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ABSTRACT

Reliable and fair accounting information is theus®f vital importance for all national companigeermting in
natural resources sector and competing to acgeseurces on international capital markets or jostsiclering going
global someday. Elimination of earnings managemestlem and as a result high quality financial repare appreciated
by all market participants — it diminishes inforioat asymmetry and promotes foreign capital infl@ke importance of
the latter is even more valuable for Kazakhstaanditional economy and emergingcapital markets. eldeer, the
significance of corporate governance and its raleedarnings management has been highlighted by Igtmiyauption
scandals of recent decades, which have provenattigHat it is not enough to have all accountinticps/principles at
place — it also requires an implementation andcéffe monitoring of corporate governance as a meansliminate
agency costs and strengthen investor confidenae préctical implication of efficiently operatingrporate governance is
represented by lower absolute discretionary acsraatl improved quality of financial report. Vastrke& liberalization
and open international trade areas require relemaahtreliable financial information presented byrkeaplayers, and that
is why it is so important for Kazakhstani naturedources companies to improve agency theory retieidtions (if any)
and strive to develop international relationshipkiclw will definitely entail additional foreign capl investments

international developing economy.
KEYWORDS: Earnings ManagemeriResources Sector
INTRODUCTION

It has become apparent in recent years that tlee igk corporate governance (CG) and its impact amiegs
management (EM) is the one that needs to be loakegry carefully. Ongoing development of globalrkeds entails
increased investor activity and thus creates higtemdards of corporate social responsibility aaid representation of a
firm's financial performance. Those companies teatl to go global and enter international capitatkats encounter the
increased demand for conformity to corporate gomece cross-culture practices of representationitif@diness. As
according to Chang and Sun, 2009, investor's cenéid is proven to mainly depend on the strengtheotapital market

which is primarily associated with such monitorimgchanisms as internal corporate governance.

The importance of corporate governance is chaiaetbrby not only helping economies to attract fonei
investments, but also by providing the means taiensredibility of financial reporting and subsiahtmpact on earnings

management practices. The issue of earnings mamagein a world-wide phenomenon which may constralive
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reliability of financial reporting and thus dimihisnvestor activity in any given country. The atfgmof the management
board to deliberately manipulate the company'siegsnso that to obtain the figures matching soneedatermined target
is mainly used in order to smooth the income areb@mt the company as being stable and prospergas. tBough the
evidences of CG influence on EM can be found amtifijed in any particular industry, the author aifgs to explore
natural resources sector of Kazakhstan as the lmteoccupies a significant position within the coyls industrial
structure and which has the corporate social respitity holding all the companies accountable urtieee dimensions -

environmental performance, human energy safetytraditional financial perspective.

It is worth mentioning that there are few investigias conducted on Corporate Governance (CG) amdirita
Management (EM) attributes in the context of depilg countries. Therefore, the current researdmits to fill in the

gap by illustrating findings from Kazakhstani nauresources sector operating in an emerging dapaeket.

This study contributes to the growing field of ta&ure related to corporate governance in the iolig ways.
First, the study provides both cross-sectional #émwhitudinal empirical evidence regarding the rale corporate
governance mechanisms as defining earnings managg@maetices in a specific economy industry usinglatively large
sample of companies. Second, it extends the vergeld research on the impact of CG on a firm's Eideveloping
economies (namely, Central Asian countries) andiges a more comprehensive picture of this assoaiaThird, this
paper investigates the influence of corporate gwuere characteristic (Board Size and Independeud)irm specific
characteristics (firm size, firm performance, opieg cash flows and leverage) on earnings manageofecompanies
listed on Kazakhstan Stock Exchange (KASE). Thén@useeks to contribute to the debate of whethkd sorporate
governance may be considered as a turning poidefiming the good business by reducing the occasafirearnings
management practices. The outcomes of the gively site expected to bring about benefits to invasiothe emerging
markets in general and contribute to their undaeditay of what is the importance of corporate gosene and how can it

enlarge the quality of earnings presentation.

The remainder of the paper is structured as folloilve next two sections review the existing litarat on
corporate governance, discuss agency issues arglogethe hypotheses to be tested; third sectiorigee research
design and describes research methodology; ther latthen followed by presentation and discussibthe results; and
the last sections deal with stating research litits, possible future research opportunities andlly presenting the

main research conclusions.
LITERATURE REVIEW

Since global financial crisis of 2008, this affett® large number of countries, corporate governdrasebeen
considered as a main stream concern. In additteshhological progresses, opening up of internatifinancial markets,
trade liberalization, and them obilization of capitave increased the importance of corporate gavee as an important
framework for corporations” (Claessens, 2000). Mosz, the wave of corporate corruptions candalsttiek place back
in last few decades has proven the fact that catpagovernance implemented in any given companysaarificantly
reduce the possibility of financial figures restaént and drastically increase earning quality. ésoading to Waweru &
Riro (2013) the number of financial statement aliens accompanied with fraud transactions anddtie of responsible
corporate governance of publicly traded firms, “Ishgrpened the ever increasing attention on com@avernance in

general and quality of corporate reporting”. Thalbeuptcy of such companies as Enron and World Gamstressed the
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importance of that issue and highlighted the neecréate oversight frameworks and processes thiaheip to keep the
board of directors accountable and ensure bothnaltend external audits are conducted in afairmaaand are highly
reliable. Following the falls of globally trustedrporations, manycountries have issued and adgpecial guidelines and

codes that rule the issues of corporate governaitbe the country and help managing big sharehobdesed firms.
Corporate Governance in Kazakhstan

Corporate governance has become an increasinglylgrofopic in Kazakhstan in therecentdecades. iit loa
justified with an increased extent of local compganbecoming more sophisticated and internatioraignted and many
of local enterprises realizing that their corporgteernance needs to be improved in order to remampetitive on a
global market and to attract foreign investmenis Itvidely known that many national companies tradeinternational

stock exchanges and have Eurobond issuances.

Kazakhstan being a leading economy in Central Asémion adopted Code on Corporate Governance back i

2005. The Code is a general set of rules and régntawhich corporations should follow in the cau its business in
order to ensure high level of business transparantyrmational efficiency and overall effectivese3he major purpose
standing behind the creation and adoption of thdeCis formation and implementation of appropriateerinationally

acceptable norms and practices of corporate gomeenavith the latter not only referring to someiségfive acts and laws,
but covering also a general sense ethical issudsstimetimes are overlapping everything else. Gatpagovernance
practices are being constantly updated and revibed, in 2007 President of the Republic of Kazékiéssued a decree
ordering national state bodies to develop corpogateernance basic ruling principles and start inmaeting them

beginning from state-owned enterprises.

The fact that this issue is discussed and paidtaiteto at such a high power level proves its bigtsignificance
for state companies to go global and develop inpi@mce with international standards. Kazakhstardenaeveral
necessary steps in establishing and developingdr&et economy: introduction of free-floating excbe, introduction of
International Accounting Standards, pension refaamy on-going improvement in the banking systenh.oflthe latter
together with developing stock market imply theib@gounds for corporate governance to developmndper. Although
corporate governance currently on a developingestiitere are some key areas for improvement ideatih OECD
Report: absence of transparency, which corresptmaet full and faithful financial statements repgatation, lack of

disclosures and the need to establish standardsifibistock companies.
Fair Financial Representation and Earnings Manage met

Financial reporting should provide information telhinvestors, creditors, auditors and other usérfinancial
statements to better understand the amounts peeseagsess the risks, timing and certainty of ptegeearnings. As it
was stated in IASB Report of 2010, "information abenterprise earnings and its components meaduyeakccrual
accounting generally provides a better indicatibremterprise performance than information aboutentrcash receipts
and payments”. As discussed in the earlier sectia@smand for fairly reflected financial figures amdmpany
representation arises from information asymmetny possible agency problem existing between boardirettors and
shareholders.
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However, adoption of International Financial RepaytStandards (in Kazakhstani case) is not the tdy to
ensure quality earnings management. This should¢dmsidered only as a framework, and environment usdigg
principles/rules to apply, but the issue of faimpany representation lays deeper and thus thentumsearch aims at
identifying all the possible root causes that magdl to misstatements of financial figures and radiley investors by

incorrectly reflected data.

There can be different reasons why board of dirschmting as agents of shareholders may tend tapoiate
earnings. As per Whalen and Healy (1999), “managaily manipulate earnings for four kinds of intre@s: external
contract incentives, management compensation aintiacentives, regulatory motivations and capitakrket

motivations”.

Basing on the literature covered during the curreséarch, the author can highlight the major teghes that can

be used in order to manipulate the earnings:
» Discretionary accruals (being the most popular one)
* Research & Development (R&D) costs manipulations
» Sales and lease back
» Revenue recognition methods use
e Unrealistic assumptions regarding liabilities

In addition, Gerald (2008) has presented the fallgwechniques used in earnings management, whitdhde
adjusting accounts receivables (bad debt expensstatément), increasing/decreasing gains and |dss@sdisposals,

changing the depreciation method withouta solitifjoation and misstatement of operating cash flows

Earnings managements’ objective in majority of saiseto reduce short-term volatility of cash infeoand thus
end up with steadily incoming stream of profits.cAanting choices made by the management can bedeoed as a
major measure of earnings manipulations since thosenainly made by the board of directors and &tbps per their
approval. The discussion onaccounting techniques b summarized with the idea which is common fiffeient
researches, countries and types of companies efudescretionary accruals as a tool to manipulate eéarnings. If to
discuss this idea in more details, it is import@nhote that its purpose is mainly to shift theerawes between the periods
and thus play with profit figures represented inLP&atements. However, it is worth mentioning thatmany previous
researches reveal, it is not so easy to detectnggrnrmanagement when companies use accrualsto otateiptheir
earnings. Moreover, accrual method does not takeadaocount such factors influencing earning manageras firm size,
growth rate, level of leverage, board independarad cash flow intensity. Waweru & Riro in their ogp(2013) have
additionally highlighted that the issue of disavefiry accruals is even more sophisticated if camsidwith fair market
value approach to financial reporting. Fair valueasurement and disclosures are considered at §ectémportance as
the IASB continues to require recognition and measent at fair value in the financial statementsniore and more
business cases. It is believed that this conced gradually become one of the most challengind) subjective areas as
Kazakhstan is currently in process of transmisfiolfrRS and adoption all newly issued requiremeptiites. Under fair

value approach, firms report losses if fair valoktheir assets are less than book values andbeirat of liabilities grows
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in comparison with previous periods. In both casesincome reported by a company decreases amuime particular
cases this might be very beneficial for board oéctiors to show lowered profits. Despite limitasatiscussed above, the

use of discretionary accruals is steady and in guoemicular cases is even growing (Laux and L.&@09).

As according to Waweru and Riro (2013), the follogvidimensions define corporate governance impact on
earnings management: board size and independenuesite, firm performance and the extent of legeraln addition,
Abdul Rauf, Johari and Buniamin (2012) outline suabtor as cash flows from operations as havinggaif&cant
relationship with discretionary accruals. All obe independent variables will be used in the otimesearch in order to

define the relationship of each with the earningsagement and as a result earning quality.
METHODOLOGY

In order to identify and examine the relationshygtween independent variables defining corporatem@ance
(Board Size/Independence and Firm Size/Performbhagefage/Cash Flows) and dependent variable (Egrnin
Management) quantitative methods will be used byatithor in the current research and research hggistwill be stated

and then tested accordingly.

The data is planned to be obtained from the anfinahcial reports of 24 (twenty four) natural resms
companies listed on Kazakhstan Stock Exchange (RABEe data will be gathered and analyzed for thet five years
(2009-2013).

In order to calculate values of independent vaesldutlined in the above section, Statements o&rfial
Position, Profit & Loss Statements, disclosure saad Manager’s report will be thoroughly examiriedthe period
2008-2012. Corporate annual reports for mentiommupanies will be obtained on KASE official webséed are all

available for research based examinations.
This study is based on accounting accruals apprmagtfeasure earnings management.

As stated by Healy (2001), accruals include a widage of possible implications to practice earnings
management techniques (mainly, accounting poli@jogls and various estimates). Discretionary acsragd extensively

used all over the world by managers to move theiegs from one period to the other.
Hypothesis Development

For stakeholder groups using the financial repfmtsauditing, investing or any other purposes, egrtigures
are a critical factor that influences their deaisio Therefore, managers occasionally manipulatairgarfigures in
financial reports for various reasons, misleadiisgrs of financial reports and affecting the decisiof investors or
creditors. In order to prevent enterprises fromleaiding investors and taking them under threatatémqtial losses by
publishing misstated financial reports, it was glbpagreed to have implemented corporate govemamechanisms that
tend to provide effective oversight of managers aaduce the possibility of manipulating the profi@ne of the
significant corporate governance characteristicgetad for deeper discussions in the current rebearthe size of the
board of directors. Even though there is no optisiaé of the board approved by the global busirsegseties, this
particular measure of earnings quality shall alwagsonsidered thoroughly sinkemay have an outstanding impact on

the quality of final total profits revealed by anfi. There were myriad debates on the optimal beae: some of the
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scholars tend to assume smaller board of dire¢tot® most efficient, while other prefer larger @n€hus, Gulzar and
Wang'’s investigation (2011) found a clear inverskationship between firm’'s market valuation and $iee of board of
directors, proving that the smaller is the sizeahaf board; the better is the performance of therlaMoreover, studies
show that smaller boards are more effective in migatheir day to day duties. However, John & Se¢i{h898) argued
that larger board of directors tends to be morieiefit in monitoring the actions of top managemaeritich, in turn can be

even more practical for corporate governance p@&qos

HI: Board Size has a Significant Positive Relatiortsp with Earnings Management in Kazakhstani Natural

Resources Companies
The operational definition of board size is the bemof directors constituting the board.

Taking into account that most of the previous resess consider Board independence as a substibate f
transparency and disclosure of annual reportastdiways been recommended that the number ohekt@embers in the
board of directors should be greater than inteovahers, who may have more incentive and intereghamipulating
earnings. Diversified composition of the Board kelp ensure more oversight of management and maxignthe value
of the presented financial statements. This prolvedact that the degree of Board independencééstty related to the
extent of information quality that firms issues arésents in its annual reports. Moreover, somdiessyprovide empirical
evidence confirming that a higher proportion ofezrtl independent directors will lead to better liggpaf financial

information provided by a firm and thus diministe thossibility of earnings manipulation (Bradburagt2006).

H2: Board Independence has a Significant Negative dRationship with Earnings Management in

Kazakhstani Natural Resources Companies

There are different kinds of firms existing in thesiness world: some of them are very small andatpe
seasonally while others might be international ¢omgrates with huge stream of funds. In order totlgem equal to the
extent of fair comparison, it would be better tonsider companies as per their total assets possss#s per Waweru
and Riro, “prior studies have commonly used compsing to represent political costs because theaepierception that
large companies are subject to intense scrutingeaally if they are reporting huge profits”. Asetlauthors have
identified, those political costs mainly constitigevernmental interventions, retaliations from oustrs and potential
effects on opportunity costs. Moreover, if to taki account general sense and common practices\aide all over the
world, larger companies are more visible, espeaciallterms of reported profits, management weattth stream of cash.
As a result of such an intent attention, manageag tend to manipulate the earnings treatment bysihg particular
accounting methods that delay the reporting of imedhus making those political costs lower. Moreptebo and Zhou
(2006) have noted that firms that are larger i® simy have greater incentives to manage the ear@ing smooth the
income figures due to highly sophisticated compfingncial structure entailing much more difficutiéor the auditing

bodies or any other regulating organizations td fat the figure dressing and playing the funds.

H3: There is a Significant Negative Relationship daeen Firm Size and Earning Management in Natural

Resource Companies of RoK
The operational definition of firm size is the ambof total assets for any given year of operations

As it was discussed in the previous sections, Agehlgeory suggests that managers of big and relgtive
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profitable companies will tend to use informati@nstabilize their positions increase their levdle@mpensations (Riro
and Waweru, 2013). Summers and Sweeney (1998) #ngtienanagers of firms may choose to use discratjoaccruals
in periods of slower orno growth in order to begeéved as stable and progressing company. As aogota DeAngelo
and Skinner (1994), there are evidences that ascnay be used by the managers in order to hide pedormance and
dress the figures to look like appealing for patnhvestors. They can also manage earnings ierdia avoid reporting
losses and conceal earning declines in any givenatipg cycle. Having studied previous researchmethe relationships

between firm performance and earning managementptlowing hypothesis has been developed for thieeoit one:

H4: There is a Significant Positive Relationship beveen Firm Performance and Earnings Management in

Kazakhstani Natural Resources Sector

The operational definition of the firm performanesethe return on equity (net profit after taxesded by total
equity).

One more significant factor that may influence eays quality is the extent of leverage existingairfirm.
Leverage increases tend to generally constraimpipertunistic behavior of managers, and this inspifeat high leverage
may restrict managers’ ability to manipulate incomereasing accruals, since management opportuaistinearnings
management are found to be associated. Beatty agloeiM2003) suggests that leveraged firms engagsainings
management to avoid debt covenant default. NeMedbeJelinek (2007) studies the effect of leveliageease on accrual
earnings management and concludes that increasehdge is associated with reduced accrual earmiagggement. Watt
and Zimmerman (1990) argue that firms relying monedebts tend to use accounting techniques thatvathem to
window-dress the income figures and make them tooke appealing. The results of empirical hypothessting of both
sides has been supported by a solid theory backdrdaut neither managed to deliver a defensive fathg confirmed
answer to the question of the impact of leveragergxhas on the earnings quality. Thus, the follgMiypothesis was

developed in order to obtain an answer for emergeanomies, particularly related to Kazakhstanaai gas sector:

H5: There is a Significant Positive Relationship bveen the Extent of Leverage and Earnings Managemeén

in Natural Resources Industry of Kazakhstan
The operational definition of leverage is measwedhe ratio of total long-term liabilities to sbholder’s equity.

Cash flows from operating activities are considessd major factor influencing the extent of practigi
discretionary accruals and thus is the issue rigqguian intent attention. Operating cash flows oshcfiow statement
indicate firm's ability to produce cash flows. Hoxge, most of financial analysts argue that caskdldrom operating
activities are funds intended to be used for neésting in new fixed assets or marketable secaritieother companies
but also to be distributed as a dividend or shapexrchase to satisfy shareholders’ interests. dgjii$€89) was among the
pioneers who introduced free cash flows theorypmdented a definition of it to the public. The ogpnity for earnings
management is higher among companies with highisufpee cash flow. Past studies indicate that corigs with high
surplus free cash flow face major agency proble@taifig, Firth & Kim, 2005) particularly when the éreash flow is
high but there is no investing opportunities avdéa Managers of these companies act opportunlistiwa personal gain,
and tend to get involved in unprofitable projeciger investments and misuse the funds (Jensen).1B86y tend to carry

out non-value maximizing activities amounting teagy problems (Jensen, 1986). Their activities brayg benefits or
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rewards for themselves at the expense of the sblaierls and thus bring about no value to the commmya whole.
Moreover, agency theory implies that firms with poperating cash flows tend to engage in incomeeaming accounting
techniques and accruals to end up with positiverfonal figures, and in order to be consistent with Agency Theory, the

hypothesis for the current research is as follows:

H6: Cash Flows from Operating Activities have a Sigificant Positive Relationship with Earnings

Management in Kazakhstani Oil and Gas Sector Compdas

The operational definition of operating cash flowghe total amount of cash flows from operatingvitees as
reflected on the Cash Flows Statement.

Discretionary Accruals (DA) - A Proxy for Earnings Management

Magnitude of discretionary accruals was used asaypfor earnings management in the current regedtds
assumed that companies having larger absolute @flD& are more likely practicing earnings managatrte manipulate
financial information for any given period of tim€onsistent with previous researches on earningsageanent, the
current one used modified Jones model to partitioral accruals TA) into discretionary and non-discretionary
components. Previous studies argued that discetjaaccrual estimates are positively correlatedh werformance of the
firm and suggested that the latter should be ciettavhen conducting calculations of DA. Thus, deling Kothari et al
(2005), the author included firm performance asralependent variable in the estimation of discretiy accruals and
used the absolute value of the performance-adjuditaetionary accruals as the earnings managepnery. Moreover,
in order to increase the robustness of the testespkctive findings, ROA being a proxy for firmrfoemance have been

included into the regression model to estimaterdigmary accruals.
Total Discretionary Accruals (TDA) - Modified JonesModel

Following the modified Jones model Total DiscretionAccruals (TDA) is calculated as the differehetween
Total Accruals TA) and Non-discretionary Accruals (NDA) scaled by thrior year's Total Assets. To estimate the
coefficient values, an Ordinary Least Squares (Olegyession was used by the author, where TDAas¢sidual from
the following estimation model:

TACCi/Aj — 1=t (1/ Ay — 1) +ay (AREV; - AREG/Aj; — 1) +azi(PPE/A; — 1) H04(ROA,) +ei;

Where
Table 1
Total accruals measured as the difference between Idtome
TACC; (earnings bef(extraordinary items and discontinopérations) and
operating Cash Flows for the fimin the year;
Ay Total assets for the firmin the year;
AREV; Change in net revenue for the firfrom yeart-1 to yearr;
AREG, Ehange in accounts receivable for the firfrom yeart-1 to year
PPE; Gross property, plant and equipment for the fiimthe year
ROA; Ratio of net income divided by assets for the fiimthe year;
Eit Error term for the firm in the year;
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All variables in the regression model are deflaigdagged total assets in order to estimate hetedasticity of

residuals (and the intercept is constrained to)zero
SPSS Statistics/Multiple Regression Analysis

When performing multiple regression analysis th#haiis primary goal was to get the best possibtarede of
the dependent variable on the basis of independaiables. However, there is a certain questionaslee dealing with
defining what independence of a variable implieis some particular cases discussed below someblesiaare not
generally independent in a sense of probabilityesehvariables being associated with a dependembi@rcan also be
closely related to each other (multicollinearitgus). For the purpose of that research paper, é@mimce of such
variables would be considered as separately datedrand thus able to vary, whereas the value depémariable can

only be obtained as a result of particular measargrnests andregression conducted.

Multiple regression is a flexible method of dataalgsis that might be very helpful whenever a quatitie

variable is to be examined against some other peatd@ed factors referred to as predictor variables

It should be stressed out that some companies tiqera natural resources sector in the RepubliKafakhstan
disclose a considerable amount of information iairttannual reports thus staying in compliance witternational
reporting standards and practices, while othersenaalittle use of their annual reports. The lattet is not under any kind
of control and thus can be considered as a limitadr drawback of some particular kinds of inforimatdirectly extracted
from a company’s annual reports and interim finahstatements. The amount of information providedhe annual
report of any given company within the selected@ars correlated to market risk and valuationreates. In addition to
the extent of reported financial information cutreesearch does not control or anyhow influenceateuracy of the
provided information, it is solely based on the Imip disclosed financial statements, annual repanhd disclosure
statements. Although any additional sources ofrinédion like company official websites, global intet references and
previous researches covering financial situatiothefcompanies comprising current research sampg,seem suitable

for shareholders and potential investments, howexerent research is mainly based on core pubtdiidglosed reports.

The following sections analyze the output of regi@s analysis in more detail. Regression outputldvbe able
to cover the following points of interest: first afl, it would reveal how much of the Earnings Mgement variance can
be predicted by the joint effect of the selectedejpendent variables (board size, board independdinge size and
performance, extent of leverage and the amounpefaiing cash flows). In addition, it would alsedaliss the predictive
power of each variable separately.

For any statistical test to be accurate, a setdfqular assumptions were applied to the curres¢arch as well.
The key assumption is that the causes are samaietbmly and independently from each other, and dbatations of

Earnings Management values are normally distributigd equal variance.

Regression analysis is used to produce an equttainwill be able to predict the value of dependeariable

given the set of independent ones. The latteriogistiip can be easily observed in the followingrat:
Y = aX| + aXot ...t

Where, Y is Earnings Management - dependent vasjalwhich the research attempts to predict by using
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explanatory variables X X,, X3, etc and g a,, a, are regression coefficients or multipliers that ased to describe the

total effect that all independent variables haveron

Finally, € is the residual term that represents the compe#figet of all the other variables that were n&etainto
the consideration under the current research aatdvtere not explicitly identified in the model. Mipliers a, a,, a, can
have a different values and that difference is @rpld by their different correlations with the degent variable; the sign
of the coefficient explains the direction (whetlignse two variables are negatively or positivelatesd to each other). In
any regression with several independent variabtefficients/multipliers generally tell us how muthe dependent
variable is expected to increase or decrease givenlevel increase/decrease in any particular iecléent variable

assuming all the other independent variables sgag@mstant.
ANALYSIS AND FINDINGS

Before staring analyzing the regression resultsmare details it is of vital importance to identifyhether the
coefficients of independent variables differ froera (otherwise it would basically mean there issimable effect on the
dependent variable). The regression results ofctiveent research model reveal that coefficientshef independent
variables do really differ from zero thus implyiagdirect effect the latter have on the final outeovalues of Earnings
Management. If the regression coefficient is pesithen it can be surely concluded that therepssitive relationships
between the variables (however, the extent of ingpme should be considered separately for each, [fathe sign is

negative then it shows that there are inverseioalstiips between the independent and dependeablesi

The p-value (sig*) is the probability of considegia result as extreme as the one you are gettirgdat of
random data in which the variable had no effecthVii p-value being equal to zero to three decirtadgs, the model is
viewed to be statistically significant. With p-valibeing equal to 5% or less, the results of theessipn are generally
acceptable to reject the null hypothesis, p-valgsgnt within the range of 5% (equal or less th@5)) would mean that
the regression outcome might have been obtainedrasult of some random distribution for only 5%nfidence, thus

leaving 95% probability for confirmation that sdksdt variable has some particular effect on the deget variable.

The R-squared (commonly referred to as “Coefficiehdetermination”) is generally considered to lm# of
primary importance unless the major aim of the aede is to make an accurate prediction. R-squargdbias the
percentage of the variation of the dependent viriabd is mainly used to assess the model fit. iRusgis calculated as 1
minus the ratio of residual variability. For instan if X being a dependent variable and Y beingnalependent variable
are perfectly related to each other, then therdldvoe no residual variance left over and the rafithe variance would be
0.00 thus making R-square comprise 1. On the contifathe above mentioned X and Y variables areretated to each
other at all, then R-square becomes 0 and thenatigiariances equals to 1. In most cases variameeaad R-square
figures obtained as a result of regression modelséanewhere between the two extremes and comprngeamounts
between 0.00 and 1.00. It should worth mentionimgt R-square is known to have predictive power lgrab, namely,
every time a new predictor is added to a model,Rkeuared increases, consequently, a model witte tesms may
appear to have a better fit simply because it hae rerms. Moreover, some scholars believe ttaniibdel has too many
predictors and higher order polynomials, it begmsnodel the random noise in the data; it may tleexl to producing
misleadingly high R-squared values and a lessebiitydo make predictions (Cohen, 2004). The atjdsR-squared is a
modified version of R-squared that has been adjufstethe number of predictors in the model. Thausteéd R-squared
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increases only if the new term improves the modalenthan would be expected by chance. It decreslser a predictor
improves the model by less than expected by chakdjested R-square is known to be usually lowentRasquare and

that helps the researches to be consistent andategrvative in analyzing their results.

Since the aim of the research is to investigateintfieence that corporate governance mechanismsg loav

earnings management, the following regression medslused to examine the latter relationship batvilee variables:
EM = Bo +p,Board_SIZEXX + B,Board_INDXX, + BsFSXX3 +BsFPXX4 +BsLevXX5 + BCFOXX; +&
Where,
EM = Earnings Management
Bo= Intercept

Board size (Board_SIZEXXis measured by total number of directors corstituthe Board of Directors. Board
Independence (Board_INDXXis measured by the proportion ofexternal direcioside the Board (namely, the ratio of
external directors to internal representatives)othar control variable is Firm Size (FS¥®Xmeasured by the natural
logarithm of total assets at the end of the yeamtrolling with it all the possible effects of thiempany size on accounting
choices and estimates. The author generally exgentgative relation between the firm size andirgsnmanagement,
taking into account that larger firms and corpanagi tend to have more sophisticated and effectordral systems,
internal audit practices, more negotiating powethveixternal auditors and greater number of skiflddlisory personnel
inside the company. All the mentioned factors helmaintain the level of earnings management atgslat a lower level
and drastically diminish the possibility of accaagtfinancial fraud (Prior et al., 2008). Contranable describing firm
performance (FPXX is calculated as Return on Equity ratio at thgitn@ng of yeart. The extent of leverage existing in
the company’s debt structure (Lev¥Xis another control variable which is describedtlss ratio of total non-current
liabilities to shareholders’ equity). A high indeldhess is associated with the risk of excessiverdge (Press and
Wientrop, 1990), which helps earnings managemenbtzeal inconvenient information and display aatge capacity to
generate future economic benefits (Balsam et aBp@ash flows of operating activities (CFO¥Xs the last control
variable tested in the current research. The lagtedirectly obtained from the company’s financg&htements and

constitutes the net cash flows from operating @i stated in the any given period of time.

Table 1: Cross-Sectional Analysis (Panel A: Desctifve Statistics on Earnings Management

. Cash Flows
l\!on Board S0 Firm ALY Leverage From
Discr : Independence| . Performance .
J— Sizexx XX, Sizexx XX 4 XXs Ope_ratlng
Activites XXg
N 75 96 96 96 96 96 96
Mean .000 5.21 .3982 24,908 .0801 A7 3.81
Median -.007 5.00 .3750 24.704 115 .27 1.21
Std. Deviation 1312 1.88 .095 2.55p 1.021 .962 98.5
Minimum -.370 3 .25 18.027 -6.569 -3 -3004
Maximum .667 10 .70 29.639 3.384 5 2.E

Table 1 shows the descriptive statistics of theeddpnt and independent variables that were useithein
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regression model and states the mean, median,asthddviation of the latter. Thus, with respecBtmard characteristics
variables, it can be observed that in Kazakhstahimal resources companies the Board is usuallyposed of 5-6 people
on average, of whom approximately 39% are indepanebeernal directors, and that is the fact clearflicating that the
composition of this executive organ is mainly basadnternal members, which, in turn, may be cosrgd as a signal of
increased potential for earnings manipulation. Heevebasing on current Kazakhstani requirementigaet one third of
the Board to be represented by independent diedtee average percentage close to 40% is condidsra relative prove
thatnational natural resources companies tend tieracko worldwide corporate governance practicee. mean for firm

size among KASE listed natural resources compasvesrises around 24.90, mean of operating net flasils is 3.81,

while average return on equity served as a proxyifom performance was calculated to be around %.0The average
extent of leverage amount of the researched corapatmmprises 47%, which is a clear indicator of fibet that

Kazakhstani companies operating in natural ressussetor are excessively leveraged, which mighvibeved as a

possible accelerating factor in regards to earningsagement practices.

Table 2: Cross-Sectional Analysis (Panel B: PearsdDorrelations Matrix)

Board
?ﬁfg ?&? 'glrg:e Leverage Cash Flows
. : . XXs (Total from
Nondisc Board (Proporti XX3 Firm Non- Operatin
r Si on of (Natura | Performan c A per ng
Accrual 1z€ Independ | ce XXy “urrent ctivities XXe
XX1 . Liabilities (Net Cash
s 0 Lo it (ROE) to Owners Flows From
Directors hm of Equi o tin
to Total TA) G, FETEIE)
Directors)
Pearson
NonDiscr Correlation 1 -.149 -.087 -.039 .263* -.126 -.103
Accruals Sig.(1-tailed) 101 .230 .369 .011 .140 .189
N 75 75 75 75 75 75 75
Pearson -149 1 434% 434% -.091 278% A45%
Board size XX Correlation
Sig.(1-tailed) .101 .000 .000 .190 .003 .000
N 75 96 96 96 96 96 96
Board Pearson 087 | .43a% 1 211 -.258% -129 118
independence | Correlation
XX2 Sig.(1-tailed) .230 .000 .019 .006 .106 126
(proportion of
independent
directors to N 75 96 96 96 96 96 96
total directors)
Firm size XX Pearson ) - . " -
(natural Correlation .039 495 211 1 .094 .236 .700
logarithm of Sig.(1-tailed) .369 .000 .019 .181 .010 .000
TA) N 75 96 96 96 96 96 96
. Pearson " ) ) x ) "

Eerrr?ormance Correlation .263 .091 .258 .094 1 .189 .108
XX (ROE) Sig.(1-tailed) 011 .190 .006 181 .033 .47
4 N 75 96 96 96 96 96 96

Leverage XX | Pearson 2126 | 278% | -129 236+ -189* 1 039
(Total non- Correlation ) ) ) ) ) )
current Sig.(1-tailed) .140 .003 .106 .010 .033 .352
liabilities to

owner s equity) N 75 96 96 96 96 96 96
Cash flows Pearson ) - -

from operating | Correlation 103 445 118 700 108 039 1
activities XXs Sig.(1-tailed) .189 .000 126 .000 147 .352

(Net cash flows

from operating) N 75 96 96 96 96 96 96

*Correlation is signicant at the 0.05 liefde— tailed).

** Correlation is signicant at the 0.0vdé (1 — tailed).
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The correlation matrix of the dependent and inddpah variables is reported in Table 2, Panel B.pAsthe
results obtained and summarized in Table 2, discraty accruals tend to have significant correlat{oorrelation is
significant at 0.05 level 1-tailed) with firmperfoance measured as company’s Return on Equity. AsPparson
correlation resultssummary, it can be observedttiee is a proven multicollinearity issue in tiegnessionmodel, which
is supported by the following pairs of variablesnigemutually correlated: board size has significgenel of significance
0.01, r=.434. p=.000) positive relationships withald independence, r=.495, p=.000 with firm size278. p=.0003 with
leverage and r=.4445, p=.000with net operating dash variables; Board independence variable hasngt negative
relationship with firm performance (r=-.258, p=.0G6d strong positive significant relationships.2rl, p=.019) with
firm size. Firm size variables being measured hynahlogarithm of total assets has level 0.01rgirpositive relationship
with net cash flows obtained from operating adegt(r=.700, p=.000) and the extent of leverageeruly existing in the
selected companies. The common interpretation efctimputed regression parameters (i.e. measurenghtinge in the
expected value of the dependent variable associgtbdthe respective increase/decrease in a cayngbpg independent
variable holding all the other ones constant, isfally applicable when there is a high degree afrelation between the
independent figures. The whole issues arise bedabseomes difficult to assign a particular chaimgdependent variable

to any one of the independent variables.

Table 3: Model Summary: Regression Results

Adjusted R | Std. Error of Durbin-
e R e Square Estimate Watson
1 .337a 114 .035 .128873353 1.518

®Predictors: (Constant), Cash flows from operating activitieX6X(Net cash flows from operating),
LeverageXX5 (Total non-current liabilities to owfseequity), Firm Performance XX4 (ROE), Board indegenceXX2

(proportion of independent directors to total diogs), Board size XXI, Firm sizeXX3 (natural logar of TA)
'Dependent Variable: Discr Accruals

R-square of the current research is .114 and AatjuR-square equals to .035 meaning that approxiynag%
of the Earnings Management variability is explaibgdhe independent variables selected. 11.4% ptegdy R-square is
perceived as possessing a noise and thus beingaheible for a final research completeness assessmable 3
discussing Model Summary also shows the resultwbD-Watson statistical test. This test statisiscased to detect the
presence of autocorrelation in the residuals frbenregression results. An assumptionthat the rakicare not correlated
serially from one observation to the next is matéhs stage meaning that the size of the resitlwabne case has no
impact on the size of the residual for the nexec#ghile this is particularly a problem for timeries data, SPSS provides
a simple statistical measure for serial correlafmmall regression problems. The Durbin-WatsortiStia is used to test
for the presence of serial correlation among tisédteals. If the deviations are auto correlatedretheay be a number of
consequences for the computed results: 1) the astthregression coefficients no longer have theirmim variance
property; 2) the mean square error may serioustierestimate the variance of the error terms; 3)xtimaputed standard
error of the estimated parameter values may untieege the true standard error (McConell, 2003).abrmalues of
Durbin-Watson statistics indicate the presenceutd@orrelations. The value generally falls somewheithin the range of
0 and 4, for the current research the value compric518, which is close to the mid-point 2 andstpuoves the

assumption that there is no autocorrelation betwleemesidual errors.
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Table 4: ANOVA: Regression Results

Model o € Df i) F Sig.
quares Square
1 Regression 145 6 .024 1. 452 208
Residual 1.129 68 017
Total 1274 74

a Predictors(Constant), Cash flows from operating activitieX6X(Net cash flows from operating),
Leverage XX5 (Total non-current liabilities to owlseequity), Firm Performance X¥POE), Board independence XX

(proportion of independent directors to total diogs), Board size X)rm size XX (natural logarithm oTA)
b Dependent Variable:NonDiscr Accruals

Analysis of Variance (ANOVA) implies the statistidast of whether or not the means of several gsarp equal
and analyzes the differences between the lattes. arfalysis of variance can be used as an explgrégot to explain
observations and make decisions using statistatal. &\ test result is called statistically sigrafit if it is deemed unlikely
to have occurred by chance, assuming the trutheofitill hypothesis. A statistically significant ués when a probability
(p-value) is less than a threshold (significaneellg justifies the rejection of the null hypothesif the significance level
is less than .05 (i.e. 5%) then there is a sta#iliyi significant difference in the mean earninganagement between the

various independent variables assumed to havefect eh the latter.

The F-ratio presented in ANOVA table gives us tieai of whether the overall regression model isaddit for
the selected and tested data. Table 4 shows tik@pémdent variables not that significantly prethiet nature of Earnings
Management: F(6,68) = 1.452, p=.005. This meanisttigaregression model is not a perfect fit of &inalyzed data). The
level of significant is Sig=.208, which does ndt faithin the 5% range.

Table 5: Analysis of Regression Coefficients

Unstandardized

- Standardized
Model EHETEET Coefficients
B Std.
Error Beta
1 (Constant) -143.001 | .200.001 | .021

Board size XXI
Board independence XX2 (proportion of -.087 .190 -.064
independent directors to total directors)

Firm size XX3 (natural logarithm &fA) 007 009 142
Firm Performance XX4 (ROE) 071 032 271
Firm Performance XX4 (ROE)

Leverage XX5 -.025 .018 -.190
(Total non-current liabilities to owner's equity)

Cash flows from operating activities XX6 (Net cash_4 76 000 208

flows from operating)
a. Dependent Variable:NonDiscr Accruals

Model t Sig. Coefficients
(Constant) - 717 476
Board size XXI 126 .900

Board independence XX2 (proportion of -.45650.6
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independent directors to total directors)

Firm size XX3 (natural logarithm &fA) .836 .406
Firm Performance XX4 2.209.030R)
Leverage XX5 -1.407 .164

(Total non-current liabilities to owner's equity)

Cash flows from operating activities XX6  -1.246217

(Net cash flows from operating)

a. Dependent Variable: NonDiscr Accruals
Regression Equation

EM = -143 + ,001 Board_SIZEXXI -,087 Board_INDXX2 +.007FSXX3 +.071FPXX4-.025LevXX5 -
4.76CFOXX6 &

In order to get an general outline of relationshiiggween Earnings Management and independent lesjab
namely, Board of Directors' size. Board Independefdrm Size and Performance, extent of Leveragkthe level of
Operating Cash Flows, it is useful to determinertteelel equation (discussed in more details in te®ipus chapters) that

summarizes the overall research outcome.

The coefficients for each variable indicate theeleamount of change one could expect in Earningedgament
given a one-unit increase/decrease in the valugngfparticular variable assuming that all otherialdes tested in the

model are held constant.

Thus, one unit increase in Board Size would réauli% increase in Earnings Management practiceardinit
increase in Board Independence would mean 8.7%dsetin EM. Moreover, if firm size increases foe ¢tevel, then EM
for that particular case would also increase by A#host the same percentage change would app&amnif performance
is changed per unit while the extent of leveragavsrsely related to Earnings Management mearhagit a firm decides
to become more leveraged Earnings Management geac(if any) would decrease by 2.5%. Operating (askws
measure is also negatively associated with Earrlifeysagement resulting in inversely directed changéM as a result

of one-unit change of CF levels.

It is also very important to calculate whether dtiple regression coefficient is statistically sifigant. It is noted
that when a large number of explanatory variabtesuged within a small sample, observed multipleatations are quite
large and at the same time they vary widely fromirtpopulation values. This issue is resolved tgy tiblp of multiple
regression procedure which assigns greatest waigthiose variables having the strongest relatignshih the criterion
variables in the sample data. Lack of statistigahificant might serve as a signal point meanirgt #n observed multiple
correlations might turn occurred by chance.

The tests aiming to identify the statistical signahce for both standardized and unstandardizetessign

coefficients for any given variable can also bewdd as identical tothe significant tests for paréiad semi partial
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correlations between the searched Y andindependeiatble X if the same variables are used. The maason of the
latter can be explained by the implication thatiatsle of interest does not make a unique contrilouto theprediction of
Y beyond the contribution of the other predictanstie model. When two explanatory variables ardlijigorrelated,

neither one may add a unique predictive power beybe other.

As according to the Table 5 discussing each reignes®efficient in details, the following conclug® are made
in regards to the predictive power and significateeel each of the selected independent variable tftm Earnings

Management:

e Board size (Board SIZE XXI) is not significantlylaéed to the Earnings Management, level of sigaiftcSig =
.900. Thus, Hypothesis #1 is rejected.

e Board independence (Board_INDXX2) variable doeshase significant influence on the Earnings Managiem

practices occurred in natural resources sectoragbkhstan, Sig = .650. Hypothesis #2 is rejected.

 Firm size (FSXX3) variable is concluded to haveigndicant relationships with Earnings Management,
Sig=.406. Thus, Hypothesis #3 is rejected.

»  Firm performance (FPXX4) measured as Return ontiaiculated for any given company is proven teeha
significant relationships with EM, Sig = .031. Hypesis #4 stating that there is a significant pasitelationship

between firm performance and Earnings Managemelarakhstani natural resources sector is accepted.

» Extent of Leverage independent variable (LevXX5¥dand to have significant predictive power valuehte

equal to .164; the latter observation serves asa to reject Hypothesis #5.

» Cash flows from operating activities (CFOXX6) alsas insignificant relationships with the dependeamtable Y
(i.e. Earnings Management), Sig = .217. Thus, Hypsis #6 is rejected.

Table 6: Research Results

Hypothesis Research Results Rejected/Accepted
Board size (BoardSIZEXXI) is not significantl .
Hy related to th(e EM, level of gignifican?Sig = .9)(;0 Rejected
H Board_INDXX2does not have significant Reiected
2 influence on the EMpractices, Sig = .650. !
H FSXX3 is concluded to have insignificant Reiected
3 relationships with EM, Sig=.406. !
FPXX4 is proven to have a significant
Ha relationshirp))s with EM, Sig = .831. Accepted
LevXX5 is found to have significant predictive .
Hs Rejected
power value to be equal to .164
CFOXX®6) also has insignificant relationships with
Hs the dependent variable Y (i.e. Earnings Rejected
Management), Sig = .217.

CONCLUSIONS AND RECOMMENDATIONS

Effective corporate governance is the core compbresuring the effectiveness and efficiency of aketa

economy, and it is considered as a special poinitefest when observing it within the realitiestnsition economy.

| Index Copernicus Value: 3.0 - Articles can be senb editor@impactjournals.us |




The Effect of Corporate Governance on Companies’ 155
Earnings Management: Empirical Study of Kazakhstan
Companies in Natural Resources Sector

Effective corporate governance practices requied #hareholders being the major stakeholder grdopsny given

company should have a timely, full and fair finaiéhformation so that to be able to make furthmmestment decisions
and properly influence the management through #rdqolar set governance process. This involveh bidernal control

practices (for instance, through elected boardi@ctbrs), and external legal and regulatory meismas. At the macro
level, it is of vital importance to develop and ieqment a strong regulatory environment with workangd enforceable
laws as well as to set some particular levelsaridparency and disclosure required by the markeis,Tit is a proven fact
that countries with strong regulations and investatection rights maintained for ages are betisulied against market
turmoil than those countries where investor pradackaws are not that much developed. As per ttierl@ can be argued
that corporate governance is often referred tonasod the major reasons of investor inactive bedraand reluctant market
positions. Moreover, Earnings Management beingetyoselated to the corporate governance practieedsio perceived

by the public as a real obstacle towards the fia@rfcial representation.

Due to the lack of information and various gapfinancial statements and annual reports disclogegsrted by
local natural gas companies, five out of six hypsts were not confirmed. The latter can be alstamegul by relatively
small research sample (comprising only 24 entezpjisProbably time range should also be increassd 6 to, for
instance, 10 years - it is believed that this woboéduseful in order to obtain a more complete péctof local market
representatives and thus improve the results. Meredhe fact that selected sample consists of emieg operating in
various spheres of natural resources market (namBh& Gas, refinery, selling of finished gooddc$ this could also
have a certain effect on the research outcomefaruetter results it is recommended to break dtvengroups into sub-

divisions (per particular industry) thus ensuringo®th comparison among the sample.

To conclude the research the author wants to engghttse importance of the topic currently beingcdssed in
terms of complete financial information presentati€air business conducts, protected shareholdéts; the increased
tendency of local companies going global, expandaugl content and attracting foreign investments iKazakhstani

economy.
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