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Abstract. Due to the importance of corporate governance, many countries all 

over the world are obliged to improve on their financial reporting practices and 

Nigeria is not an exception. As part of its effort to strengthen corporate govern-

ance practices, this paper focuses on the adoption of International Financial Re-

porting Standards enhance financial reporting quality through efficient Intelli-

gent Knowledge Management Algorithms. Thus, the fundamental theoretical 

justification is that the fear of reputational injury and litigation risk that might 

arise from financial statement failure due to regulatory reform will cause the 

board of directors to be more thorough in their process and demand for high 

quality financial statement.  This paper presents an extensive review on input-

output-based earnings management and earnings quality measures that are con-

sidered as useful proxies for audit quality according to the International Finan-

cial Reporting Standards. Virtually, all studies on earnings management have 

sought to find a simple statistical method to measure it. The efficacy of various 

earnings management models was investigated in a comparative manner for Ni-

gerian listed companies. Hence recommendations were made in order to proffer 

a way forward for enhancement of the national economy and global competi-

tiveness. 

Keywords: Information Management, Knowledge Management, Corporate 

Governance, Financial Reporting Quality. 

1 Introduction 

1.1 Background 

The financial report has in recent time received increased attention from regulators, 

stakeholders, and policymakers following various accounting scandals recorded all 

over the world [1]. Thus, to address the issue of financial reporting, the debate has 

focused on Knowledge Management mechanisms that might enhance financial report-

ing quality [2]. Effective corporate governance involves a series of mechanisms 

which guarantee an effective financial reporting process, accountability, and respon-
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sibility [3,4]. These emphases are indicative of an association between corporate gov-

ernance and financial reporting quality that an effective AC will improve upon. Ac-

counting scandals have led to the collapse of high-profile businesses across the globe 

which raised serious concerns on the effectiveness of corporate governance mecha-

nisms and monitoring strategies hitherto employed by firms to protect the interest of 

investors [5]. In Nigeria, these scandals have prompted the release of the 2011 revised 

Code for Corporate Governance, and the establishment of Financial Reporting Coun-

cil of Nigeria (FRCN) in 2010 and 2011, respectively, to regulate the activities of 

Nigerian listed firms [6]. In addition, the International Financial Reporting Standards 

(IFRS) were also adopted to strengthen the reliability and credibility of the financial 

reporting process [7]. Hence, investigating financial reporting quality is a good way 

of assessing Audit Committee’s effectiveness. Thus, study examines a number of 

attributes regarding financial reporting quality based on the agency theory and related 

literature. 

1.2 Statement of the Problem 

Financial reporting process and the auditing framework for Nigerian listed companies 

were generally deficient, and auditor’s independence is often compromised. As a 

result of the impairment of auditor’s independence mostly due to weak Audit Com-

mittee, several issues, like earnings misstatement, financial fraud, and losses, have 

been reported. It involved a number of audit firms which further led to professional 

misconduct among accountants and auditors in corporate Nigeria. These various grav-

ities of professional misconduct among accountants and auditors in corporate Nigeria 

that has been glaring such that some accountants and auditors are determined on tak-

ing advantage of the ambiguities which characterise the accounting systems to contin-

ue to create escape routes to justify their misdeeds. Hence, it is glaring that the market 

was unable to attract sustainable investment following the loss of investor confidence. 

These ugly situations have focused attention on regulatory reforms in financial report-

ing seeking for ways to enhance the integrity of the financial reporting across firm 

levels. Hence, the urgent need to circumvent this problem through the adoption and 

digital deployment of intelligent knowledge management algorithms based on leading 

learning models. 

2 Earnings Management 

2.1 Definition of Earning Management 

EM is a term used to refer to a purposeful intervention in the process of external fi-

nancial reporting with the intention of getting private gains. Although other scholars 

have argued that this purposive intervention is to make the financial reporting have 

adequate information for its users, others believe that it is used for misleading stake-

holders. Different phrases or names have been used to describe the activities of EM,  

including accounting alchemy, income smoothing, window dressing, banking income 

for the future, financial shenanigans, borrowing income from the future, financial 
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reporting manipulations, creative accounting, accounting magic, juggling the books, 

reengineering the income statement, the numbers game, financial reporting manage-

ment, accounting hocus-pocus and cooking-the-books.  

Dechow, et al [8] defined EM as an accrual system of accounting; it is a system 

where revenues are recorded in the book as and when received and expenses recog-

nised when they are paid. The accrual system also recognises some items even before 

the actual cash is received or paid, for example, credit purchase and sales. The EM 

process is divided into three different categories. First, fraudulent accounting-

managers choose accounting practices that are contrary to the accounting standards 

[9]. Second, accrual management - in this category, managers use the accounting 

standards as contained in the GAAP, but shroud the true economic performance of the 

firm when reporting earnings; and third, the real earnings management – here, man-

agement  practices and manipulates accounting numbers to report higher earnings.  

2.2 Financial Reporting Quality and Earnings Management 

Several nations, both developed and emerging, reacted to the challenges of poor cor-

porate governance, even before the 2001 Enron collapse, by releasing various corpo-

rate governance codes and best practices.  The Enron embarrassment and other finan-

cial-reporting fraud in the US led to the passage of the SOX of 2002 [10], which is a 

federal law with full corporate governance significance. The growing disappointment 

with AC performance in Nigeria has necessitated the need for an initiative for identi-

fying the determinants of an effective AC to suit the Nigerian business climate. Con-

sequently, the Nigerian regulators introduced a unique AC composition by including 

shareholders in the committee. The AC in Nigeria now comprises an equal number of 

three non-executive directors and three shareholders [6, 11]. This is more interesting 

as the shareholders will be in the know about their investment and that will stimulate 

their voting power during the AGM should anything go awry in the committee, espe-

cially when there is inadequate disclosure [12]. In Nigeria, regulators have enforced 

that AC members have accounting or financial knowledge [6]. The AC, should there-

fore, be composed of at least three independent directors (IND) and at least one with 

financial knowledge and three shareholders as representatives of other shareholders. 

These regulations indicate clearly that effectiveness of governance mechanisms de-

pends to a large extent. The involvement of shareholders in the AC in Nigeria repre-

sents one of the most unique and recent regulatory enforcements that is expected to 

improve the effectiveness of AC compared to the guidelines for most developed coun-

tries, such as the US, the UK and Australia, as well as other emerging economies of 

Africa and Asia. 

Hence, the way in which the shares are distributed among various shareholders de-

termines each shareholder’s voting power, especially the largest shareholder, although 

a large but minority shareholder has the power to control if the balance of the shares 

is distributed widely among various small shareholders that are likely to influence the 

outcome of a vote. In general, however, small shareholders’ votes are very likely to 

cancel each other, and the large shareholders get the decision power. But when the 

second largest blockholders have the power, such power is denied [12]. This process 
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is the primary aim of this review in the context of AC composition and the sharehold-

ers’ power in the committee’s activities. 

2.3 Measurement of Earnings Management 

EM is considered as successful if it is not discovered. Virtually, all studies on EM 

have sought to find a simple statistical method to measure it. Consequently, several 

methods have been used by different scholars to measure EM. The common method 

to measure discretionary accruals is aggregate accruals which is the starting point or 

approach found in the accounting literature for measuring EM. The total accruals are 

made up of DA representing EM and non-discretionary accruals which are also de-

termined economically. However, managers usually find ways of utilizing their dis-

cretion over accounting options to smooth earnings [13]. DA may either be increasing 

(positive) or decreasing (negative), based on the inherent motivations in each firm. 

Positive EM reflects various motivational factors, such as seasonal equity offers, rais-

ing price of stock or trying to meet earnings forecast. On the other hand, negative EM 

connotes other motivational factors, such as averting cost of regulations. In Nigeria, 

depending on the inherent motivation of individual firms, the discretionary accruals 

may be either negative or positive.  

To calculate DA, total accruals are collected. There are two methods for calculat-

ing total accruals according to some prior studies. First, is the use of the balance sheet 

approach [14]. The balance sheet is estimated as follows:  

 TACt = ΔCAt - ΔCasht - ΔCLt + ΔDCLt – DEPt   (1) 

Where: 

ΔCAt = Change in current assets in year t 

ΔCasht = Change in cash and cash equivalents in year t 

ΔCLt = Change in current liabilities in year t 

ΔDCLt = Change in debt included in current liabilities in year t. 

DEPt = Depreciation and amortisation expense in year t 

The second method is estimated using the cash flow approach as used by other schol-

ars [15, 16, 17, 18].   

The approach is stated below: 

 TAC t = Income t – Cash Flow t (2) 

Where: 

Income t = Earnings before extraordinary and abnormal items in year t 

Cash Flow t = Operating cash flow in year t  

In a bid to distinguish between the two approaches, [19] examined the approaches and 

reported that the cash flow method is much better than the balance sheet method when 

firms undergo mergers or acquisitions. However, [20] argued that non-articulation 

events, especially mergers or acquisitions, may separate the relationship between 

balance sheet working capital changes and revenue and expenses accrued in the in-
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come statement. Further, the balance sheet method is biased when calculating accruals 

for items that may be considered discretionary for companies which have ceased op-

erations. Consequently, this present study employs the modified Jones approach to 

estimate total accruals (TA). 

3 Earnings Management Models 

Various models for detecting accrual-based EM have been developed by [14]. Until 

now, the Jones model and the modified Jones model [13] have drawn the attention of 

scholars in EM research. These models are considered as the best and most powerful 

for testing EM. Although [21] model has become a focused on in accounting research. 

This model seeks to measure EM by using aggregate mean accruals in the estimating 

period as non-DA measure. This measurement model was the first to evaluate the 

extent of managers’ manipulation. Hence, accruals are recognised as the difference 

between operating cash flows and earnings reported. The DA is measured as follows: 

 

 EDA it = TA it / A it -1 (3) 

 

Where: 

EDAit = Measured discretionary accruals for the period; 

TAit = Aggregate accruals for the period; 

Ait-1 = Overall assets at the beginning of the period 

 

3.1 The DeAngelo (1986) Model 

Consequent upon the observed shortcomings associated with the Healy Model of 

previous year’s benchmark for expected accruals, [22] attempted to provide a new 

model, where DA are measured by estimating the difference between current year’s 

total accruals and previous year’s total accruals. The model is as below: 

 

 EDA it = TA it / A it -1 (4) 

Where: 

EDAit = Measured discretionary accruals for the period; 

TAit = Aggregate accruals for the period; 

Ait-1 = Overall assets at the beginning of the period 

Consequently, this model was criticized as a result of misclassifying non-DA to be 

used as discretionary. Again, the previous year could have been used as a benchmark 

for expected accruals but comprise manipulated earnings [23]. 
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3.2 The Jones (1995) Model 

A more powerful model was established by [14]. Her model includes plant, property 

and equipment (PPE) as measures of non-DA to ensure that changes in the DA accru-

als that stem from depreciation and firm business activities are controlled. The model 

is shown below: 

 

 TAC it = α (1 / TA it -1) + β1 (Δ REV it / TA it -1) + β2 (PPE it / TA it -1) + εit (5) 

Where: 

TAC it = aggregate accruals. 

TA it -1 = the book value of total assets of firm i at the end of year t -1, 

Δ REVit / TA it -1 = sales revenues of firm i in year t less revenues in year t–1 scaled 

by TA it -1, 

PPE it / TA it-1 = gross property, plant and equipment of firm i at the end of year t 

scaled by TA it-1, 

α β1, β2 = estimated parameters,  

εit = the residual.  

Many studies have considered the [14] model as the best and most powerful [24] over 

Healy’s and DeAngelo’s models due to their DA which are inclined to opportunistic 

behaviour and the performance hypothesis. The [14] model has also been found to be 

more effective when run with cross-section analysis, thus providing additional control 

than when run with time-series. 

3.3 The Modified Jones (1995) Model 

Dechow et al. [13] criticised [14] model and argued that managerial decision on cred-

its should not be disregarded by the model. Hence, the Jones model was slightly mod-

ified to recognise accounting variations in income receivables in the event period. So, 

managers reverted to manipulating earnings on credit sales rather than cash sales. The 

modified Jones model (MJM) allows credit sales variations during the period of the 

event because of EM [25]. The model is as follows: 

 

TAC_it/TA_(it-1) =α_0+α_1 (〖1/TA〗_(it-1) )+α_2 [((〖∆REV〗_it-〖∆REC〗_it 

))/TA_(it-1) ]+ α_3 (PPE_it/TA_(it-1) ) 〖+ε〗_it (6) 

Where: 

TAC it = Aggregate accruals. 

TA it -1 = the book value of total assets of firm i at the end of year t -1, 

Δ REV it / TA it -1 = sales revenues of firm i in year t less revenues in year t – 1 

scaled by TA it -1,  

Δ REC it = the change in accounts receivables. 

PPE it / TA it -1 = gross property, plant and equipment of firm i at the end of year t 

scaled by TA it -1, 
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α= α 1 α 2 α 3 = estimated parameters. 

εit = the residual 

3.4 The Kasznik (1999) Cash Flow Model 

In measuring EM, [17] extended [13] and [14] Models by specifically including the 

change in cash flows from operating activities as an explanatory variable due its nega-

tive correlation with total accruals. Hence, he estimated the following cross-sectional 

model: 

TAC_it/TA_(it-1) =α_0+α_1 (〖1/TA〗_(it-1) )+α_2 [((〖∆REV〗_it-〖∆REC〗_it 

))/TA_(it-1) ]+ α_3 (PPE_it/TA_(it-1) )+α_4 (〖∆CF〗_it/TA_(it-1) ) 〖+ε〗_it (7) 

Where, 

TACit  = Net income minus cash flows from operations 

ΔCFit   = Change in cash flows from operations in year t  

Therefore, the same calculations used by the Jones Model to estimate the non-DA and 

DA were used with the addition of change in cash from operations. 

3.5 The Francis et al. (2005) Cash Flow Model 

Francis et al. [15] suggested that quality of accruals is an alternative proxy for EM. 

Consequently, [26] argued that quality of earnings is more beneficial if accruals are 

better related, which can be realised by operating cash flows in the preceding, current 

and subsequent periods. The model is an extension to [26] model of accruals quality 

by adding two new variables, namely, revenue changes (∆REV) and plant, property 

and equipment (PPE). The two added variables are scaled by average total assets [16]. 

However, [17] further argued that for extracting error in estimation, it is necessary to 

control the two additional variables. The model is depicted below: 

 

TCA_it=α_0+ α_1 CFO_(it-1)+ α_2 CFO_(it+1 )+ α_3 CFO_(it+1 )+ α_4  ∆REV_(it 

)+ α_5  ∆PPE_(it ) 〖+ε〗_it     (8) 

Where: 

TCA = Total current accruals 

CFO = Cash from operations 

∆REV = Change in Revenue 

PPE = Property, plant and equipment 

εit = The residuals (a minimum three years’ firm data residual is required). 

4 Conclusion 

This study focuses on descriptive relationship with the aim of examining moderating 

effects of some key determinants in the relationship between Audit Committee and 
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Earning Management on the Financial Reporting Quality in Nigerian listed firms. In 

Nigeria, however, following the accounting scandals surroundings collapses, several 

companies with poor AC performance, have called for the need to identify factors that 

can effectively enhance AC performance to suit the Nigerian business horizon. Con-

sequently, the revised CCG and the CAMA provide a unique AC composition by 

including shareholders. The AC composition in Nigeria now is made up of three non-

IND and three shareholders under section 359 (3 & 4) and Part E Article 30 [6, 11]. 

Contrary to what is obtainable in most of the developed countries, such as in the US 

and the UK, where ownership of shares is dispersed, share ownership in Nigeria and 

most emerging economies around the world is tilted towards concentration, where 

shares are owned by various and identifiable interest groups, such as individuals, 

foreigners and managers. Further, Nigeria’s political history offers a clear view of 

how developing shareholder activism as corporate governance mechanism can suc-

ceed in a country with a political background, like Nigeria. The study has confirmed 

that the Modified-Jones accrual model by [13] is the most reliable and consistent 

model to detect manipulative financial report, using manager’s discretionary right of 

accounting methods choice and estimates. Findings from this study (if supported) are 

expected to restore investors’ confidence such that foreign and domestic investors’ 

can invest in firms listed on the Nigerian capital market without any fear. Additional-

ly, we also hope that the research will be of benefit to the regulators in taking the 

necessary actions to overcome matters related to scandals, failures, and improve fi-

nancial reporting quality. 
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