theory. The first factor is that

corporations are reduced to two participants, managers and shareholders whose interests are

assumed to be both clear and consistent. A second notion is that humans are self-interested and

disinclined to sacrifice their personal interests for the interests of the others (Daily, Dalton &

Cannella, 2003).

The firm is not an individual but a legal fiction, where conflicting objectives of individuals are

brought into equilibrium within a framework of contractual relationships. These contractual

relationships are not only with employees, but with suppliers, customers and creditors (Jensen &

Meckling, 1976). The intention of these contracts is that all the parties acting in their self-interest

are motivated to maximize the value of the organization, reducing the agency costs and adopting

accounting methods that most efficiently reflect their own performance (Deegan, 2004).

The agency role of the directors refers to the governance function of the board of directors in

serving the shareholders by ratifying the decisions made by the managers and monitoring the

implementation of those decisions. This role has been examined in a large body of literature
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(Fama & Jensen, 1983; Baysinger & Butler, 1985; Lorsch& MacIver, 1989; Baysinger &

Hoskisson, 1990; Daily & Dalton, 1994). Much of this research has examined board composition

due to the importance of the monitoring and governance function of the board (Pearce & Zahra.

1992; Barnhart, Man & Rosenstein, 1994; Daily & Dalton, 1994; Gales & Kesner, 1994; Bhagat

& Black, 1998; Kiel & Nicholson, 2003;), because according to the perspective of agency theory

the primary responsibility of the board of directors is towards the shareholders to ensure

maximization of shareholder value. The focus of agency theory of the principal and agent

relationship (for example shareholders and corporate managers) has created uncertainty due to

various information asymmetries (Deegan, 2004). The separation of ownership from

management can lead to managers of firms taking action that may not maximize shareholder

wealth, due to their firm specific knowledge and expertise, which would benefit them and not the

owners; hence a monitoring mechanism is designed to protect the shareholder interest (Jensen &

Meckling, 1976). This emphasizes the role of accounting in reducing the agency cost in an

organization, effectively through written contracts tied to the accounting systems as a crucial

component of corporate governance structures, because if a manager is rewarded for their

performance such as accounting profits, they will attempt to increase profits which will lead to

an increase in bonus or remuneration through the selection of a particular accounting method that

will increase profits.

Arising from the agency problem is how to induce the agent to act in the best Interests of the

principal. This results in agency costs, for example monitoring costs and disciplining the agent to

prevent abuse (Shleifer & Vishny, 1997). Jensen and Meckling (1976) define agency costs as the

sum of monitoring expenditure by the principal to limit the aberrant activities of the agent:

bonding expenditure by the agent which will guarantee that certain actions of the agent will not

harm the principal or to ensure the principal is compensated if such actions occur; and the

residual loss which is the dollar equivalent to the reduction of welfare as a result of the

divergence between the agents decisions and those decisions that would maximize the welfare of

the principal. However, the agency problem depends on the ownership characteristics of each

country. In countries where ownership structures are dispersed, if the investors disagree with the

management or are disappointed with the performance of the company, they use the exit options,

which will be signaled through reduction in share prices. Whereas countries with concentrated
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ownership structures and large dominant shareholders, tend to control the managers and

expropriate minority shareholders in order to gain private control benefits (Spanos, 2005).

The agency model assumes that individuals have access to complete information and investors

possess significant knowledge of whether or not governance activities conform to their

preferences and the board has knowledge of investors' preferences (Smallman, 2004). Therefore

according to the view of the agency theorists, an efficient market is considered a solution to

mitigate the agency problem, which includes an efficient market for corporate control,

management labour and corporate information (Clarke, 2004). According to Johanson and

Ostergen (2010). Various governance mechanisms have been discussed by agency theorists in

relation to protecting the shareholder interests, minimizing agency costs and ensure alignment of

the agent-principal relationship. Among the mechanisms that have received substantial attention,

and are within the scope of this study, are the governance structures (Davis, Schoorman &

Donaldson, 1997).

2.1.2 Stakeholders Theory

The theory is on the basis that organizations should be responsible to stakeholders in society

other than just an organisation's owners (Cornforth, 2002). There can be no truly sustainable

development progress without an ethically critical consideration of stakeholders. It is precisely

through stakeholder theory's challenging dilemmas such as "who is the customer, the beneficiary

or the donor?" that one gains a platform for broader considerations (Renz, 2007).

Stakeholders are "any group or individual that can affect or is affected by the achievement of a

corporation's purpose" (Freeman 1984, p.229). Donaldson and Preston (1995) defined

stakeholders as identifiable groups or persons who have legitimate interest in an organization and

these interests have intrinsic value. The theory is interested in how managerial decision making

affect all the stakeholders and no one interest should be able to dominate the others (Donaldson

and Preston, 1995). Stakeholder theory like the resource dependency theory, also proposed for

the representation of the various interest groups on the organization's board in order to ensure

consensus building and to avoid conflicts. The board therefore serves as arbitration over the

conflicting interests of the stakeholders and brings about cohesion needed for the achievement of

the organizational objectives (Donaldson and Preston, 1995).
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roponents of stakeholder theory thus argue for representation of all stakeholder groups on

oards for effective corporate governance. The stakeholder theory also emphasizes the role of

non-market mechanism, such as the need to determine an optimal board size, the need to design a

committee structure that allows for the setting up of specialized committees. Such a structure

would allow, for example, the setting up of productivity-oriented committees and monitoring-

oriented ones (John and Senbet, 1998).

There is recognition of the issue of multiplicity of stakeholders under the stakeholder theory.

John and Senbet (1998) argue that certain actions of management might have conflicting effects

on various classes of stakeholders. This implies that managers have a multiplicity of objective

functions to optimize. Jensen (1993) sees this as an important weakness of the stakeholder theory

because it violates the proposition that a single-valued objective is a prerequisite for purposeful

or rational behavior by any organization. He suggests a refinement of the stakeholder theory -

the enlightened stakeholder theory. The modified form of the stakeholder theory proposes one

objective that managers should pursue: the maximization of long-run value of the firm. If the

interest of any major stakeholder were not protected, the long-run value maximization would not

be achieved.

In spite of the good intentions of the theory, it has been criticized for putting too much burden on

managers by making them accountable to many stakeholders without specific guidelines for

solving problems resulting from conflicting interests. This situation has given managers the

discretionary powers to decide on whose interest to serve (Jensen, 2001). He suggested that

managers should pursue objectives that would lead to increasing the long-term value of the firm

since this would not be attained by ignoring the interest of some of the stakeholders. Jensen

(2001) also criticized the theory for adopting a single-valued objective of maximizing wealth of

its stakeholders. 'According to him, the performance of an organization is not only measured by

returns to the stakeholders but equally important is the management of information in the

organization with particular reference to vertical communication, inter-personal relationships in

the organization and the working environment. He refined the theory to "enlighten stakehold~r

theory" to take care of the shortcomings. With this, the company should take into consideration

the interests and influences of people who are either affected or may be affected by company's

policies and operations (Frederick et al., 1992). As a result of the complex nature of the
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takeholder relationship and the need for the better management of the various stakeholders.

onaldson and Preston (1995) have conceded that stakeholder theory cannot be a single theory

ut categorized them into three different approaches of descriptive, instrumental and normative.

There are two main theories of stakeholder governance: the abuse of executive power model and

the stakeholder model. Current Anglo-American corporate governance arrangements vest

excessive power in the hands of management who may abuse it to serve their own interest at the

expense of shareholders and society as a whole (Hutton, 1995). Supporters of such a view argue

that the current institutional restraints on managerial behavior, such as non-executive directors,

the audit process, the threat of takeover, are simply inadequate to prevent managers abusing

corporate power. Shareholders protected by liquid asset markets are uninterested in all but the

most substantial of abuses. Incentive mechanisms, such as share options, are means through

which managers can legitimize their abnormal overpayment (viewed by some as a symptom of

the breakdown of governance (Keasey et al., 1997). The abuse of executive power is particularly

embedded in the problem of executive overpay since executive remuneration has risen far faster

than average earnings and there is at best a very weak link between compensation and

management performance (Conyonet al., 1995; Gregg et al., 1993). The only restraint on

executive pay seems to be the modesty of executives themselves, and the creation of so-called

independent remuneration committees by large companies is not effective. What is worse is that

it legitimizes self-serving managerial behaviors. The independence is generally a sham, not for

restraining excess of pay, but for justifying it (Kay and Silberston, 1995). The supporters of this

model do not believe that the main lines of corporate governance reform, such as non-executive

directors, shareholder involvement in major decisions and fuller information about corporate

affairs, are suitable monitoring mechanisms (Kay and Silberston, 1995). Instead, they propose

statutory changes in corporate governance, under which hostile takeovers are not possible to

effect, since ownership of shares no longer brings the right to 'appoint executive management.

The basic objective of corporate governance in this guise is "managerial freedom with

accountability", to allow executive management the power to develop the longer term business,

while holding them rigorously responsible to all stakeholders involved in the business.
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Perhapsthe most fundamental challenge to the orthodoxy is the stakeholder model, with its

centralproposition is that a wider objective function of the firm is more equitable and more

ociallyefficient than one confined to shareholder wealth (Keasey el al., 1997). The well-being

of other groups such as employees, suppliers, customers and managers, who have a long-term

a ociationwith the firm and therefore a "stake" in its long-term success, is recognized. The goal

of corporate governance is to maximize the wealth creation of the corporation as a whole.

pecifically,a stakeholder is defined as "any group or individual who can affect or is affected by

the achievement of the firm's objectives" (Freeman, 1984) and this is "meant to generalize the

notionof stockholder as the only group to whom management need to be responsive" (Freeman,

1984). These definition were formulated form the base that modern corporation is affected by a

largeset of interest groups, including at a minimum shareholders, lenders, customers, employees,

suppliersand management, which are often referred to as the primary stakeholders, who are vital

to the survival and success of the corporation. From this perspective, corporate governance

debates often proceed with a fixation on the relationship between corporate managers and

shareholders, which presupposes that there is only one right answer. In fact, shareholders are

difficult and reluctant to exercise all the responsibilities of ownership in publicly held

corporations, whereas other stakeholders, especially employees, may often too easily exercise

their rights and responsibilities associated as owners. This is a compelling case for granting

employees some form of ownership. Communities are interested in SACCO society's

governance as key stakeholders as they derive benefit from being employees, suppliers,

customers of quality products and beneficiaries of corporate social responsibility policies of

SACCOs. Employees would like to get assurance that they are working in a SACCO that will

sustain itself thus securing their employment. Suppliers want to be sure of payment after delivery

of goods and services. Customers are looking for affordable goods and services (Agumba, 2008).

MASENOUNIVER.SITY 1\

S.G. S. LIBRARY ._
According to Mayer (1997), corporate governance \s concerned with ways of bringing the

2.2 The Concept of Corporate Governance

interestsof (investors and managers) into line and ensuring that firms are run for the benefit of

investors.Corporate governance is concerned with the relationship between the internal

governance mechanisms of corporations and society'S conception of the scope of corporate

accountability Deakin and Hughes, (1997). Keasey et al. (1997) has also defined it to include the
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tructures, processes, cultures and systems that engender the successful operation of the

organizations. Corporate governance is also seen as the whole set of measures taken within the

social entity that is an enterprise to favour the economic agents to take part in the productive

process, in order to generate some organizational surplus, and to set up a fair distribution

betweenthe partners, taking into consideration what they have brought to the organization Maati,

(1999), The Cadbury Committee (Cad bury, 1992) defines corporate governance as the system by

whichcompanies are directed and controlled.

The World Bank report (2002) defines corporate governance as "the organization and rules that

affect expectations about the exercise of control of resources in a firm. Ramon' (2001) analyzed

that an effective corporate governance system should be able to identify which are its strategic

stakeholders, to whom its system of financial reporting should address its flow of information

about the corporate activities. Nwokoma (2005) argues that corporate governance practices are

not uniform across nations. In fact, Sanusi (2003) acknowledges the lack of a single model of

corporate governance practice that is applicable to all organizations even within one country,

Therefore, every country adopts a unique set of corporate governance procedures that are based

on factors such as the country's legal and financial system, corporate ownership structures.

culture and economic circumstances (Lemo (2004), Davies and Schlitzer (2008).

Financial reporting quality is a major concern for all current and potential investors. According

to Biddle et al. (2009) financial reporting quality is defined as the precision with which financial

reporting conveys information about the firm's operations, in particular its expected cash flows

that inform equity investors. Their definition is consistent with the Financial Accounting

Standards Board Statement of Financial Accounting Concepts No. 1 (1978), which states that

one objective of financial reporting is to inform present and potential investors in making

rational investment decisions and in assessing the expected firm cash flows.

Corporate governance systems may be therefore thought of as mechanisms for establishing the

nature of ownership and control of organizations within an economy. In this context, corporate

governance mechanisms aloe economic and legal institutions that can be altered through the

political process - sometimes for the better (Shleifer and Vishny, 1997). Company law, along
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with other forms of regulation (including stock exchange listing rules and accounting standards),

both shape and is shaped by prevailing systems of corporate governance. The impact of

regulation on corporate governance occurs through its effect on the way in which companies are

owned, the form in which they are controlled and the process by which changes in ownership

and control take place (Jenkinson and Mayer, 1992). Ownership is established by company law,

which defines property rights and income streams of those with interests in or against the

business enterprise (Deakin and Slinger, 1997). The definition of "ownership" is problematic in

this context (Njoya, 1999). At the bottom, differences in conceptions of ownership lead to

differences in forms of control and, therefore, differences in the formulation and implementation

of corporate strategy (Deakin and Hughes, 1997).

The main corporate governance themes that are currently receiving attention are adequately

separating management from the board to ensure that the board is directing and supervising

management, including separating the chairperson and chief executive roles; ensuring that the

board has an effective mix of independent and non-independent directors; and establishing the

independence of the auditor and therefore the integrity of financial reporting, including

establishing an audit committee of the board. In designing a corporate governance system, it is

important to include all the stakeholders. It should involve the company and all interested parties.

The system of governance could thus help or hinder internal corporate ventures. It is in the best

interests of owners to resort to control mechanisms that move the operations of the firm to full

efficiency by aligning the interest of managers and all stakeholders. The stakeholder theory

argues about the importance of a firm paying special attention to the various stakeholder groups

in addition to the traditional attention given to investors (Freeman, 1984; Gibson, 2000). These

various groups of stakeholders which include customers, suppliers, employees, the local

community and shareholders are deemed to also have a stake in the business of a firm.

To explain primary impediments of good governance, the International Swaps and Derivatives

Association (ISDA) (2002) reminds us that modern economic theory has established an approach

to the construct of corporate governance through the separation of two main functions in firms.

which are: principals, the owners of the companies who hold claims over the net income of the

company's business no matter it is positive or negative, who then appoint; and agents, who
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executeduties and responsibilities in the companies on behalf of the principals. Good Corporate

Governance aims at increasing profitability and efficiency of ~)fganizations and their enhanced

ability to create wealth for shareholders, increased employment opportunities with better terms

forworkers and benefits to stakeholders.

The transparency, accountability and probity of organizations make them acceptable as caring,

responsible, honest and legitimate wealth creating organs of society. The enhanced legitimacy,

responsibility and responsiveness of business enterprises within the economy and improved

relationships with their various stakeholders comprising shareholders, managers, employees,

customers, suppliers, host communities, providers of finance and the environment enhance their

market standing, image and reputation. Good corporate governance is necessary in order to

attract investors both local and foreign and assure them that their investment will be secure and

efficiently managed and in a transparent and accountable process, create competitive and
I

efficient companies and business enterprises, enhance the accountability and performance of

those entrusted to manage corporations and promote efficient and effective use of limited

resources (Ledgerwoods, 198]). Without efficient companies or business enterprises the country

will not create wealth or employment. Without investment, companies will stagnate and collapse.

If businesses enterprises do not prosper there will no economic growth, no employment, no

taxes, paid and invariably the country will not develop. The country needs well-governed and

managed business enterprise that can attract investment, create jobs and wealth and remain

viable, sustainable and competitive in the global market place. Good corporate governance

therefore becomes a prerequisite for national economic development (Ledgerwoods, 1981).

Given the existing problem inherent in the corporate firm, financial performance will be function

of the qualityof the corporate governance structures of the company (McKinsey and Co. 2005).

In an efficient capital market, investors will discount the price they are willing to pay for a

company' s shares by the expected level of managerial agency costs. It is therefore assumed that

for a company to prosper it will choose a corporate governance that is efficient in minimizing

agency costs. It has also been argued that in the end it is a country's political framework which

determines the quality of its corporate governance practices (Roe, 2003). An important theme of

corporate governance deals with issues of accountability and fiduciary duty, essentially
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advocating the implementation of guidelines and mechanisms to ensure good behavior and

protectshareholders (Otero, 1998). Another key focus is the economic efficiency view, through

whichthe corporate governance system should aim to optimize economic results, with a strong

emphasison shareholders welfare. There are yet other sides to the corporate governance subject,

suchas the stake holders view, which calls for more attention and accountability to players other

thanthe shareholders (the employees or the environment) (Singh, 2005). Recently there has been

considerable interest in the corporate governance practices of modern corporations, particularly

since the high-profile collapses of large U.S. firms such as Enron Corporation and Worldcom

(Knell, 2006). The argument has been advanced time and time again that the governance

structureof any corporate entity affects the firm's ability to respond to external factors that have

some bearing on its financial reporting. In this regard, it has been noted that well governed firms

largely perform better and that good corporate governance is. of essence to firms. The subject

matterof corporate governance has dominated the policy agenda in developed market eponomies

for sometime especially among very large firms. Subsequently, the concept is gradually warming

itself to the top of policy agenda in the Africa continent. Indeed, it is believed that the Asian

crisis and the seemingly poor performance of the corporate sector in Africa have made the

concept of corporate governance a catchphrase in the development debate (Berglof and von

Thadden, 1999).

It is believed that good governance generates investor goodwill and confidence. Again, poorly

governed firms are expected to be less profitable. Claessens et al. (2003) also points that better

corporate framework benefits firms through greater access to financing, lower cost of capital,

better performance and more favourable treatment of all stakeholders. They argue that weak

corporate governance does not only lead to poor firm performance and risky financing patterns,

but are also conducive for macroeconomic crises like the 1997 East Asia crisis. Other researchers

contend that good corporate governance is important for increasing investor confidence and

market liquidity (Donaldson, 2003). Becht et al. (2002) identifies a number of reasons for the

growing relevance of corporate governance, which includes the world -wide wave of

privatization of the past two decades, the pension fund reform and the growth of private savings,

the takeover wave of the 1980s, the deregulation and integration of capital markets, the 1997

East Asia Crisis, and the series of recent corporate scandals involving firms such, as Enron and
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oridCom in the USA and elsewhere. Developing countries are now increasingly embracing the

oncept knowing it leads to sustainable growth. Indeed/ corporate governance in Kenya is now

aining some level of recognition with very little work in the area even in the well-regulated

stitutions and sectors .

.2.1:Relationship between Corporate Governance and Financial Reporting

inancial reporting is connected the people that involved in corporate governance such as the

anagement including the board of directors, auditors, information distributors, analyst and

areholders. It is the bridge that communicates the company with the external parties and can be

e measurement to determine the performance or outcome of the company. According Sloan

2001) the financial information is the first source of independent and true, communication about

e performance of company managers. This relevance makes the financial reporting as the main

ttraction to management influence. The integrity of financial reporting is highly dependent on

e performance and conduct of those involved in the financial reporting ecosystems, particularly

irectors, management and auditors (Mohd Hassan Che Haat, Rashidah Abdul Rahman &

ahenthiran, S. 2008; Nik Mohd Hasyudeen Yusoff, 2010). In other words, the integrity of

ancial reporting relies on corporate governance. The Board of Directors has a primary

sponsibility of overseeing the firm's financial reporting process (Yatim, Kent & Clarkson,

006). Those board of directors together with management will try to produce a financial

atement that shows the company achieved a recommendable profit. The independence person

at reviews the corporate reporting is the auditors. They need to follow the auditing standard

ith competence, diligence and integrity. They are suppose to give th~ir opinion for the reported

formation.

ne argument is that a strong corporate governance structure, could lead to a high performance

d good financial reporting (Sanda et al, 2005). It will help to promote a firm's performance and

rotect stake holder's interests. Nam et al (2002) found that corporate governance leads to better

rformance since managers are better supervised and agency costs are decreased. Poor

rporate governance on the other hand is a fertile ground for corruption and poor financial

porting. Brown et al (2003) found that firms with weaker corporate governance perform poorly

mpared to those with stronger corporate governance in terms of stock returns, profitability,

kiness, and dividend payments.
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In communicating the corporate reporting to the user, there are information distributors who are

basically the group that provides an important communication channel for financial information.

They will include comments on the financial information as an added material for shareholders

to make decision. Third party analysts such as the credit-rating agencies, financial analysts,

investment banks, internal lawyers and external lawyers evaluate the financial statements to

provide additional information. The shareholders and other stakeholders will look into the

reporting to determine the return on their investment and make decision. Basically when the

corporate governance fails it will lead the company to reporting failure whereby most of them

manipulated their financial statement. The governance. failure that occurre at organization or

national level invite the pressure to report about their performance. In order to show that the

company's performance is in line with expectation, they produce a false accounting, aggressive

earnings management and other reporting failure whereby no transparency, accountability and

integrity exist. As corporate governance reflects the process how the organization or the nation is

managed, no doubt that the failure in governance itself will result in reporting failure as well.

Further, academic research has found an association between weaknesses in governance and

financial reporting quality, earnings manipulation, financial statement fraud, and weaker internal

controls.(Beasley, 1996; Beasley, Carcello & Hermanson, 1999; Beasley & Frigo (2007);

Carcello & Neal 2000; Dechow, Sloan & Sweeney, 1996; Klein 2002; McMullen &

Raghunandan, 1996).

Corporate financial reporting and disclosure plays a role in mitigating agency costs and can be

considered to be an important area of governance research in the accounting literature (Bushman

and Smith, 2001). A main feature of financial information systems is to provide high quality

accounting information and a commitment to a transparent information environment (Kothari,

2001). Higher quality financial reporting is essential to decrease the severity of information

asymmetry between managers and market participants. A potential problem, resulting from

information asymmetry, is the incentive problems, which arise when the manager's actions are

unobservable to the principal (i.e., moral hazard or hidden action problems) (Lambert, 2001).

Due to the incidence of these problems and the conflicts of interests between managers and

shareholders, contracting and monitoring costs arise (Jensen and Meckling, 1976). In this
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respect,accounting information plays a central role in designing contracts that aim at mitigating

agency costs (Holthausen and Leftwich, 1983). The important role of financial accounting

information here is mainly related to the limitations of relevant information for monitoring

managerialbehavior, which is fundamental for efficient contract mechanisms.

Prior studies provide evidence regarding the role that financial reporting plays in addressing

issuesincorporate governance (Armstrong et al., 2010; Bushman and Smith, 2001). The large

focuson the role of financial reporting and accounting information in corporate governance and,

in particular, compensation contracts owes to the fact that these contracts are incomplete and

needto be supplemented with more information (Armstrong et al., 2010).

Increased transparency and higher quality financial reporting can enhance the efficiency of

contracting and governance mechanisms and potentially reduce agency conflicts between

managers and shareholders. For example, in compensation contracts, improved transparency

facilitatesthe performance evaluation and rewarding of management by filtering out factors that

are irrelevant to management's actions on performance (De Franco et al., 2013; Holmstrom,

1982; Ozkan et al., 2012). Transparency is a very important component of financial reporting

(MeGee & Yuan, 2008). Accounting researchers have concerned themselves with mechanisms

oftransparency particularly financial reporting which seek to align the interests of management

andshareholders, and with mechanisms of accountability such as audit committees, internal audit.

andrisk management as assurances of the quality of financial reporting (Brennan & Solomon,

2008). In addition, delivery of information regarding company activities and their results to

shareholders is the most important factor that ensures effectiveness of decisions taken by

shareholders (Dogan, Coskun & Celik, 2007).

Thequantity of information, voluntary items disclosed in the annual reports and the time the

information to be released, are influenced by the board of directors. Thus, when the board of

directorsare independent and observe their responsibility to be accountable to the shareholders

or stakeholders, they will be transparent in disclosing all the relevant information in their

financialreporting. The challenging part is to have the sincere governance.
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Disclosure always creates confidence in the management because the membership will always

feel appreciated by virtue of having all the information that pertains the relations and internal

working of the firm. Disclosure brings all the activities that range from recruitment, supplier and

contractor appointments, personnel and human resource relations to the fore and aids the

membership appreciate the procedures and internal working of the firm. Disclosure thus

minimizes instances of discontent, ill feelings and has goodwill promoted within the

organizational setting, (Heskett, 2009). This promotes the creation of a positive corporate image,

leadsto enhanced internal relations and aids propel the firm's image and standing in society.

Larckeret al., (2007), assert that corporate governance mechanisms influence the decisions made

by managers when there is separation of ownership and control, in order to enhance

accountability and efficiency, and to ensure quality of the financial reporting process. Due to this

separation of corporate ownership from management, an information gap is created. Berle and
I

Means, (1932), and as such, this necessitates the demand for forms of control and monitoring,

both internally, through the board of directors, and externally, through the report of the external

auditors Walsh and Seward, (1990).

Furthermore, financial reports with credible, timely, and relevant information are important

means of communication with other parties, such as independent directors. High quality financial

reports can enhance the monitoring performance of the board of directors (Armstrong et al.,

2010). in fact, even though the board of directors typically has access to internal reports, the

demand for public information and corporate transparency is still great. This is mainly because

public disclosures and financial information are subject to various rules and enforcement, and

they are also monitored by auditors (Bushman et al., 2004). Conversely, another body of

research in this area focuses on how corporate governance affects the quality of financial

reporting and disclosure ( Ernstberger and Gruning, 2013; Kim et al., 2014;Wang, 2006). This

literature shows that governance structures in firms play an important role in enhancing the

transparency and quality of financial reporting. In particular, the board of directors plays a key

role in monitoring management and overseeing the financial reporting process. In this respect,

extant research shows that the board monitoring curbs inappropriate 'earnings management' and
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limitsthe abilities of managers to distort and manipulate financial statements (Kim et al.. 20 14~

Klein,2002; Peasnell et aI., 2005; Srinidhi et al., 20\ I; Xie et al., 2003)

Following recent regulatory pressure for improving governance mechanisms in firms. the

majorityof the members of the boards are required to be independent directors (Armstrong et al..

2010).Accordingly, it is expected that the directors on the board who are independent from

corporateinsiders can contribute to better monitoring of management performance. However. the

potentialproblem faced by outside independent directors is similar to that faced by outside

shareholders, i.e., less access to credible information. The effectiveness of a board's decision

makingis dependent on the quality of information that they receive. Limited information lessens

theability ofa board to effectively monitor and evaluate managers (Jensen, 1993).

Empiricalstudies in this area include the works of Abdelsalam & Street (2007) who investigated

thesignificance of several corporate governance and firm-specific characteristics on' potential

determinants of the timeliness of corporate internet reporting for UK companies listed on the

Londonstock exchange. The study found out that there exist a significant relationship between

timelycorporate internet reporting and the corporate governance characteristics such as board

experienceand board independence and that board independence is negatively associated with

thetimeliness of internet reporting.

ashim and Rahman (2010) examined the association between corporate governance

echanisms and audit report lag among 288 companies listed at Bursa Malaysia for a period

gingfrom 2007-2009. Three characteristics of board of directors such as board independence,

arddiligence and board expertise were used to examine their effectiveness in assuring audit

porttimeliness. The result of this study revealed that there was no significant relationship

tweenboard diligence, board independence and board expertise and audit report lag.

Ie(2011) carried out a study on the relationship between the timeliness of corporate financial

portingand corporate governance for companies listed on the Egyptian stock exchange from

998- 2007. They investigated the role of corporate governance level on the timeliness of

rporate financial reporting and also the relationship between industry type, company Size,
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gearing, leverage, earnings quality, earnings management, electronic disclosure, audit opinion

andthe timeliness of corporate financial reporting. They found out that Egyptian publicly listed

firms have been less timely in their annual financial reporting since the application of the

corporate governance principles.

Jiang et al. (2008) studied the association between corporate governance and earnings quality.

Theirresults suggest that only firms in the highest category of corporate governance experience

significantly improved quality of earnings. They document that corporate governance is

negatively associated with small earnings surprises. Their findings imply that firms with weak

corporate governance are more likely to manage earnings in order to meet or beat analyst

forecasts.

Braga-Alves and Morey (2012) in a research titled predicting corporate governance in emerging

markets found two main results. First, as firms grow they are more likely to improve their

govemance. Second, the level of political risk where the firm resides is negatively and

significantly related to the level of firm governance but positively and significantly related to

changes in firm governance. They conclude that firm governance is better in countries with

lowerpolitical risk but firms are more likely to

higherpolitical risk.

improve their governance in countries with
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Cornett et al. (2009) examined whether corporate governance mechanisms affect earnings and.

earningsmanagement at the largest publicly traded bank holding companies in the United States.

Theyfound that CEO pay-for-performance sensitivity (PPS), board independence, and capital

are positively related to earnings and' that earnings, board independence, and capital are

negatively related to earnings management. They also found that PPS is positively related to

earnings management. Finally, they asserted that PPS and board independence are positively

related and the relationship is bidirectional. While both PPS and board independence are

associated with higher earnings, their results indicated that more independent boards appear to

constrainthe earnings management that greater PPS compels.
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Jianget al. (2008) studied the association between corporate governance and earnings qual ity.

Theirresults suggest that only firms in the highest category of corporate governance experience

significantly improved quality of earnings. They document that corporate governance is

negativelyassociated with small earnings surprises. Their findings imply that firms with weak

corporate governance are more likely to manage earnings in order to meet or beat analyst

forecasts.

Abdelsalam & Street (2007) investigated the significance of several corporate governance and

firm-specific characteristics on potential determinants of the timeliness of corporate internet

reportingfor UK companies listed on the London stock exchange. The study found out that there

exista significant relationship between timely corporate internet reporting and the corporate

governance characteristics such as board experience and board independence and that board

independenceis negatively associated with the timeliness of internet reporting.

Firthet al. (2002) found evidence of strong linkage and interdependence in the use of different

controlmechanisms. While there are significant relationships between the governance control

mechanisms and firm performance, these disappear when using simultaneous equation

estimation.Their findings support the argument that governance control mechanisms operate

independentlyand they are substitutes for one another.

Althougha large body of research reviewed here have examined whether financial reporting

qualityis influenced by various governance mechanisms, the empirical evidence is generally

mixed Armstrong et al. (2010) .For instance a research examining how managerial

compensationinfluences financial reporting fails to find consistent results. On one hand, some

studiesfind a negative relation between managerial equity incentives and the quality of financial

reporting(Cheng and Warfield 2005; Bergstresser and Philippon 2006; Efendi et al. 2007); on

eotherhand, other studies find no relation between the two (Erickson et al. 2006; Baber et 01.

007) or even a positive relation (Warfield et al. 1995; Armstrong et al. 2010).The relationship

tweenboard audit independence and financial reporting is therefore unknown.
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2.2.2:Board Size and Financial Reporting

Goodcorporate governance practices by boards of directors influence the quality of financial

reporting,which in turn have impacts on investor confidence Adeyemi and Fagbemi, (2010).

Empirically studies have examined the relationship between board size and financial disclosure.

Canyonand Peck, (1998); Eisenberg et al., (1998); Dehaene et al. (2001); Chin et al., (2004)~

Makand Kusnadi, (2005), however, there is less research examining the relationship between

boardsize and financial reporting.

According to Cheng and Courtenay (2006) there is no finding which stated that board size

influenced the voluntary disclosure whereas Said, Zainuddin, and Haron, (2009) found weak

relationshipbetween board size and the extent of financial disclosure. According to Lipton and

Larsh,(1992); Eisenberg et al., (1998); and Raheja, (2003), small boards will ease agency

conflictbetween managers and shareholders.

Vafeas(2000) investigated the relationship between board structure and the informativeness of

eamings.Their results suggest that earnings of firms with the smallest boards in the sample (with

a minimum of five board members) are perceived as being more informative by market

participants. By contrast, there is no evidence that board composition mitigates the earnings

returnsrelation.

Jensen(1993) found that large boards are more likely to be controlled by the CEO resulting in

lesseffective coordination, communication and decision making. Therefore, it is predicted that

ineffectivecoordination in communication and decision making will lead to low quality of

nancialdisclosure since the board of directors are unable carry out.their roles efficiently.

afeas(2000) investigated the relationship between board structure and the informativeness of

ings. Their results suggest that earnings of firms with the smallest boards in the sample (wi th

minimum of five board members) are perceived as being more informative by market

ticipants. By contrast, there is no evidence that board composition mitigates the earnings
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Abdullah (2006) investigated the roles of the composition of board of directors, audit committee

and the separation of the roles of the chairman and the chief executive officer on the timeliness

of reporting. They found out that board independence and the separation of the roles of the board

chairman and the CEO are significantly associated with the timeliness of financial reporting. The

studysupported the agency cost of debt theory for leverage and utilized the information signaling

theory for profitability.

Connelly et al. (2012) investigated effect of ownership structure and corporate governance on

firmvalue in Thailand. They find that Tobin's q values are lower for firms that exhibit deviations

between cash flow rights and voting rights. They also find that the value benefits of complying

with "good" corporate governance practices are nullified in the presence of pyramidal

ownership structures, raising doubts on the effectiveness of governance measures when

ownership structures are not transparent. Finally, they assert family control of firms through

pyramidal ownership structures can allow firms to seemingly comply with preferred governance

practicesbut also use the control to their advantage.

Dimitropoulosb and Asterioua (2010) investigated the effect of board composition on the

informativeness and quality of annual earnings. Their data analysis over a period of five years

(2000-2004) revealed that the informativeness of annual accounting earnings is positively

relatedto the fraction of outside directors serving on the board, but it is not related to board size.

Additionally, firms with a higher proportion of outside board members proved to be more

conservativewhen reporting bad news but on the contrary they do not display greater timeliness

onthe recognition of good news. They further indicate that firms with a higher proportion of

outsidedirectors report earnings of higher quality compared to firms with a low proportion of

outsidedirectors.

Chenet al. (2006) examined whether ownership structure and boardroom characteristics have an

effecton corporate financial fraud in China. Their results from univariate analyses show that

ownershipand board characteristics are important in explaining fraud. However, using a

bivariatepro bit model with partial observability they demonstrate that boardroom characteristics

e important, while the type of owner is less relevant. In particular, the proportion of outside
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directors, the number of board meetings, and the tenure of the chairman are associated with the

incidence of fraud.

From the works reviewed above, it is clear that none has ventured to establish the relationship

that exists between board size and quality of financial reporting. Whereas the works of Adeyemi

and Fagbemi, (2010) in their empirical study of the relationship between board size and financial

disclosure, they concur with other scholars like Conyon and Peck, (1998); Eisenberg et ai.,

(1998); Dehaene et al. (2001); Chin et al., (2004); Mak and Kusnadi, (2005), that there is less

research examining the relationship between board size and financial reporting therefore this

needs to be investigated further. Other studies that studied influence of board size but failed to

link it with financial reporting included the works of Cheng and Courtenay (2006), Said,

Zainuddin, and Haron, (2009) who found weak relationship between board size and the extent of

financial disclosure,Lipton and Lorsh, (1992); Eisenberg et al., (1998); and Raheja, (2003),who
i

discovered that small boards will ease agency conflict between managers and shareholders.

Other studies which deviated from board size and looked at other aspects of the board included

the works of Vafeas (2000) who investigated the relationship between board structure and the

informativeness of earnings,Abdullah (2006) who investigated the roles of the composition of

board of directors, audit committee and the separation of the roles of the chairman and the chief

executive officer on the timeliness of reporting, Connelly et al. (2012) who investigated effect of

ownership structure and corporate governance on firm value in Thailand, Dimitropoulosb and

Asterioua (2010) investigated the effect of board composition on the informativeness and quality

of annual earnings and finally Chen et al. (2006) who examined whether ownership structure and

boardroom characteristics have an effect on corporate financial fraud in China. It is therefore

evident that no study has been done on to establish the relationship that exists between board size

and financial reporting.This is therefore unknown particularly in the Kenyan context.The few

studies that have been done in this area were in developed countries.This makes it imperative to

carry out such a study in a developing economy like Kenya.

2.2.3: Independence of audit committee and Financial Reporting

A study by Carcello and Neal (2000) found that the likelihood of a company in financial distress

to receive a modified auditors report is lower when the percentage of inside or "grey" directors
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on the audit committee IS higher. The findings suggest that the independence of the audit

committee may affect the objectivity and independence of the external auditor (Leng, 2004). By

havingthe chairman of audit committee independent of the management, the committee can

effectively monitor the performance of the management and result in improved corporate

performance and disclosure.

Priorresearches have proven that audit committee plays an effective role in enhancing the

corporate governance standards. Wright (1996) found that audit committee composition is

stronglyrelated to financial reporting where as McMullen and Raghunandan (1996) provides

support for the association between the presence of an audit and more reliable financial

reporting.The existence of an audit committee was significantly and positively related to the

extentof voluntary disclosure (Ho and Wong, 2001; Bliss and Balachandran, 2003). Audit

committeeplays a crucial role in providing a means for review of the company's processes in

termof producing financial data and its internal control, thus its existence is in producing high

qualityfinancial reporting. According to Malaysian Code of Corporate Governance (2000), the

boardshould establish an audit committee with at least three independent directors or more. The

existenceof audit committee with a higher proportion of independent directors should reduce the

agencycost and improve the internal control that will lead to greater quality of disclosures

(Forker,1992).

Abdullah(2006) investigated the roles of the composition of board of directors, audit committee

andthe separation of the roles of the chairman and the chief executive officer on the timeliness

ofreporting. They found out that board independence and the separation of the roles of the board

chairmanand the CEO are significantly associated with the timeliness of financial reporting. The

studysupported the agency cost of debt theory for leverage and utilized the information signaling

ilieoryfor profitability.

Mohamad-Nor, Shafie & Wan-Hussin (2010) empirically examined the relationships between

auditcommittee characteristics and the timeliness of audit reporting. The characteristics of an

uditcommittee that were examined are size, independence, expertise and frequency of meeting.

Theevidence indicates that firms with more members in the audit committee and more frequent

uditcommittee meetings are more likely to produce audit reports in a timely manner. Two audit
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committee characteristics, namely audit committee size and audit committee with at least four

meetings, have a significantly negative association with audit report lag. Although audit

committee independence and competencies have the expected negative relationship with audit

lag,neither of the variables was found to be statistically significant.

Theresults from the stream of research examining the link between board audit independence

andfinancial reporting were focused on how this committee independence relates with corporate

performance and disclosure (Leng, 2004). While some studies find that more independent boards

areassociated with higher quality reporting (Klein 2002; Efendi et al. 2007), others find little

evidence that board independence has a significant impact on financial reporting quality

(Agarawal and Chadha 2005; Larcker et al. 2007).
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CHAPTER THREE

RESEARCH METHODOLOGY
This chapter presents the research methodology, research design, study area, target population,

sampling frame, data collection methods, data analysis, data presentation and finally research

ethics.

3.1Research Design

Thestudy adopted a correlational survey research design. Cohen et al. (2000) advocate for this

designbecause of its ability to ascertain detailed description of existing situation. According to

Yin(2003), correlational survey research design is structured to examine a number of logical

sub-unitsor units of analysis within organizations. Therefore, it enabled the researcher obtain and

study information regarding the relationship between corporate governance mechanisms and

qualityof financial reporting in Kano Plains,Family helper project.

3.2 Study Area

Kana Plains Family Helper Project is located in Ahero Division, Nyando District, Kisurnu

County.Nandi Escarpment borders it to the East and Nyabondo Plateau .to the South; while on

theWestern side is Kisumu East District. The topography of the study area is flat with raised

groundsin Muhoroni. The district falls under the following agro - ecological zones; the highest

is 1,800m above sea level and the lowest at 1,1OOm above sea level. Major identifiable

landmarks include the seasonal Nyando River on the eastern part. Ojienda hills located in the

easternpart of Wang'anga while Ojienda hills are on the southern part and Kambogo valley that

cutsacross in the central. The area mostly experiences a high temperature, as part of the upper

midlandis cool. The minimum and maximum temperatures are 150 C and 340 C respectively. In

addition,the local population depends mainly on subsistence farming. The few who live next to

LakeVictoria practice a bit of fishing but only on small scale. Among the crops grown in this

regioninclude: maize, millet, groundnuts and different types of vegetables (Kano Plains Family

HelperProject Annual Operational Plan and Budget Document, 2010).

13 Target Population
Thepopulation of this study comprised 112 respondents drawn from Kano plains family helper

~rojectfound within Nyando District, Ahero Division.However, 85 respondents were taken for
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the study usmg systematic sampling technique whereby only those involved in corporate

governance like the project coordinating committee members, the directors and senior staff were

targeted for questionnaire filling and interview.

3.4Sample size

A sample size of 85 respondents was used for this study.The respondents were drawn from

CBO project coordinating committee,CBO Focus group members and senior staff. A systematic

sampling method was used to select respondents based on availability and willingness to

participate in the study.

Table 3.1: Target Population

Category

Project Coordinating Committee

CBO Focus Groups

Senior Staff

. Total

Total Population Sample Size

28 18
61 53

23 14
112 85

Source: AOPB, 2014

15 Data Type and sources
Both Primary and secondary data was used in the study. Primary data was collected using a

semi-structured questionnaire administered to the respondents. The researcher administered the

questionnaires through the drop and pick later method. According to Babbie (2007)

questionnaires can obtain information about thoughts, feelings, attitudes, beliefs, values,

~rceptions, personality, and behavioral intentions of the research participants in a large

~pulation. Since this study was a survey, the questionnaire was appropriate because it explored

theperceptions, attitudes, feelings and behaviour of target respondents. The questionnaires were

administered to the project coordinating committee, CBO focus groups and Senior staff.

econdarydata was collected using document review.

J.5.1 Data Collection Procedure
The study adopted a variety of data collection instruments in order to get the diverse viewpoints

oncerning the themes of study. The data collection instruments from the primary sources
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involvedquestionnaires for the selected respondents and interview schedule for the directors and

seniorstaff. From the secondary sources, a comprehensive desk review of documents related to

corporate governance and financial reporting was accomplished. Moreover, face-to-face

interviews using a schedule were used to collect data from the key informants. Cozby (2005)

definesan interview as an inter-subjective enterprise of two persons talking about some common

themes.The interviewer and respondent often establish a rapport that helps motivate the person

toanswer all the questions and complete the survey. The directors of the Kano Plains Family

Helperproject and finance officer were key informants.

Priorto actual instrument administration, the researcher sought permission to carry out research

fromMaseno University by letter of introduction. After successful application, the researcher

conducteda pilot study by distributing 10 questionnaires to 10 respondents who were not to be

included in the findings of the main study. During these visits, the researcher booked

appointments for administration of questionnaires and fixed dates to meet the identified target

respondents. In each study entity, respondents were given at least one hour or time agreed with

managementto answer the questionnaires after which they were collected.

3.5.2Reliability and validityTest for Data Collection Instrument
Aninstrument is valid if it measures what it is intended to measure and accurately achieves the

purposefor which it was designed (Patten, 2004; Wallen & Fraenkel, 2001). According to Patten

(2004) validity is a matter of degree and no test instrument is perfectly valid. The instrument

usedshould result in accurate conclusions (Wallen & Fraenkel, 2001). Validity involves the'

appropriateness, meaningfulness, and usefulness of inferences made by the researcher on the

basisof the data collected (Wallen & Fraenkel, 2001).

Apilot study was carried out on 10 respondents to pretest and validate the questionnaire. To

establishthe construct validity of the research instrument, the researcher sought the opinions of

expertson the constructs of the independent variables and how they relate with financial

reporting.This information was gathered majorly from the top management who have a broader

viewof the organization. This helped in the revision and modification of the research instrument

priorto the study thereby enhancing validity. To check the reliability of the instrument in this

study,Cronbach's Alpha was used (Cronbach, 1951). According to suggestions by Hair et 01

34



(1998), the study is deemed acceptable if a reliability coefficient above 0.6 is attained.A test of

the constructs of this study was done in three stages; the first with two independent variable

constructs which yielded an alpha coefficient score of 0.634. The second test contained all the

independent variables and scores of 0.698 were realized. When financial reporting was added in

thetest, alpha coefficient of 0.702 was attained. This confirmed that the instruments used for the

study were reliable. Mugenda and Mugenda (2003), also confirms that a high alpha coefficient

above0.6 implies consistency. The results of the reliability test are shown in the table below:

Table 3.5.2: Reliability Statistics

Cronbach's Alpha N of Items

0.634

0.698

0.702

2

6

7

Source: Survey data, 2014

3.6 Data Analysis and Presentation

Datacollected through interview instruments and through the interview process was synthesized

andcoded, attaching scores to qualitative descriptions. Data was analyzed using descriptive and

inferential statistics.Specifically,the demographic data was analysed using descriptive statistics

andpresented in form of tables and charts while both the general and the specific objectives were

analysedusing multiple regression.

17 Model specification

y= a. +~IXl + 02 X2 + 03 X3 + 04 ~+ C

Where:

y= Dependent Variable( Financial Reporting)

A = constant term

~l,~2, ~3, 04= Standardized coefficient of X in the additive m?del

Xl = Board Monitoring
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X3== Board Independence

X4 == Ownwership Concentration

Afteranalysis, data was presented using tables and charts.
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CHAPTER FOUR

RESULTS AND DISCUSSION
This chapter is divided into two main sections. The first section addresses the descriptive aspects

of the data such as the demography of the sample data while the second part deals with the

quantitative or inferential statistics. Therefore, the specific objectives of the study are addressed

in this chapter.

4.1 Response Rate
The respondents consisted of the CBO project co-coordinating committee, workers, focus group

members and senior staff. A total of 75 questionnaires were distributed to these respondents and

collected later after getting appropriate responses from the targeted population.

Fig 4.1: Respondent's gender

Source: Survey data 2014

The figure above shows that a majority of the respondents who answered and returned the

questionnaires for analysis were males representing 62.67% of the total respondents. This

implied that a majority of those who work in the community based organizations were males.

The rest of the respondents were females who represented a minority group in this survey.The

female respondents were 28 in number representing 37.33% of the total respondents whose

opinions on the study topic were sought.
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Fig 4.2: Respondents level of Education
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According to, the figure above, the highest number of employees who worked in Kano plains

family Helper project were Diploma holders which represented 46.67% of the 75 responses that

were received from the survey.This was followed by the Degree holders with a response rate of

37.33% and finally the least number in this organization were Certificate holders which stood at

16.00%.From the above data, it can be concludeed that this organization prefers sourcing for

people with specialised skills and who have attained qualifications of Diploma and above to be

placed in managerial positions.It can also be seen that Certicate holders were employed to

perform low cadre jobs in this organization.
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Fig 4.3: Respondents' Age Brackets
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The Figure 4.3 above is a clear indication that a majority of the employees working in the Kano

Plains Family helper project were in the age bracket of 30-40 years representing 58.67% of the

Tatal respondents.This was followed by those who were above 40 years representing a

percentage of 13.33% and finally the least number of employees in this organization fell in the

age bracket of below 25years.This age distribution implied that the organization prefers to work

with people who have attained specialised training and have skills and experience which enable

them perform their duty with due diligence.The managers interviwed about the age bracket

distribution also attested to this fact that people within the age bracket of 30-40 are usually

family men and women who would take their work seriously to avoid conflict with the

administration.However, those below the age of 25 according to the management ,are individuals

who are just fresh from college and do not have experience to perform their tasks hence they

learn by doing.this according to the organization is a liability because they have to be trained on

the job to perform as expected of them.
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Table 4.1:Duration of service

Valid Cumulative
Frequency Percent Percent Percent

Below 2 14 18.7 18.7 18.7years
2-4 years 27 36.0 36.0 54.7
4-6 years 23 30.7 30.7 85.3
Above 6 11 14.7 14.7 100.0years
Total 75 100.0 100.0

Source: Survey data 2014

The table 4.1 above is an indication that the Kano plains family Helper project retains its

workforce efficiently. A majority of the workers in this organization have served for between 2-

4 years. This translates to 36.0% of the workforce followed by those who had served for a

duration of between 4-6 years(30.7%) and finally the least number of workers in this

organization were those who had served for a duration of more than 6 years(l4.7%).When this

wasstate of affairs was enquired though interview schedules, the six respondents who were also

insenior positions said that when the organization started.they were the pioneers who were the

first employees and that they have seen it grow in number of workforce from from six to the

current number which is 112. It can also be seen from the table above that the organization is still

growing and requiring more workforce as it has recruited 14 members in the last two years.

4.2: Effect of Corporate Governance Mechanisms on Financial Reporting
Research objective one two and three sought to determine the effect of the elements of corporate

governance which included Board monitoring, Board size, and Board Independence on financial

reporting in Kano plains family helper project. The study conceptualized that quality of financial

reporting at Kano plains family helper project was a function of corporate governance

mechanisms (Board monitoring,Board size,Board Independence and Ownership concentration).

Consequently, a multiple regression model was hypothesized. The construct scores were

estimated by obtaining the average response score of all items per case under each construct.

After testing assumptions of multiple regressions, the study went on to establish whether

corporate governance mechanisms had an effect on or any relationship with quality of financial
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reporting at Kano plains family helper project 111 Kisumu county.Results of the multiple

regression analysis are shown in table 4.2 below:

Table 4.2: Model Summary

Model R R Square Adjusted R Std. Error of
Square the Estimate

.820a .672 .654 .91767
a. Predictors: (Constant), Ownership Structure, Board size,

Board monitoring, Board Independence

Source: Survey Data 2014

The model summary above indicated that R2 was 0.672 while adjusted R2 was 0.654.This meant

that the predictors which included ownership structure, Board size, Board monitoring and Board

independence accounted for 67.2% variance in financial reporting or caused positive 67.24%

effect on financial reporting at Kano Plains family helper project in Kisumu county.The standard

error of the estimate however was 0.91767.

II
Table 4.2: Effect of corporate governance mechanisms on financial Reporting

Unstandardized Standardized
Coefficients Coefficients

Model B Std. Error Beta t Sig.
(Constant) 3.910 .660 5.926 .000
Board monitoring .552 .145 .332 3.796 .000
Board size .701 .l09 .550 6.441 .000
Board Independence .602 .105 .521 5.731 .000
Ownership Structure .379 .101 .355 3.742 .000
a. Dependent Variable: Financial Reporting

Source: Survey Data 2014

The results show that Board monitoring, Board SIze, and Board Independence had beta

standardized coefficients and p values of ~ = 0.332, p< .05; ~= 0.550, p< .05 and ~ = 0.521, p<
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.01 respectively. These means all the beta coefficients, ~, which are the degrees to which the

independent variables each explain the dependent variable, are positive and significant. The

standardized ~ coefficient of Board monitoring shows that a unit standard deviation of board

monitoring causes 0.332 standard deviations in financial reporting of the organization while a

unit standard deviation of board size and board independence causes .550 and .521 standard

deviations in quality of financial reporting in the organization. Similarly for the un-standardized

coefficients, a unit % age change in Board monitoring is likely to result in a change in quality of

financial reporting at Kano plains Family Helper project by 0.552% in the same direction while

a unit % age change in Board size is likely to lead to change in financial reporting by 0.701 % in

the same direction. Lastly, a unit % age change in Board independence is likely to lead to change

in quality of financial reporting by 0.602% in the same direction. R2 is 0.672 and is significant.

Similarly, the adjusted R2 is 0.654 and also significant. The shrinkage in this case is 0.018

(0.672-0.654) which is below the level of 0.5 suggested by Field (2005) and means that the

model is valid, has stability for prediction and predicts variance of financial reporting at 67.2%.

This means that board monitoring, board size,board independence and ownership structure

together explain 67.2 percent of the organization's quality of financial reporting.

The finding that that board size was a positive significant predictor of financial reporting at

Kano Plains family helper project is a contradiction of the assertion by Cheng and Courtenay

(2006) who said that there is no finding which stated that board size influenced the voluntary

disclosure, but it concurs with the findings of the study by Zainuddin, and Haron, (2009) who

found weak relationship between board size and the extent of financial disclosure. According to

Lipton and Lorsh, (1992); Eisenberg et al., (1998); and Raheja, (2003), small boards will ease

agency conflict between managers and shareholders and enhance financial reporting. Larcker et

al., (2007),also concur with these findings when they asserted that corporate governance

mechanisms influence the decisions made by managers when there is separation of ownership

and control, in order to enhance accountability and efficiency, and to ensure quality of the

financial reporting process ..Further, the works of Jensen (1993) contradicts these findings as he

found that large boards are more likely to be controlled by the CEO resulting in less effective

coordination, communication and decision making. Therefore, it predicted that ineffective
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CHAPTER FIVE

SUMMARY, CONCLUSIONS AND RECOMMENDATIONS

Introduction

This chapter presents a summary of study findings, conclusions and recommendations based on

themajor findings.

5.1 Summary of the Findings
The first objective was to establish the effect of board size on quality of financial reporting at

Kano plains family helper project. Multiple regression was computed on the 75 responses. The

study revealed that Board size, had beta standardized coefficients and p value of ~= 0.550,p< .05

respectively.

The second objective was to establish the effect of board audit independence on quality of

financial reporting at Kano plains family helper project.A regression analysis was computed and

it was established that the standardised beta coefficient was positive of ~= 0.602, p< .05

The third objective was to determine the effect of board monitoring and quality of financial

reporting. A regression analysis was computed and it was found that the standardised beta

coefficient was positive ~=:=0.552, p< .05

5.2 Conclusion of the Study
From the findings it can be concluded that corporate governance mechanisms which include

Board size,Board monitoring,and Board independence all positively affect the quality of

financial reporting in Kano plains family helper project.

5.3 Recommendations of the study
In the light of the findings, the study recomme~ds that the number of members in the board of

management at Kano plains family helper project should be increased so that they can increase

the monitoring of accountant's activities in order to improve the quality of financial reporting in

this organization. Moreover, members of the board who are in the audit committee should be

allowed to be more independent so as to avoid interference by the organization's directors as this
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will enhance objectivity in financial reporting. Board monitoring should also be enhanced 111

order to improve the quality of financial reporting in this organization.

5.4Limitations of the Study
The study adopted a case study covering only one community base organization 111 Nyando

division, Kisumu County. There are other CBO's in Nyando division and Kenya at large which

were no covered by this study and therefore the results obtained from only one CBO in Kenya

about the effect of corporate governance mechanisms on quality of financial reporting may not

be generalized to all the community based organizations operating within the country. The study

also investigated only three corporate governance mechanisms which were captured in the study

objectives. There are several other corporate governance mechanisms which were not covered in

this study and which may give different results in covered by future studies.

5.5 Suggestions for Further Research
Based on the foregoing conclusions on the findings of this study, the researcher suggest the

following future research directions in corporate governance and quality of financial reporting

relationship.

First, the study used cross-sectional data to answer research questions on the effect of corporate

governance mechanisms on quality of financial reporting at Kano plains family helper project.

Therefore, there is need to conduct a longitudinal study to provide even more conclusive

evidence to the above relationship. Secondly, future research efforts could also be focused on

investigating the moderating effects of the Government policies, Organizational culture and,

management system.

Moreover, future research endeavours in this area should use other analysis tools like correlation

or factor analysis to bring out clearly the effect of corporate governance mechanisms and

financial reporting measurement constructs used in this study.
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