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ABSTRACT

The goal of the study was to examine the implications of Real and Accrual earnings management on
Efficiency and Customer satisfaction of manufacturing firms in Nigeria. The study adopted census
sampling method and longitudinal ex-post facto design using data from financial statements of firms
listed on the Nigeria stock exchange for the period 2003 to 2022. Hausman test, Multiple Regression and
various diagnostic tests were conducted on data set. Result indicate that Discretional Accruals, Related
party transactions, and Real earnings management all exert significant impacts on internal efficiency;
while discretionary accruals had significant negative effect, the effect of real earnings management is
positive thus indicating a trade-off. Discretional Accruals, Related party transactions, and Real Earnings
management have significant effects on customer loyalty although there is a reverse relationship. The
study also provided evidence that it is real earnings management that improves internal efficiency in
terms of overall resource use by manufacturing firms in Nigeria. Real earnings management improves
customer loyalty while accrual earnings management reduces customer loyalty. We recommend managers
should improve real earnings management in order to improve internal efficiency and customer loyalty
for long term profitability and growth. Results reveal that customer loyalty favors firms with real earnings
management strategy necessitating minimization of costs of accruals earnings management over time.
Keywords: Earnings Management, Internal Efficiency, Customer Loyalty

1.0 INTRODUCTION

Many fraudulent activities occurred in the past two decades which has attracted the attention of various
stakeholders and ignited interests on Earnings management. Earnings management is the deliberate
application of inappropriate accounting policies or indulging in complex and inappropriate transactions
with the motive of blurring the true position of earnings to stakeholders. The consequences of earnings
management is tragic resulting in bankruptcies such as Xerox, Enron; WorldCom (2002), Saytam. In
Nigeria, Corporate failures such as Intercontinental bank, Oceanic bank, continental Merchant bank,
African Petroleum, Main Stream Bank Plc and Cadbury Nigeria Plc are few examples.

These failures have eroded the confidence of stakeholders on financial reports published by entities and
call to question the role directors and auditors play in the malaise. The motives for falsification of
financial reports are varied. This may arise from desire to present rosy picture of stability of earnings
(signaling) , executive compensations tied to higher earnings, contractual agreements, debt covenants ,tax
cuts, to enhance pricing of shares in the capital markets and regulatory concerns. The consequences of
earnings management is enormous and detrimental to the well-being and growth of the firm. First, when
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earnings management is known by investors, confidence and trust is dampened and reliance on firms’
financial statement for investment decision is destroyed and investors are likely to withhold or withdraw
their current investment. Secondly, falsification of financial statements are unethical, illegal and may
result in penalties or criminal charges. Thirdly, firm’s reputation and public image can be damaged
making it difficult to regain the trust of customers, investors, and suppliers, which can eventually lead to a
reduction in sales and a decrease in the firm’s market value. Also, cost of raising capital will increase as
investors and lenders will require high-interest rates and more restrictive terms and conditions because of
expected risk, and this may limit the firm’s ability to access liquidity.

According to resource based theory firms achieve success through internal efficiency. Internal efficiency
is a combination of resources that are valuable, rare, inimitable and non-substitutable (Barney, 1991)
These resources which include physical, human and organizational resources makes it possible for
businesses to develop and maintain competitive advantages, to utilize these resources and competitive
advantages for superior performance (Collis & Montgomery, 1995; Grant, 1991; Wernerfelt, 1984).).
Strategic vision resources considered the most advanced or the highest level are provided by top
management and gives direction to the profitability and long term sustainability of the firm. However,
earnings management decision is one decisions management could take, the implications of which will
affect the long term survival of the firm. Supporting the Resource theory is the knowledge based theory
which asserts the intrinsic value of human beings in achieving organizational objectives. Human
resources rely on financial reports as labour will gauge the percentage of earnings applied to
compensation. Falsified earnings can trigger labour crisis when increase in wages is not commensurate
with reported earnings. The fear of bankruptcy of the firm due to earnings management can trigger lack of
motivation and commitment by employees. There is also the possibility that earnings management can
trigger labour mobility of human resources that is irreplaceable in terms of experience, superior skills and
commitment.

A firms’ earnings and profitability is tied to the customers. Customer loyalty depends on product brand
and customer satisfaction which is linked to customer experience. Customer loyalty is the “strength of
the association between an individual’s relative attitude and repeated patronage (Alt and Agardi, 2023;
Sombultawee & Wattanatorn, 2022). According to Ali et al.(2014) customer experience is “ total and
subjective feedback from customer association with a product or service and may also include customers’
cognitive ability and effect. Therefore loyalty is a function of perception and interpretation of services
rendered either through the product quality or by service rendered by service providers. Consequently,
customer retention and loyalty are some of the challenges faced by businesses. In this regard, retaining
customer loyalty are some of the issues frequently encountered by numerous businesses. Many factors
contribute to loss or reduction of customer patronage and increase customer switching behavior some of
which include loss of trust, unmet expectations. , entry of trusted alternative service providers, competitor
attraction strategies, and unethical practices (Ernst and Young, 2017). Maintaining a good customer base
require customer satisfaction and good will from the customers that they will return to patronize the
products. This will in turn affect patronage and profitability and long term stability of the business.
Earnings management have negative consequences on customers’ perception of the business, bad
reputation and if found out by customers and suppliers can alter patronage.

To obviate this misalignments of managers interest and achieve goal congruence many theoretical opinion
suggest that internal mechanisms and regulators can tame the tide of earnings management anomaly
through enforcements of regulations and corporate governance (Heugens, Van Essen, & Van Oosterhout,
2009). However, the efficacy of these two pronged strategies is debatable.

Prior studies examined whether earnings management is connected to specific events or incentives.
Traditionally agency theory is viewed as the cause of earnings management indicating that earnings
management determines reported earnings. Other studies have challenged this traditional theoretical
proposition by showing that performance determines earnings management (Alexander & Hengky, 2017;
Debnath, 2017; Sari, Djohanputro, & Kountur, 2021). It has been argued that a firm's managers may
attempt to reduce current reported earnings when the previously reported earnings are high. On the other
hand, the argument holds that a firm's managers may increase current reported earnings when the
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previously reported earnings are low (Kallunki & Martikainen, 2003; Tabassum, Kaleem, & Nazir, 2015;
Zang, 2012)

While many studies focus on the direction of flow between performance and earnings management and
financial reports which serve external users, there is however paucity of studies on internal efficiency and
customer loyalty which promotes long run stability and growth of the business. This study therefore
deviates from other studies and tries to investigate how earnings management affect internal efficiency
and customer loyalty.

2.0 Literature Review

2.1 Theoretical Underpinnings

Earnings management is constantly viewed from the theoretical prism of agency conflict proposed by
Jensen and Mecklings (1976). The managers are purported to pursue selfish interest which misaligns with
that of the principal hence the monitoring role must be instituted to enforce goal congruence
(Roychowdhury, 2006). Secondly, the signaling theory which carries the reasoning that managers
involved in earnings management do so to convey secret information to the capital market with the
promise of a future stellar performance (Gunny, 2010 ). Positive accounting theory (Watts and
Zlmmeran) attributes earnings management to desire of management to increase bonus when
compensation is tied to bonuses, to avoid breaching debt covenants when near default and political
patronage. However, contrasting with agency theory and Positive accounting theory is the stewardship
theory which propagates the idea that managers are good stewards and will act in the overall interest of
the business, obeying rules and regulations and pursuing without monitoring the overall interest of the
entity which is in congruence with the motives of owners. Aligning with internal efficiency is the
Resource and knowledge based theory with the focal points that firm assets; material, human and
organization drives the internal efficiency and sustainable growth which leapfrogs competition. The
intangible and intrinsic value of human resources engender growth and prosperity. In considering related
party transactions, one school of thought align with the agency theory that related transactions could
trigger agency conflicts and promote tunneling and expropriation of assets while the efficient transaction
hypothesis enumerates many advantages derived therein from related party transactions. These
theoretical predictions form the springboard for this study as no theory is considered in isolation.

2.2 Conceptual Framework

2.2.1 Earnings Management

The intentional alteration of earnings to a predetermined number not reflecting the true revenue and
expenses in a financial statement is referred to as earnings management. The motives for earnings
management are varied and include window dressing, to meet financial targets either internal or external
expectations, tax cuts or income smoothing. Earnings management can be categorized into two:

2.2.2 Accrual Earnings Management

Accrual originates from the accrual concept where expenses and income can be recognized immediately
they occur and not when payments are made. In other words they are accrued. There are two types of
accruals. Discretional and non-discretional accruals. The portion of accruals that can be subjected to the
discretional choices of managers are susceptible to manipulations while hiding behind accounting rules
and principles is referred to discretional accruals. That portion of total accruals not incurred in the
ordinary course of business activity and is not directly discernible but has impact on the quality of
earnings and value of information. Discretionary accruals do not reflect the true value of the financial
performance of the organisation. Managers with opportunistic behaviour use discretional accruals to
misinform and alter financial information. However, according to Chang et.al 2010 if managers can act
without self-interest discretional accruals can translate to a useful financial information tool.

2.2.3 Real Earnings Management

Real earnings management (REM) originated by Schipper (1989) refers to the timing of financing and
investment decisions to manipulate reported earnings using real business activities the impact of which is
linked to operating cash-flows. According to Chowdhury (2006) real earnings management connotes
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deviation from usual operating norms, perpetuated by managers with the intent to deceive some
stakeholders into trusting that some specific financial reporting objectives are accomplished in the course
of normal operational events. Ewert and Wagenhofer (2005) defines real earnings management as
variations in the structure of real business activities aimed at altering earnings. Thus from the foregoing
definitions, this study defines real earnings management as mechanisms used to predetermine earnings
based on timing of operating, investing and financing activities.. These decisions have a direct
consequence on operational cash flows and ultimately on earnings. In summary, executives influence the
real operating decisions to satisfy their personal interests which do not translate to a credible and reliable
depiction of economic performance of the organization..

2.2.4 Related Parties Transaction

According to IAS 24 a related party is a person or an entity that is related to the reporting entity. A
related party transaction is a transfer of resources, services or obligations between a reporting entity and a
related party, regardless of whether a price is charged. If an entity has had related party transactions
during the periods covered by the financial statements, related party transactions (RPTs) can have a dual
nature. On one hand, these transactions may be considered sound business exchanges, fulfilling the
economic needs of the company. On the other hand, RPTs may be considered a mechanism to exploit
company resources as a consequence of existing conflicting interests. These two propositions are
anchored on two different theoretical basis. The conflict of interest propositions is in line with the agency
conflict and perceives type 2 agency problem where majority shareholders indulge in asset expropriation
and tunneling resources away from the firm through related party transactions. The efficient transaction
hypothesis on the other hand is premised on the belief that related party transactions are not harmful/ The
hypothesis predicts that RPT have the advantages that parties’ representatives are appointed to board as
members and this ensures improved co-ordination of activities, encourages familiarity amongst members
and results in rapid feedback mechanism insightful and reciprocal exchange of ideas that are not
obtainable in arm’s length transactions. It creates convenience, mitigates delays and compensates parties
for increased risks

2.2.5 Customer Loyalty

Customer loyalty is an ongoing positive relationship between a customer and a business. It’s what drives
repeat purchases and prompts existing customers to choose your company over a competitor offering
similar benefits. People are loyal to a brand because they associate it with a positive experience, such
as great customer service, feeling connected to brand values and ideals, or consistently high product
guality. loyalty happens as a result of multiple positive interactions that build up a feeling of trust over
time. It also doesn’t mean that every interaction has to be perfect. Customer loyalty can withstand a few
negatives, although too many will break down the strength of the connection.

The willingness of customers to return to patronize a business known as goodwill will ensure high
revenue and long term profitability of a business. Many businesses fail due to low patronage Customers
will willingly return when satisfied with product quality and services rendered. Good knowledge of
customer satisfaction level may help a company to enhance their customer services thereby increase their
sales turnover and revenue as a result of loyalty enjoyed from the customer.

2.2.6 Internal efficiency

Firm efficiency refers to the speed of conversion of inputs to output and the use of material, human and
organizational resources to maximize gains. Firm efficiency focuses on the optimality of resource
allocation and utilization. However, firm performance is different as the firm's performance may depend
not only on its efficiency in maximizing utility but also on the market where such a business operates.
From an economic standpoint, sources are limited, and each individual faces the scarcity problem since
sources cannot satisfy people as much as they wish to produce (Mankiw, 2014). Managers face the
challenge of allocating the sources and generating the maximum output for the companies. Inefficient
management creates unnecessary waste in production or even leads to a failure of a business through
mismanagement of inputs.
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2.3 EMPIRICAL REVIEW

Zang and Yang (2024) investigated how earnings management of listed companies act on the investment
efficiency and the adjustment effect of the supervision of independent directors of firms listed on the
Shanghai-Shenzhen A-shares from 2018 to 2019 using multiple regression analysis method. The results
show that earnings management has a negative effect on investment efficiency, supervision of
independent directors can weaken the negative impact of earnings management on investment efficiency.
Assad, Jafar and Zervopoulos (2023) examined the impact of real earnings management on various
aspects of investment efficiency, including overinvestment and underinvestment. The study utilized a
sample of 11,172 firm-year observations from publicly listed companies domiciled in the U.S using
generalized method of moments (GMM) and multinomial logit with two-way dimensional clustering.
Result disclosed negative relationship between these two variables. Specifically, a negative association
exists between a controlled or low-level of real earnings management with underinvestment and
overinvestment. These findings imply that REM is a critical determinant of investment efficiency.
Therefore, reducing REM can enable firms to optimize their investments more effectively.

Thu (2023) investigate the simultaneous impact of business strategy and earning management on the risk
of financial distress. The sample for the study includes information from 601 companies that are listed on
the Ho Chi Minh City Stock Exchange between 2010 and 2021. The finding indicates that there is a high
risk of financial distress for companies that manipulate earnings by increasing discretionary accruals
value. However, if firms manipulate earnings through real operations, the risk of financial distress is
reduced.

Brass, Maccarthy and Ine-Tonbarapa (2022) examined earnings management and financial reporting
quality of listed insurance companies in Nigeria for the period 2013 to 2019. The findings of the study
were that there is significant relationship between accrual earnings and faithful representation of
insurance companies in Nigeria. There is insignificant relationship between earnings persistence and
faithful representation of listed insurance companies in Nigeria and there is significant relationship
between accrual earnings and relevance of listed insurance companies in Nigeria.

Chaity and Islam (2022) studied the relationship between bank efficiency in terms of corporate
governance guidelines and the extent of practice of earnings management of listed private commercial
banks of Dhaka Stock Exchange over the period of 2007-2016. Findings show banks on average, display
efficiency of 80.84% and average value of discretionary loan loss provision of 0.4249 indicating the
presence of earnings management. The relation between earnings management and efficiency score in
both cases of two-step system generalized methods of moments (GMMs) and difference GMM are found
to be negative implying increases in efficiency correspondingly reduces earnings management by the
private commercial bank.

Zimon et.al (2021) investigated the impact of earnings management and related party transactions on
corporate financial performance in Iran for the period 2013 to 2018 using a sample of 108 Iranian
manufacturing companies listed on the Tehran Stock Exchange with Random effects model Results show
negative association between real earnings management and corporate financial situation, while accrual-
based earnings management (AEM) and firm value are correlated positively. However, market measure of
Tobin’s Q found no significant link between variables of study. The study also revealed related party
transactions is negative to both accounting and market performance because managers probably consider
it a mechanism to exploit enterprise resources owing to existing conflict of interests. Moreover, purchase-
related party transactions lead to lower ROA, whereas sale-related party transactions and Tobin’s Q are
correlated negatively. Moreover, weak internal control has a positive moderating influence on the linkage
between AEM and Tobin’s Q index. Finally, evidence suggest a positive association of sale growth and
institutional owners with ROA and Tobin’s Q, although financial leverage and mergers and acquisitions
(M&A\) have a destructive effect on corporate value.

Essien. et al (2021) examined the relationship between Creative Accounting Methods and Corporate
Failure in the Nigeria,. The results showed that creative accounting has a positive effect on corporate
failure, specifically income smoothing and artificial transactions revealed the presence of creative
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accounting techniques in the industry. However, accounting policy choice showed a contrary result,
though this did not invalidate the fact that there is the presence of creative accounting.

Odo and Ugwu (2020) evaluated the contribution of creative accounting practices on the performance of
deposit money banks in Nigeria.. The results of the analyses showed that creative accounting contributes
significantly to non-financial and financial performance of banks in Nigeria.. The research concludes that
creative accounting negatively affect banks in Nigeria as decisions made based on the information so
provided were deceptive hence the reports of corporate collapse as a result of such actions.

Edi and Jessica (2020) investigated the influence of firm characteristics and good governance
characteristics to earnings management behavior. Furthermore, the research is expanded to determine the
predictive discretionary accruals models in Indonesia for the period 2014 to 2018. The study used firm
characteristics factors proxies; financial performance, firm size, leverage, and share issuance activity
while good governance characteristics were proxied as board of directors’ size and auditor’s size.
Findings indicate firm characteristics accentuate earnings management behavior significantly. The
research also find that discretionary accruals model of Jones, Dechow, and Kothari are predictive
Siyanbola et al. (2020) investigated influence of creative accounting on investment decisions. It was
found that creative accounting positively but insignificantly affects investments. There are positive effects
and benefits in terms of profit management, which directly depend on the current motivation of
management.

Roychowdhury (2006) found evidence consistent with managers manipulating real activities to avoid
reporting annual losses. Specifically, the evidence suggest price discounts to temporarily increase sales,
overproduction to report lower cost of goods sold, and reduction of discretionary expenditures to improve
reported margins.

Gunny (2010) examined the relation between Earnings Management Using Real Activities Manipulation
and Future Performance and found that firms engaging in RM to just meet earnings benchmarks have
relatively better subsequent performance than firms that do not engage in RM and miss or just meet the
benchmarks.

Beyer et al. (2018) examined Real Earnings Management by Benchmark-Beating Firms Implications for
Future Profitability. The study found positive relation between REM and future profitability is limited to
firms that have less robust information environments (measured with stock return volatility, bid/ask
spread, and analysts following), more costly REM (measured with market share and financial health), and
fewer incentives to meet short-term earnings benchmarks (measured with market-to-book ratio, transient
investors, and seasoned equity offering).

Vorst (2016) examined Real Earnings Management and Long-Term Operating Performance, the Role of
Reversals in Discretionary Investment Cuts. The study found that a reversal of an abnormal cut in
discretionary investments in the year after the cut has taken place is indicative of real earnings
management. The study further found that, on average, reversing cuts are associated with lower future
operating performance, but that such results vary significantly depending on the various incentives to
engage in REM, as well as other factors that affect its associated costs and benefits.

Rafizadeh (2016) examined the relationship between related party transactions and financial performance
of companies listed in Tehran Stock Exchange during the period of 2009-2013.The research results
showed that a significant relationship existed between related party transactions and financial
performance of companies listed in Tehran Stock Exchange.

Mumbi (2016) analysed the relationship between related party loans and bankruptcy probability of
commercial banks in Kenya from 2013 to 2015 fiscal year. With 43 commercial banks investigation using
published secondary data, a descriptive methodology; SPSS result showed a positive correlation between
related party lending and bank bankruptcy.

Bianchi, et al. (2014) assessed how Italian companies have implemented the regulation on related party
transactions enacted by Consob in 2010. With descriptive analysis on secondary data collected from
Italian Stock Exchange on 125 samples of listed Italian companies at the end of 2010, the results showed
that corporate governance characteristics of the companies determined the extent of related party
transactions application.
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Maigoshi, et al. (2016) investigated how and why managers or controlling shareholders use related party
transaction as a convenient means to perpetrate accrual- based or real based earnings management. the
result showed that earnings management could be affected with the aid of related party transaction.
Suffian, et al. (2018) investigated the management of related party transactions in earnings quality. Using
empirical literature review supported by agency theory as related to listed companies in Malaysia, the
result showed that related party transactions affect earnings quality.

Chen and Wu (2010) analysed the effect of ownership concentration and its impact on related party
transactions in Taiwan and China. Using secondary data, the results from descriptive and regression
analysis showed that higher ownership concentration speeds up related party transactions.

Bhandari, et al. (2017) investigated the association between related transactions a firm’s capital allocation
efficiency in the U.S.A. Samples were drawn from S&P 1500 firms in 2001, 2004, 2007 and 2013 which
identified 6,489 firm year observations. The study used tone and business-related party transactions as
well as investment sensitivity as independent and dependent variables respectively. With descriptive and
Pearson correlation analyses, the results showed that tone related party transactions but not business-
related party transactions are associated with distorted investment sensitivity.

3.0 METHODOLOGY

3.1 Research Design

The study adopts longitudinal and ex-post facto design The researcher uses census sampling method in
gathering data.). The design for the study is ex-post facto because the data derived is based on past
financial statement published by the manufacturing firms on the websites and publications at the Nigeria
Stock Exchange website. Census sampling method was used in the study.

3.2 Variables of study

Independent variables

The independent variable in the study is classified into accrual based earnings management (AEM) and
real based earnings management (REM).

Accrual Based Earnings management (AEM)

For the purpose of this study therefore, the modified Jones model (1995) was adopted to measure
accrual-based earnings management (AEM).

TACit= Nlit- CFOit

Where;

TACi:= Total accruals of firmi in year t,

Nli=  Netincome of firmi in year t,

CFOi= Operating cash flow of firm i in year t.

The study used the parameters of the modified Jones model (1995) through the linear regression model of
the sample of selected companies for each year in calculating discretionary accrual as follow:

TAC 359 AREV | ,—AREC |, PPE .
Afr-s = (J“vl..)-f'(!:( Ay ) S(K)‘FE"

where:

TAC = Total accruals

Aii_» = The hook value of total assets for company i in year t-1,

SREV it = The change in revenue for company i between year t andyear t-1.

A REC i = The change in account receivables for companyi between year t and year t-1,

PPE = The total property, plant and equipment of company i in year t,

"o.r.2.3 = Estimated parameters.

Eit =The residuals
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And by applying the model above on the companies under consideration for each year of the study
(2003-2022), the non-discretionary accruals were then calculated using the equation:

NDAC"_& ( 1 )+a (ARE\’i,—ARECi,)+a (PPE,-,)
F LV Y Aje- :

it=1

Where;

NDAC = The non - discretionary accruals to gross assets for company i in year t

N\ REV it = The change in revenue for company i between year tand year t-1.
/\REG ;= The change in account receivables for companyi between year t and year t-1,
PPE j; = The total property, plant and equipment of company i in year t,
"o.r.2.3 =Estimated parameters.

Eii = The residuals

Real Activity Earnings Management (REM)

Real activity-based earnings management (REM): Roychowdhury (2006), Zang (2006) and Gunny (2005)
considered three measures in studying the degree of real earnings management: the cash flow from
operating activities abnormal levels, expenses discretionary in nature and costs of production. We adopt
production measure to measure real earnings management in this study

PROD:i:
TAit aot 1 + ouSALESi: + a2ASALEi1 + a3ASALESIt-2
TAit1 TAit1TAit1 TAit1
TAit1 = is total assets for firm i year t-1
PROD:; = is sum of cost of sales and change in inventory during the year for firm
year t
ASALE it = is sales for firm i year t
ASALEit-1 = is change in sales for firm i from year t-1 to year t
ASALESit-2 = is change in sales for firm i from year t-1 to year t-2

Related Party Transactions

Also, related party transactions was proxied as another form of Real earnings management The natural
logarithm for related party transactions as published in the annual financial statements of listed
manufacturing firms in Nigeria between 2003 to 2022 as reported according to the International
Accounting Standards (IAS 24)..
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Dependent Variable

Customer Loyalty: This study measured customers' loyalty with percentage change in sales revenue growth which
was measured as:

Sales Revenue for the current year minus Sales Revenue for the previous year X 100

Sales Revenue for the previous year
Internal Efficiency:

This study employed efficiency ratio of Inventory Turnover which measures the efficiency in the utilization of

financial resources of the organization as a measure of internal efficiency:

Inventory Turnover (IT) =

Control variables

Cost of Goods Sold
Average Inventory

The control variable for the study is Board independence, audit quality, and chief executive duality. The goal is to

ascertain how these corporate governance variables can mitigate or moderate the effect of earnings management.

Measurement of Variables summarized on Table 3.1 below:

Independent Measurement Expected
Variable Sign
Accrual Earnings Modified Jones Model 1995 Negative
management
Real Earnings cost of production measure Negative
Management changes in sales divided by total asset (Roychowdhury (2006), Zang (2006) and

Gunny(2005)
Related Party The natural logarithm for related party transactions as published in the annual financial | Positive/
Transactions statements of listed manufacturing firms in Nigeria 2003 to 2022 as reported according | Negative

to the International Accounting Standards (1AS 24).
Dependent
Variable
Internal Efficiency | efficiency ratio of Inventory Turnover which measures the efficiency in the utilization Positive

of financial resources of the organization thus:

Inventory Turnover (IT) = Cost of Goods Sold

Average Inventory

Customer customers' loyalty with percentage change in sales revenue growth which was measured | Positive
satisfaction as:

Sales Revenue for the current year - Sales Revenue for the previous year x 100

Sales Revenue for the previous year 1

Control Variables:
Board board of directors’ independence was measured as the percentage of independence non- | Positive
independence executive directors on the board to the board size or to the total number of directors in a

given quoted manufacturing firm
Audit Quality Big 8 Auditor’, which is a dummy variable equal to one if the auditor is one of the positive

largest eight auditors in Nigeria (DeFond, Wong, and Li 2000; Chan, Lin, and Mo

2006; Chen et al. 2011). It includes the international Big 4 auditors, KPMG, PwC, EY,

and Deloitte, as well as the four largest domestic Nigeria auditors,
Chief Executive For CEO occupying dual position of Chairman/ CEO 0 and Separation of CEO and Negative/
Duality Chairman 1 positive
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Model specification
INE=Bo+ B1ARM + B.REM + B3sLogRPT + B4PLogBID +B1CED+ B,ACE+ BsAUQ+ Uxt............... (ix)
CUL=Bo+ B1ARM + B.REM + BsLogRPT + B4PLogBID +p3.:CED+ B,ACE+ B3AUQ Uyt

RESULTS

4.1 Descriptive Statistics

Table 4.1 presents annualized mean, annualized standard deviation and other summary statistics on the
accrual, earnings management, and internal efficiency and customer loyalty indicators for the selected
firms in Nigeria.

Table 4.1: Descriptive Statistics of the Panel Data for Firms

Variable Mean Max. Min. S.D. Skewn. Kurt. J-B Obs.
INE 22.11 4212.2 -11.41 259.92 14.68 219.73  829099.9 (0.00) 416
CUs -4.60 1.00 -898.19  61.69 -14.28 205.35  723852.0 (0.00) 416
AEM 11.37 18.41 5.94 1013.20 -0.02 2.60 2.81(0.24) 416
REM -0.67 90.85 -191.37 13.34 -10.54 158.21  425273.9 (0.00) 416
RPT 16.58 20.43 10.96 2.08 -0.34 2.78 8.89 (0.00) 416
AUQ 0.86 1.00 0.00 0.35 -2.05 5.22 377.44 (0.00) 416
BID 1.33 11.00 0.00 2.16 1.95 6.62 489.54 (0.00) 416

Average internal efficiency measure is at 22.11 percent, which is relatively low, while average customer
loyalty measure is -4.6, indicating an average loyalty score that is essentially low. For each of the firm
performance variables, the J-B statistics are high and easily passed the significance tests at the 1 percent
level indicating that the datasets are non-normally distributed. These show clear cases of heterogeneity of
performance among the firms. Essentially, the non-normal distribution shows that there are strong firm-
specific influences on the outcome of each of the performance and determinant datasets reported in the
table. For the accruals, variable average discretionary accruals is 11.37 with a maximum of 18.14 and
minimum of .94. The standard deviation also shows that most of the companies had AEM scores that are
quite different from the mean value. In terms of the measures of earnings management, average real
earnings management (REM) is -0.67 which is generally, although the standard deviation score of -10.2
indicates that the actual firm scores are highly variable across the firms. The second measure of earnings
management is related party transactions which has a mean value of 16.58 and a low standard deviation of
2.08.

4.2 Correlation Analysis

The correlation matrix for the variables in the study is shown Table 4.3 below. From the Table, it is seen
that, apart from AEM and RPT which has a significant and positive correlation coefficient, the three
accruals and earnings management variables do not appear to be highly correlated. This shows that when
each of the earnings management quality factors among the companies are increasing, the other indicators
do not appear to be changing in the same direction. Thus, there is evidence that accruals and earnings
management among the firms take different dimensions in terms of intensity and strategic focus.
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Table 4.3: Correlation Matrix

Variable ARM REM RPT  INE  CUS
ARM 1
0.02
REM 072 1
011 007 .
RPT  (0.03)  (0.17)
041 094 049
cus 002 059 004 001 1
(0.68) (0.00) (0.36)  (0.91)

There is no correlation between customer loyalty and any of the other performance indicators,. Also, there
is clearly no correlation between internal efficiency of the firms and each of the other measures of firm
performance among the firms in the study.

Figures 4.1 to 4.3 also show the scatterplots for the relationships among the main explanatory variables

(accruals and earnings management).
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Fig. 4.3: ARM and RPT
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4.3 Tests of Time Series and Cross-sectional Properties of the Panel Data

4.3.1 Test for Normality

Fig. 4.4a: Kernel Density Test for ARM

Kernel density estimate

Fig. 4.4b: Kernel Density Test for REM
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Fig. 4.4d: Kernel Density Test for INE
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Fig. 4.4e: Kernel Density Test for CUS
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4.3.2 Cross-sectional Dependence Test

The cross-sectional dependence tests are also conducted for each of the equations estimated in the study.
The Pesaran cross-section dependence test results are presented in Table 4.4.

Table 4.4: Cross-section Dependence Test Results

Variables series

Pesaran CD P-value Breusch-Pagan LM P-value
tested
INE equation 6.03 0.00 293.5 0.00
CUS equation 9.39 0.00 337.6 0.00

Source: Author’s computations

From the results reported in Table 4.4, it is seen that the statistics of both of the test components (Peseran
CD and Breusch-Pagan) passed the significance tests at the 1 percent level (p < 0.01). This shows that
there is the presence of cross-sectional dependence in the estimates. The presence of cross-sectional
dependence indicates that the data may produce consistent but non-efficient regression estimates thus
rendering the standard errors biased. Apply direct panel data analysis technique may not yield the
efficient results that are amenable to policy recommendations. There is therefore the need to extend the
analysis technique to a method that takes cognizance of the cross-sectional dependence in the panel
dataset.

4.3.2 Unit Root and Cointegration Tests

In this study, the test developed by Levin, Lin and Chu (LLC) was used to examine the stationarity
properties of the homogenous panel. in order to account for the differences exhibited by individual banks
in their loan strategies, the Im, Pesaran and Shin (IPS, 2003) and the Augmented Dickey-Fuller tests
(which allow for heterogeneity in the panel’s cross-section and assumes a null hypothesis of no
cointegration in the panel data) are also conducted. The unit root test results are presented in table 4.5.

13



Uwogbeliadhim & Umobong.. ..... Int. J. Innovative Devpt & Policy Studies 12 (3):1-21, 2024

Table 4.5: Panel Data Unit Root Tests Results in levels

] Common unit process individual unit root process
Variables -
LLC IMP ADF PP-Fisher

INE -16.21 -4.06 85.11 169.1
CUs -2.75 -0.27 79.74 89.12
ARM 1.77 -1.15 109.6 29.82
REM -11.32 -3.60 135.1 155.1
RPT -1.29 1.86 58.48 154.1

Source: Estimated by the Author. Note: ** and * indicate significant at 1% and 5 % levels respectively;
IPS = Im, Pesaran & Shin; LLC = Levin, Lin & Chu

In the unit root analysis, only the tests for level variables are reported in the results since the variables are
essentially stationary at their levels. It can be seen that the coefficients of the test for all the variables in
their levels are stationary (given that the critical test values are higher than the test statistic). Given this
condition, it is shown that the variables are all integrated of the same order zero (i.e., 1[0]). This implies
that these variables will likely converge simultaneous in the same pattern, suggesting that cointegration
analysis can be performed for the variables with meaningful outcomes. Considering that unit root results
strongly indicate that the stationarity status of the variables are equal with each of the variables being I[0].
The long run conditions of the variable interactions can however be established to present a stronger
background for a dynamic relationship among the variables. Only the results of the Kao cointegration
tests are reported since these tests accommodate lesser degrees of freedom.

Table 4.6 shows the outcomes of the Kao panel cointegration test for each of the Equations. The
coefficients of each of the Kao test in each Equation are all significant at the 5 percent level. Thus, there
is strong evidence of panel cointegration. Based on the Kao residual-based cointegration test shown in
Table 4.6, the null hypothesis of no cointegration can be rejected at the 5 percent level for each of the
equations. Thus, the cointegration tests results show that there is a strong long run relationship among the
variables in the study. The dynamic panel data estimation framework can therefore be employed in the
empirical analysis.

Table 4.6: Panel Cointegration Test Result

Equation Kao statistic Prob.
INE 13.14 0.00
CuUs 2.10 0.04

Note: **, * indicates the rejection of the null hypothesis of no cointegration at the 0.01 and 0.05 level of
significance respectively

4.4 Regression Analysis

4.4.1 Test of Panel Estimation Framework

The result of the Hausman tests for each of the equations of the study are reported in Table 4.7.
Table 4.7: Result of Hausman Test of Random/Fixed Effect

Model Chi-Sq. Statistic Chi-Sq. d.f. Praob.
INE equation 21.11 6 0.00
CUS equation 13.37 6 0.00

Source: Author’s computations
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However, the previous analysis has confirmed the presence of cross-sectional dependence in the dataset.
Hence, the fixed effect regression alone may produce biased standard errors, thus making the estimates
inefficientl). In order to address the issue of cross-sectional correlation therefore, the panel corrected
standard error (PCSE) is also employed as an estimation strategy. The PCSE technique of estimating
panel data is expected to yield better estimates than the fixed effect method under the given characteristics
of the panel dataset used in this study.

4.4.2 Accruals Earnings Management, Real Earnings Management and Internal Efficiency

The results for the estimates with the internal efficiency as dependent variable are reported in Table 4.11.
In the result, the adjusted R squared value for the PCSE estimates is relatively low at 0.212. This shows
that only 21 percent of the variations in internal efficiency of the firms was explained in the model. The
individual coefficients of the estimated variables are however all significant at the 1 percent level. This
shows that both accruals and real earnings management exert significant impacts on internal efficiency of
firms in Nigeria.

Table 4.11: Accruals, earnings management and INE

Variable Panel OLS Panel Correlated Standard Errors

Coefficient  t-Statistic Prob. Coefficient  t-Statistic Prob.
ARM -4.191 -0.77 0.44 -1.233 -7.43 0.00
REM 0.112 0.12 0.91 0.070 7.59 0.00
RPT -4.937 -0.74 0.46 -1.083 -3.97 0.00
BID -4.734 -0.77 0.44 -0.728 -3.17 0.00
CED 124.758 1.07 0.28 32.929 5.83 0.00
AUQ 38.676 0.99 0.33 12.892 5.26 0.00
Adj. R-sq. 0.016 0.212

Source: Author’s computation

A closer look at the individual coefficients of the explanatory variables however reveals that while the
coefficient of accrual earnings management is negative, that of Real earnings management is positive.
This shows that accruals earnings management has a significant negative effect on internal efficiency of
the manufacturing firms. Efficiency in the utilization of overall resources in the firms is therefore shown
to decline for firms that strategise with accruals earnings management. Since internal efficiency is critical
for manufacturing firms, this result indicates that efficiency performance is firms in Nigeria is lesser for
firms that engage more in accruals earnings management. On the other hand, the coefficient of real
earnings management is positive and significant, indicating that real earnings management has a
significant positive impact on internal efficiency of the manufacturing firms. Thus, focusing on real
earnings management raises internal efficiency of the manufacturing firms by up to 0.112 percentage
points.

The coefficient of related party transactions in terms of earnings management is significant and positive.
This shows that related party transactions strategies tend to lead to improvement in internal efficiency of
manufacturing firms in Nigeria. The coefficient of BID is negative and shows that more independent
boards tend to limit internal efficiency of manufacturing firms. On the other hand, the result also shows
that the coefficients of CEO duality and audit quality are both positive. This, better audit quality among
these firms tends to improve internal efficiency of the firms.
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Customer Loyalty

The effects of the accruals and earnings management quality factors on customer loyalty of the firms is
examined and the results are presented in Table 4.13. Again, the fixed effects OLS estimates perform
poorly given the very low adjusted R-squared value. Moreover, only the REM coefficient passed the
significance test at the 1 percent level, all the other variables fail the test even at the percent level. The
focus is on the estimates of the panel correlated standard errors procedure. The R-squared is high at 0.997,
indicating that about 99 percent of the systematic variations in customer loyalty behaviour for the firms
was explained by the selected independent variables.

Table 4.13: Accruals, real earnings management and customer loyalty

Variable Panel OLS Panel Correlated Standard Errors
i

Coefficient t-Statistic Prob. Coefficient t-Statistic Prob.
ARM -0.258 -0.25 0.80 -0.161 -9.81 0.00
REM 2.744 14.96 0.00 2.729 266.38 0.00
RPT 0.383 0.30 0.76 0.258 6.96 0.00
BID 0.930 0.80 0.43 0.681 20.65 0.00
CED -1.186 -0.05 0.96 1.213 1.72 0.09
AUQ -7.215 -0.96 0.34 -7.266 -52.99 0.00
Adj. R-sq. 0.348 0.997

Source: Author’s computation

A quick evaluation of the individual performance of the explanatory variables shows that only the
coefficient of CED failed the significance test at the percent level. All the other coefficients pass the test
at the 1 percent level. In particular, the coefficients of accruals and real earnings management both pass
the significance test, although the coefficient of accruals earnings management is negative, while that of
real earnings management and related party transactions are both positive. This result therefore shows that
accruals earning management of the firms leads to decline in customer loyalty. On the other hand, real
earnings management and related party transactions reporting both lead to increased customer loyalty.
The results also show that board independence has a significant positive impact on customer loyalty. In
particular, more independent boards tend to result in higher customer loyalty of manufacturing firms in
Nigeria. The coefficient of audit quality is however negative and suggests that the quality of audit in the
firms significantly lowers customer loyalty. Chief executive duality however has no significant effect on
customer loyalty among the firms.

4.5 Robustness Test

In order to establish the robustness of the estimates in the study, multicollinearity test is conducted. The
multicollinearity test investigates the level of correlation among the independent variables in the model.
This test is important due to two major reasons. First, it validates if the dependent and the independent
variables has some level of relationship. Second it also discloses the degree of interrelatedness of the
independent variables (Greene, 2018) . The existence of a high degree of correlation of about 0.7 above
signifies that the models specified may suffer from multicollinearity which is a violation of one of the
basic assumptions of the classical linear regression model (Ighodaro and Adegboye 2020). Hence, a test
on multicollinearity was conducted. The results of the multicollinearity test are presented in Table 4.14. In
the result, the focus is on the output of the uncentred variance inflation factors (VIF) variables. The VIF
value must be less than 5.0 for the variable in an equation to be free from collinearity. In the report, the
VIF values for all the variables are less than 5.0. Thus, it can be seen that the estimated coefficients for
the equations do not integrate excessively among themselves and the estimates are therefore reliable. The
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heteroskedasticity test (reported in the appendix) also shows that there is presence of heteroskedasticity in
the PCSE estimates.
Table 4.14: Variance Inflation Factor and tolerance levels of the independent variables

Variable VIF 1VIF
ARM 1.46 0.686704
REM 1.43 0.71372
RPT 121 0.824935
BID 111 0.898832
CED 1.08 0.925767
AUQ 2.47 0.384933

Mean VIF 1.22

Source: Author’s computations

4.4 Test of Hypotheses and Discussion of Findings

HO1: There is no significant effect of Discretional Accruals, Related party transactions, and Real
Earnings Management on internal efficiency of manufacturing companies in Nigeria

The test of this hypothesis is based on the result of the coefficient of ARM, REM, and RPT in the PCSE
estimates in Table 4.12. The coefficient of ARM is -1.233 with p-value that is less than 0.07, the
coefficient of REM is 0.026 with p-value that is less than 0.01, while the coefficient of RT is -1.83 with
p-value that is less than 0.01. In each of the cases, coefficient of the variables passes the significance test
at the 1 percent level. Hence, the null hypothesis is rejected, which implies there is a significant effect of
Discretional Accruals, Related party transactions, and Real Earnings Management on internal efficiency
of manufacturing companies in Nigeria. A closer look at the distributed effects shows that the coefficients
are AEM and RPT are negative, while that of REM is positive. This implies that adopting either of the
earnings management strategies result in differing outcomes on the internal efficiency of manufacturing
firms in Nigeria. This finding agrees with previous studies like those of Ismeal (2017), Maria and Hina
(2016) and Ali et al. (2020). Since internal efficiency is critical for manufacturing firms, this result
indicates that efficiency performance is firms in Nigeria is lesser for firms that engage more in accruals
earnings management. Thus, aggressive earnings management tends to limit the overall efficiency of
manufacturing firms in Nigeria.

HO02: There is no significant effect of Discretional Accruals, Related party transactions, and Real
earnings management on Customer loyalty of manufacturing companies in Nigeria

The last hypothesis of the study is tested by focusing on the coefficients of the earnings management
variables in the PCSE results in Table 4.13. In the results, the coefficient of AEM is -0.161 (p < 0.01),
that of REM is 2.729 (p < 0.01), and that of RPT is 0.258 (p < 0.01). In each of the cases, the coefficients
passed the significance test at the 1 percent level. Thus, the null hypothesis is also rejected in this case,
demonstrating that Discretional Accruals, Related party transactions, and Real earnings management
actually have significant effects on Customer loyalty of manufacturing companies in Nigeria. What is the
direction of the effects? The results show that the effect of accrual management is negative, while that of
real earnings management is positive. Thus, there is a mutually exclusive pattern of effects of accrual
earnings management and real earnings management in terms of the effect on customer loyalty. This is an
important aspect for both management and shareholders in the firm as was also indicated by Bereskin et
al. (2018) and Essien et al (2021). The results also show that real earnings management has a significant
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positive impact on customer loyalty. In particular, more independent boards tend to result in higher
customer loyalty of manufacturing firms in Nigeria.

5.1 CONCLUSION

In this study, the relative effects of accruals earnings management and real earnings management on the
internal efficiency and customer loyaly of firms in Nigeria was examined. The study seeks to initially
evaluate the effects of the two strategies of earnings management on internal efficiency and customer
loyalty. In the study, accruals earnings management was measured by the proportion of earnings that
based on creative or aggressive accounting systems, while real earnings management was measured in
terms of proportion of real earnings and related party transactions. The main outcome of the empirical
analysis indicated that while both earnings management techniques matter for firm efficiency and
customer loyalty, their effects differ depending on the measure of performance considered. Specifically,
the following conclusions were made:

1) Discretional Accruals, Related party transactions, and Real earnings management all exert
significant impacts on internal efficiency of manufacturing companies in Nigeria. It was however
found that while discretionary accruals had significant negative effect, the effect of real earnings
management is positive.

2) Discretional Accruals, Related party transactions, and Real Earnings management have
significant effects on customer loyalty of manufacturing companies in Nigeria. Accrual earnings
management has negative effect on customer loyalty while real earnings management have
positive effect..

5.2 RECOMMENDATIONS
The findings in the empirical analysis of the study provides grounds for making important
recommendations.

1) The study provided evidence that it is real earnings management that improves internal efficiency
in terms of overall resource use by manufacturing firms in Nigeria. Real Earnings management
should therefore be considered as a strategic adaptation rather than a deliberate manipulation
strategy of management in order to drive long term performance, especially in relation to the
market performance of firms.

2) Finally, there is the need for manufacturing firms to improve real earnings management in order
to improve their positions before customers. Results reveal that customer loyalty favors firms
with real earnings management in Nigeria. This implies that firms need to minimize the costs of
accruals earnings management over time.

5.3 Implications of the study

Earnings management remains an important indicator of the direction of firms, especially in terms of cash
flow and investment strategies. While aggressive, creative and accrual-based earnings management tends
to focus on deepening investors’ rational expectations about the firm’s performance through their accruals
choices, there are other efficiency loses that may result from this. On the other hand, real earnings
management have been known to offer indirect deliverables to firms. The study highlights the negative
effects of accrual earnings management on customer loyalty and internal efficiency, the two factors that
drive long term profitability and growth of firms. This implies that the desire to be aggressive in earnings
management may not always generate net pay-offs that match the effort contributed by management.
There is therefore the need to focus on minimizing the costs of accrual earnings management on the firm
in the long run. In general, adopting real earnings management strategies is more efficient for enhancing
long-term performance of firms in Nigeria.
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