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Abstract

There has been an increase in the importance of corporate governance (CG) around the
world, seeking to increase the protection and confidence among investors from
fraudulent and unethical practices. Fama & Jensen (1983) argue that characteristics of
boards of directors and ownership are important determinates of internal CG to mitigate
agency problems in publicly listed firms. CG proponents argue that firms with well-
implemented CG structures outperform those with weak CG structures (Lipton &
Lorsch, 1992; Jensen, 1993). Nguyen et al., (2014) assert that the structure of internal
CG is important, especially where there is little and ineffective corporate control (e.g.
capital market and the regulatory system). They also encourage more empirical
research to understand the effect of international diversity on internal CG. A plethora of
literature has examined the association between CG, earnings quality (EQ), firm
performance and firm value (Weir & Laing, 2000; Bozec, 2005). However, there are
limited studies examining these associations in emerging markets (Van Essen et al.,
2012), especially Gulf Cooperation Council (GCC) countries (Alghamdi, 2012,
Baydoun et al., 2013). Furthermore, there is a lack of literature examining the impact of

royal family members on EQ, firm performance and firm value.

The GCC is a fast growing regional organization of six Arab states namely, Kuwait,
Bahrain, Oman, Qatar, Saudi Arabia (SA), and the United Arab Emirates (UAE) (Al-
Shamari et al., 2008). The GCC countries share common economic, cultural, social,
political, language and religion (AlMuharrami & Matthews, 2009). The GCC countries
are oil rich Gulf Monarchies which provide a unique institutional setting as royal
family members have a presence on the company board of directors. Royal board
members enjoy prestige, status, power and privilege, and can influence monitoring and
decision-making (Henry & Springborg, 2010). The extant literature has not fully
examined the impact of politically connected royal family board members on GCC
countries. The thesis addresses this gap in the literature and examines the effects of
internal CG on; EQ, firm performance, and firm value, in GCC countries, with
particular attention to royal family members on the board. In order to address the above
topics, the thesis is split into three questions: (1) what is the effect of internal CG on
EQ in five of the six GCC countries. (2) What is the effect of internal CG on a firm’s
performance and firm value in five GCC countries. (3) What is the effect of attendance
of royal family members at board meetings on a firm’s performance and firm value in
Saudi Arabia. The study examines the relationship in five of the six GCC countries due
to the lack of data variability of listed companies in one country Kuwait. EQ in the first
question refers to relevance and reliability of financial information and protection of
investors. In addition, the thesis used both firm performance and firm value because
firm performance measurements show performance based on historical information

(short-term firm performance), whereas the firm value measurements refer to long term



performance, growth and opportunities. To address these questions, agency theory is
used as the theoretical framework and to develop hypotheses. The hesis used a unique
hand collected dataset from non- financial public and listed companies on the GCC
stock exchanges for the period 2009-2013.

The thesis uses a combination of univariate and multivariate analysis to investigate
each research question. The research examines GCC countries as a single population
due to similarities across the region. However, The researcher is aware of some
differences among these countries and so the research examined each country
individually. Further, The researcher analyses two stock markets in UAE separately
due to some identified differences. The researcher utilises GMM dynamic panel as an
econometric technique that provide unbiased estimates and control the endogeneity of

model predictor variables.

The main findings of the research question one are that royal family directors reduce
the firm earnings quality while independent royal family members on the board
improve the earnings quality of the firm, especially in Saudi Arabia. Consideration of
the characteristics of firms is important; as the results indicate that CEO duality in high

growth firms significantly decreases firms’ earnings quality.

The findings under these two models tell an interesting story. With respect to individual
countries, there are few differences in the association between firm performance and
firm value. These results indicate that firm value refer to investment, growth and long-
term performance where accounting measures reflect the short-term performance. Thus,
some corporate governance variables have a different effect on firm performance and

firm value.

The main findings emerging from this research question is that the attendance of royal
directors at the board may enhance firm performance but not firm value, indicating that
the market and investors do not care about their attendance at board meetings.
However, considering the importance of the characteristic of the firm, the attendance of
a royal director at board meetings in high leveraged firms tends to decrease a firm’s
performance. Interestingly, the ranking of the royal family (royal-highness) influences
the effect of independent royal family members on the value and performance of the
firm. This finding indicates that the more powerful the independent royal family (royal

highness), the more negative influence it has on firm value.

Finally, this thesis offers analysis pertaining to CG, EQ, firm performance and firm
value in GCC countries. Overall, it supports claims that when proper internal CG is
implemented, the confidence of shareholders, especially minority shareholders,

increases in a poorly protected environment. The findings indicate that the region has

vi



good CG structure and practice but they should be fostered and companies should be
encouraged to embed them. Furthermore, this thesis concludes that not considering the
uniqueness of institutional settings will not give a clear picture of CG practice and
influence in the region. Novel findings are provided with regard to a critical
understanding of the role and power of the royal family members on the board of
directors. The findings contribute to the debate on the impact and the importance of
politically connected firms’ debate on EQ, firm performance and firm value. This thesis
also offers a recent update to investors and regulators with regard to the effect of royal
family members on the board, which may affect the minority shareholders return.
Significantly, the findings of this thesis extend the understanding of the diversity of CG

practice and influence internationally.
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Chapter 1

Introduction

1.1 Introduction

Corporate governance is now a significant feature of publicly listed companies, particularly
since the financial crisis of 2008 and the collapse of international companies, which
weakened the economy of GCC countries (Tricker, 2009). Research into corporate
governance became significant following this period (Alagha, 2016). The objective of the
thesis is to investigate the effect of internal corporate governance on earnings quality, a firm’s
performance and firm value in five GCC' countries with a focus on the uniqueness of the
institutional setting (e.g. royal family members). Therefore, using royal family members as
board directors as a unique variable I attempt to provide new insight and perspective on this
subject. The results of the research aim to give more clarity and precision to our
understanding of GCC corporate governance practice and their influence on stock markets.
The remainder of this opening chapter is organised as follows: Section 1.2 introduces the
background of the study and justification for conducting the research. Section 1.3 provides the
importance of studying CG in emerging markets. Section 1.4 provides the three research aims
and questions, and Section 1.5 illustrates the links between these questions. The importance
of corporate governance for minority shareholders takes place in Section 1.6. Section 1.7
presents the organisation of the thesis and a brief synopsis of the content of each chapter.

Lastly, Section 1.8 provides a summary of this section of the thesis.

1.2. Background of the Study

The recent global financial crisis has raised several questions regarding misbehaviour in many
international companies. For instance, the collapse of several large corporations such as
Enron and WorldCom is due to a failure in corporate governance (CG). These failures have
not just affected the economies of the developed countries but have focused attention on weak
CG in developing countries (Petra, 2006). The Gulf Cooperation Council (GCC) countries are

not immune to such practices and their consequences. The GCC was founded in 1981 and

! Kuwait was eliminated due to the lack of data availability.



consist of six Arab states, namely Bahrain, Kuwait, Oman, Qatar, Saudi Arabia (SA), and the
United Arab Emirates (UAE), all of which are Gulf Monarchies. The fact too that the GCC
has suffered a series of stock market crashes and corporate scandals. For instance, in 2008 a
scandal of listed company SHUAA Capital in the Dubai International Financial Center
(DIFC) was caused by earnings manipulation (Kerr, 2011). Also, many shareholders lost their
equity during the GCC market crisis in 2006 (Alghamdi, 2012). These issues damage investor
confidence, especially minority and foreign investors. Naturally, under the critical
circumstances faced by the stock markets, many companies have shed light on the concept of
CG and therefore, placed more emphasis on its weaknesses in the region and the need for

improvement.

Reviewing empirical studies pertaining to CG, earnings quality (EQ), firm performance and
firm value highlights a notable gap in the literature as most concentrate on the USA and
Europe (Bekiris & Doukakis, 2011; Ebaid, 2005). Thus, there is a dearth of research on GCC
countries as emerging markets, and it is useful to understand this part of the world. Bhasa
(2004) argues that there is a need for more studies on a governance model in developing
countries. There is also a growing call for more research regarding the effects of CG on EQ, a
firm’s performance and a firm’s value in the GCC (Alghamdi, 2012, Baydoun et al., 2013;
Dalwai et al., 2013). In addition, Raghu (2016) claims that the research of stock markets in
GCC countries has no depth. Metrick & Ishii (2002) and Klapper & Love (2004) argue that
understanding the quality of CG practice and its influence on EQ, firm performance and firm
value are important when a country has a weak legal system, so there is a need for more
research on this issue. Specifically, Mahadeo et al., (2011) claim the importance of

considering the characteristics of emerging countries in empirical research.

GCC countries have concentrated ownership with strong families and state control of both
private and listed companies (Tricker, 2009). In addition, in monarchy countries, the state
typically owns a high number of shares in publicly listed companies. It is also not surprising
to find royal family members and government officials present on the board of directors of
these companies. These countries have problems that are still evident in the areas of
“transparency, disclosure, risk management and board practice” (Saidi, 2011). These factors
influence various businesses including listed companies, banks, state-owned enterprises and
family-owned enterprises (Saidi, 2011). Protection of minority shareholders may be an issue,
so this needs to improve. The model of CG in GCC countries differs from other developed
and developing countries due to the institutional structure of GCC countries; the political
system in the region is a monarchical family system, which provides a very interesting setting

for examining the association between CG, EQ, firm performance and firm value.



In the global market context, developed and developing markets interact with each other and
the stock markets are more connected and more complex than before (Lehkonen &
Heimonen, 2014; Miralles- Marcelo et al.,, 2015). Stock markets in GCC countries are
promising for investors and invesment and continue to develop (Mansur & Delgado, 2008).
Thus, due to globalisation, investors are not only domestic anymore as foreigners are now
showing interest in investing in this promising region (Held & Ulrichsen, 2013). Investors
need to understand both developed and developing markets to expand the diversification of
the global equity markets. Thus, interest has grown in understanding the region. Besides,
these stock markets are now welcoming foreign investors more than before to finance their
operation and to extend their businesses internationally. They cannot achieve this without
having good CG practice to enhance the investor's confidence after the global financial crisis

(Alagha, 2016).

literature should explain to investors about developed and emerging markets to help them to
make a reasonable decision on whether to get involved or not. In particular, the literature
concerning the CG of GCC countries could be broader. In fact, the research on CG
encourages the consideration of the uniqueness of the institutional setting (e.g., royal family
members) as it influences the practice of CG. When researching CG in GCC countries, these
CG variables are missing in the majority of the literature. This results in a distortion of reality
as scholars touch only modestly on the involvement of royal family members and government
officials in the business. No empirical study has examined their effect on EQ, firm
performance and firm value in the region. Thus, this research attempts to bridge the gap in the
literature by presenting additional insight to extend the literature of emerging countries. All of
the above act as motivation to investigate CG in five GCC? countries from the perspective of
shareholders. Therefore, the thesis examine the current situation about the effect of CG on
EQ, firm performance and firm value in the GCC countries. Specifically, the thesis is intends
to focus on two aspects of CG: the influence of the board of directors’ characteristics and
ownership structure toward EQ, firm performance and firm value. In addition, the thesis

accounts for the uniqueness of the institutional setting (e.g., royal family members).
1.3. The Importance of Studying Corporate Governance in Emerging Markets
Even though the enforcement of CG in emerging markets is weak, understanding emerging

markets’ CG is important. Emerging markets account for half of the world population and

more than one-fifth of global gross domestic product (GDP) (AL-Rashed, 2010). In fact, this

? Kuwait was eliminated due to the lack of data availability.



proportion is increasing. Also, increasingly, emerging market are becoming important engines
of global growth. Emerging markets have specific features, opportunities, and risk (La Porta
et al., 2000). In the last two decades, interest in emerging market has increased dramatically
because these markets or economies offer significant opportunities for investment and
investors expect to achieve a higher return because of the greater risk as well as potential
diversification benefits. The most important criticism of emerging markets exercising of
political power, corruption’, a significant lack of communication information and dominance
of government and family owned companies. Groups with monopoly power have access and
influence on government planning and policy changes; hence these firms benefit from these
connections and cooperation with the influencer(Amico, 2014). Therefore, the emerging
markets face greater influence due to social and political factors. Even though these markets
offer significant investment opportunities and stable economies which help people to feel
more confident, investors should consider the risk of emerging markets’ investment (Tricker,

2009).

A recent survey conducted by International Finance Corporation (IFC)* presents four
observations about CG in emerging markets: first, even though emerging markets have weak
enforcement law, emerging market investors believe that better firm-level governance can
make up for country weakness in CG. Second, investors in emerging markets care a lot about
CG and are willing to a pay premium for better-governed emerging market firms. Third, well-
governed firms in emerging markets could mitigate some of their concerns about investing in
a particular country. Finally, board independence is a low-level concern for emerging market

5
governance .

Importantly, it has been claimed that the CG implementation and practice in GCC is weak
(Al-Rashed, 2010). However, the World Bank (WB) points out that GCC countries are better
off regarding governance than other emerging countries and even some European countries,
but are still behind the OECD countries (Amico, 2014). According to several surveys
conducted in GCC countries, CG is one area of concern in the GCC business environment
(Eulaiwi et al., 2016). According to Megginson et al., (20006) it is clear that no country has the

best overall CG practice.

3 . . . .
Corruption discourages foreign investors.
4

https://www.ifc.org/wps/wem/connect/dbfd8b004afe7d69bcb6bdb94e614d75/IFC_EMI Survey web.pdf?MOD=
AJPERES
There are no truly independent directors in emerging markets.




Stock markets in GCC countries are promising for investment and continue to develop
(Mansur & Delgado, 2008). The share volume of GCC markets represents 0.8% of the global
total (Held & Ulrichsen, 2013). Additionally, Held & Ulrichsen, (2013) argue that, although
the stock markets of the GCC countries are small, they play a significant role in the global
market. Therefore, GCC markets are promising markets for portfolio diversification in the
region and the world (Arouri &Fouquau, 2009). Due to noticeable changes in economic
status and the reform of the financial environment regarding the liberalisation of capital
markets, more international and domestic investors are interested in GCC stock markets.
Additionally, the introduction of new laws and governance protect property rights and ease

ownership restrictions (Al Hadi et al., 2016).

Having reviewed the literature concerning the CG of GCC countries, the researcher finds that
this issue is not sufficiently explored . Thus, through examining the most used CG
mechanisms discussed in the literature that influence firm’s earnings quality, firm
performance, and firm value, this study will identify what feature of governance matter most
for enhancing firm’s earnings quality, firm performance, and firm value in GCC countries.
The findings of the study will contribute to a better understanding about which aspect of

governance matters the most and its effect on emerging markets investors’ decisions.

1.4. Research Aim and Questions

The main research question is what is the effect of internal corporate governance on EQ? In
addition, what is the effect of internal CG on firm performance and firm value in five GCC®
countries? The motivation and interest to answer this main question encouraged the following

three research questions.
(1) What is the effect of corporate governance (board of directors' characteristics and

ownership structure) on earnings quality in five GCC countries?

(2) What is the effect of corporate governance (board of directors' characteristics and

ownership structure) on firm performance and firm value in five GCC countries?

® Kuwait was eliminated due to the lack of data availability.



(3) What is the effect of the attendance of royal family members at board meetings on firm
performance and firm value in Saudi Arabia?
Certainly, there is scarce evidence of the importance and influence of these variables of CG in
the context of GCC countries. Thus, the thesis aims to discover the subject of CG and its
effect on EQ, firm performance and firm value in GCC countries. It is important to mention
that this research subject is suited to the field of accounting and corporate finance in the
research area of corporate governance. It is important to note that the GCC countries consist
of six Arab states, namely Bahrain, Kuwait, Oman, Qatar, Saudi Arabia (SA), and the United
Arab Emirates (UAE). However, the study focuses only on five countries namely Bahrain,
Oman, Qatar, Saudi Arabia (SA), and the United Arab Emirates (UAE) due to lack of

availability of data for Kuwait.

1.5. The Link Between the Research Questions

CG concept is a common link between the research questions. Therefore, literature and
methodology overlap, especially for research questions two and three. Each question attempts
to examine the effect of CG on different issues such as the EQ, firm performance and firm

value.

For research question one: Most studies of CG and EQ are concentrated in developed
countries and the majority of literature in emerging markets turns a blind eye on the
uniqueness of an institutional setting (the involvement of royal family members) like in the
case of GCC countries. An exception to this is Algamidi’s (2012) thesis where he introduces
this variable for the first time when examining the association between CG and earnings
management (EM) in Saudi Arabia (SA). He considered the number of royal family members
plus the powerful families on the board in SA in his research. Thus, he did not purely count
the royal family members on the board. Therefore, these studies have not been taken far

enough in terms of analysis and explanation.

Why does the study in GCC countries need to consider royal family directors on the board?
First, power is invisible and cannot be touched or detected but it is really a force in any
organization (Pfeffer, 1992). For instance, wealth and status are frequently attributed to
power. Power is connected to politically connected firms (Faccio et al., 2006). In GCC
countries, royal family members have power. Thus, the justification of choosing royal family
members is that because of their prestige, status, power and privilege, they can influence
monitoring and decision-making. According to Mazaheri (2013), “monarchies are better able

to solve the credible commitment problem between the government and existing private sector



elites than non-monarchical authoritarian states.” Thus, the level of influence of CG on EQ
is probably not akin to published studies using other contexts. The royal family members, in
general, have greater power than the average person (Nasir & Abdullah, 2004). Thus, this
researcher is interested in examining to what extent CG influence EQ in five GCC countries,
which would reduce the probability of financial failure and crashes with attention on royal
family members on the board. A primary dataset of CG in GCC countries is used to analyse
this group of countries as one population and individually. In other words, the expertise of
audit committee directors is under consideration because there is an expectation that they
oversee the management to protect shareholders’ interests and to provide an independent view
(Harrison, 1987). The involvement of royal family members on the board was also accounted
for which is deemed to be unique to GCC countries as monarchy countries. The effect of
politically connected firms is more significant and pronounced in emerging markets where the
legal system is weak with little protection of shareholders’ rights (Faccio et al., 2006).
Therefore, the research question builds upon the argument with regard to royal family
members and from politically connected firms’ literature’. Finally, including this variable
may fill an important gap in existing literature considering the environment is setting where
ownership concentration is prevalent and where the presence of politically connected

directors® on a board is the natural form of political connection.

In question two: the study focuses on the effect of internal CG of the firm’s performance and
firm value in five GCC countries. The findings in question one examining CG and EQ acted
as an input to answer this question. The results indicate that the number of CG attributes
affect the quality of the firm earnings positively. There is agreement among scholars with
regard to the limitation of CG research or studies in emerging markets. According to Nenova
(2003), CG in the developing countries is suffering from the effects of a number of issues
including transferring the value from minority to controlling shareholders, a poor legal
system, the problem of auditing practice and non-transparency disclosure. A critical glance at
the literature review of GCC countries, firm performance and firm value shows that the
literature does not adequately consider the uniqueness of an institutional setting such as the
presence of royal family members and government officials’ members on the board.
Additionally, noticeable features are not accounted for in the previous literature, such as a

large involvement of relatives and the presence of a female on the board of directors. It is

7 Politically connected literature explains the characteristics and the effect of politically connected members who
have power, status, privilege on earnings quality and firm performance.
® The involvement of royal family members and government officials on the board.



important to understand whether these variables matter or not in this region as this then
influences the firm’s performance and firm value. In addition, this question considers some
features of an audit committee and their effect on a firm’s performance and firm value. An
audit committee is an important committee within the board committee. An audit committee
is not just for supporting management by giving advice for major business decisions but also
for monitoring and overseeing the management to protect shareholders’ interests and to
provide an independent view of corporate executives and their affairs (Harrison, 1987). It has
been argued that an audit committee is more beneficial due to its skills and resources, which
in turn affects their ability to enhance EQ, firm performance and firm value (Ismail et al.,
2007). With respect to females and relatives, it is interesting to note that the region is
considered a collectivistic under Hofstadte’s cultural dimensions. Due to the culture and
social norms, there is a fear of involving females on the board (Halawi & Davidson, 2008).
However, lately, females further engagement in the economy has grown (Terjesen et al.,
2009). In addition, as family ownership prevails in the region, there is a substantial
involvement of relatives, which cannot be ignored (Halawi & Davidson, 2008). Finally, the
rationale of using both firm performance and firm value in questions two and three is that
firm performance measurements (ROA and ROE) reflect performance based on historical
information. This reflects previous firms’ operation, and the efficiency of the firm using
equity funds to generate profits (Epps & Cereola 2008; Leng 2004) where the firm value
measurements (Tobin’s Q) show performance based on firm value by market evolution of the
assets (Tobin, 1969), which in turn reflects current action (Kiel & Nicholson, 2003). In other
words, firm value measurements indicate the perception of the market with respect to the
firm’s performance (Weir et al., 2002). It also refers to growth and investment opportunities
(Boon et al., 2007; Link et al., 2008; Lehn et al., 2008). Firm value measurement also
accounts for risk and is less likely to be manipulated as accounting measures (Al-Matari et al.,
2014). Thus, it helps investors to estimate the growth and risk potential and shows the size of
the firm. Management and investors have different interests and ways to evaluate CG;
therefore, management attempt to use firm performance measurement (ROA and ROE) as the
measurement to show how the wealth affects CG mechanisms. On the other hand, investors
seem to prefer to value the firm structure of CG based on firm value measurement (Tobin’s Q

) (Black et al., 2006, Grab, 2007).

For question three: the researcher is interested in investigating the royal family’s attributes in
depth and their effect on a firm’s performance and firm value. In order to achieve this, the
researcher has to consider a further aspect of royal family members such as their status on the

board, and their closeness to the Saudi King (if the royal family member is a royal highness or



a regular royal family member)’. In addition, the interest focuses on all GCC countries as
monarch countries. However, the third question just looks at Saudi Arabia due to the lack of
data availability with regard to royal family members in other GCC countries. Mfindings in
both questions one and two are that the involvement of royal family members on the board
does have a positive effect in enhancing EQ, firm performance and firm value that acted as an

input to answer question three.

Furthermore, a lot of empirical research has examined the association between independent
directors or CEO’s compensation and a firm’s performance (Vafeas, 1999). However, the
literature is still not clear about other sets of mechanisms within CG that also play a
significant role and influence the firm’s outcomes (Vafeas, 1999). According to Larcker et al.,
(2007) board monitoring activity can be estimated through their meetings. In empirical
literature, board meetings are internal CG mechanisms that have not been examined in depth
(Vafeas, 1999). In addition, Vafeas (1999) proposed an interesting question for future work
“what powers do outside directors have in practice in shaping the meeting agenda?” This
refers to the fact that the power is as important as the independence of directors, which affects
the board meeting setting and decision-making. There is a limitation and gap in the literature
here, which should be addressed. Thus, based on the explanation in the literature review with
regard to meetings and royal family members, the rsearcher is interested in examining both
variables. Therefore, both variables are merged to create a variable called the attendance of
royal family members on the board, and the effects of this variable are examined beside other
variables of royal family members (such as their percentage, their status) and CG attributes on
a firm’s performance and firm’s value. the rsearcher claim is that the attendance of royal
family members at board meetings does matter, because they can influence board

communication, strategies and decision-making.

The rsearcher believes that the most relevant literature is politically connected literature as it
explains the characteristics and the effect of politically connected members who have power,
status, and privilege on EQ, firm performance and firm value. However, prior studies relied
heavily on questionnaires and interviews and have not examined the effect of politically
connected managers in-depth in terms of their status, shares, involvement and attendance on a
firm’s performance and firm’s value. Therefore, these studies are not going far enough in
terms of their analysis. Besides that, due to the difference in legal systems, culture and
institutions specific to other countries, the findings, even if relevant, cannot be generalised.

There is a dearth of research on royal families in this region. In addition, given the limitation

° A detailed explanation of royal highness provided in the methodology chapter (4).



from previous literature, the research question is relevant and there is a need for further
examination of the effects of royal family members on a firm’s performance and firm’s value

to fill the significant gap.

In light of the discussion above, the research follows a three-paper approach, and each of the
three research questions built on limited literature; the research developed several testable
hypotheses about CG, EQ, firm performance and firm value. The creation of the council of
Gulf cooperation for six countries is because similarities outweigh differences regarding
traditional culture, religion, language and the political system. Thus, these countries can be
considered relatively or highly homogeneous (Shehata, 2013). Therefore, due to their
similarities regarding characteristics and CG structure, the researchers examined these
countries as a single population to have significant and notable findings of the five GCC
markets. Kuwait was eliminated due to the lack of data availability. I explore a detail of
process in Chapter 4. Brickley and Zimmerman (2010) claim that distinguishing a group with

similar problems of agency and corporate structures helps to create meaningful outcomes.

To get a better understanding, the study consider seach country separately as there is an
awareness of the differences. Further, the researchers analysed two stock markets in UAE
separately due to some identified differences (justification of this procedure appears in the
methodology chapter, 4). For the methodology, the research has adopted a positivist paradigm
and a quantitative method. The CG data was hand- collected and financial data taken from
Datastream. Due to data availability, the sample of data covers the period from 2009 to 2013.
With relation to research question one; having reviewed some research methodologies, the
rsearcher decided that the discretionary accrual model by Defond & Park (2001) would be
appropriate to measure EQ and GMM regression to examine the relationship. For research
questions two and three, some firm performances and firm value measurement are used such
as ROA, ROE as a proxy for firm performance (accounting indicator) and Tobin’s Q as a
proxy for firm value (market indicator). Then, the study regressed EQ, firm performance and
firm value on attributes of CG and control variables. Finally, the researcher believes that
answering these questions and understanding these concepts and their influence will extend
the understanding of and interest in this region. The findings of these questions contribute to
the academic literature in the fields of accounting and corporate finance, specifically in the
area of corporate governance. The findings also provide a practical implication for
policymakers and investors. The contributions are discussed in detail in Chapter 8. In
addition, the rsearcher believe there is a need for further research to extend the understanding

in this region.
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1.6. The Importance of Corporate Governance for Minority Shareholders

It is important to note that the economy will have stronger growth when more investment is
made, and this can be achieved through the adequate protection of shareholders especially
minority shareholders (Levine & Zervos, 1998). However, the connection between the
protection of minority shareholders and the growth of the economy (King & Levine, 1993
a/b) is not clear as it enhances their confidence, which is essential for their involvement and
the function of the market. The protection of a minority of shareholders does matter because
they cannot control the companies’ affairs as majority shareholders. Majority shareholders
own more shares in the companies; thus they have authority; power and can influence the firm
regarding decision-making and actions (La Porta et al., 2000). The more power the majority
shareholders have, the weaker the minority shareholders are. Majority shareholders can
manipulate the accounting information to maximise their benefits and mislead the minority
shareholders as the financial report inaccurately reflects the actual firm’s performance. It has
been argued that if there is effective minority shareholders protection in place from
expropriation actions, economic growth increases as they direct their capital into investment
(La Porta et al., 2000). CG mechanisms can accomplish effective and efficient protection of
minority shareholders as these mechanisms offer a beneficial system about the relationship
between the management, majority and minority shareholders. In other words, the protection
of investors, especially minority shareholders, is one of the central components of corporate
governance. Protection of minority rights is visible in developing countries, but this interest is
not enforced properly and is not sufficient or adequate (Hamdani et al., 2012; Mclean et al.,
2012). Unlike developed countries where the conflict of interest is between the management
and a vast number of shareholders, in developing countries the conflict of interest is between
the majority and minority shareholders (La Porta et al., 2002). Countries with proper
protection of minority shareholders are more likely to have a high-value stock market, more
liquidity, a higher number of listed companies and rates of capital demand compared to
countries with poor minority shareholders (La Porta et al., 2002; John et al., 2008; Hamdani et
al., 2012; Mclean et al., 2012). Also, effective minority shareholder protection encourages
transparency, accountability and investor confidence, which can be reflected in the state of the
economy (Judge, 2008). A study conducted by the OECD (2012), shows that CG standards
are essential to promote business development, growth, and to enhance their EQ, firm

performance and firm value.
Furthermore, due to increased globalisation, the world market has become more integrated
(Chiou, 2008; Beine et al., 2010; Christoffersen et al., 2012; Lehkonen & Heimonen, 2014;

Miralles- Marcelo et al., 2015) and more companies attempt to expand internally and
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externally. Expansion requires funding, and more investors are interested in investing
internationally. However, foreign investors and minority shareholders can be more
encouraged to invest directly when they fully understand the condition of the market. When
properly informed, they feel protected and have more confidence in the market. These
objectives can be achieved by having proper CG practice in place. Based on the research in
developed and developing countries, CG mechanisms have had a positively profound effect
on the firms’ EQ, firm performance and firm value (La Porta et al., 2000; Hamdani et al.,

2012; Mclean et al., 2012).

Thus, developing countries have an excellent opportunity to implement proper CG structures,
which will help to build more stable economies in the long term. In addition, preventing
future crises and scandals can be tackled through right CG structures (Pierce, 2012). CG
mechanisms can monitor management and offer oversight to firms. The research of CG in the
last two decades helps to understand companies and increase the value and confidence of

investors (Soobaroyen & Mahadeo, 2007)
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1.7. Structure of the thesis

This thesis is divided into eight chapters as outlined.
Figure 1 Structure of The thesis
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Chapter one provides an introduction to the research understudy and research questions.

Following this, the chapter finishes by outlining the structure of the thesis.

Chapter two shows the overview of institutional setting (GCC countries). Following that, the
chapter focuses on a theoretical framework, which includes theoretical perspectives of agency

theory. This theory provides a context for the research questions.

Chapter three provides comprehensive reviews of the relevant literature concerning the
subject matter of CG, EQ, firm performance and firm value. The literature of CG is broad and
overlaps, but the research outlines the relevant literature relating to the subject matter and
finds the gap to bridge it by answering each research question. The study highlights the
debate on CG and documents the relevant variables, which influence EQ, firm performance

and firm value.

Chapter four is concerned with methodology and the way in which the research identifies the
research paradigm as positivism and quantitative method and justifying the adoption. The
research then outlines the data collection procedure and methodological approach to

answering the three research questions.

Chapter five contains the analysis of the first research question: the impact of internal
corporate governance on earnings quality in five GCC countries. The analysis encompasses
descriptive statistics, correlation matrix, the results of regression and the discussion of the

results.

Chapter six addresses the results of the second research question: the influence of internal
corporate governance on firm performance and firm value in five GCC countries. The
analysis also includes descriptive statistics, correlation matrix, and the results of regression

and the discussion of the results.

Chapter seven concentrates on the results of the third research question, which focuses on the
impact of the attendance of royal family members at the board meetings on a firm’s
performance and firm value in Saudi Arabia (SA). Following a similar format to chapters 6
and 7, descriptive statistics, correlation matrix, the results of regression and the discussion of

the results are presented in the chapter.
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Chapter eight provides a conclusion to this thesis regarding the background of the study, a
brief review of the thesis chapters, contributions to literature and implications to practice. The

chapter finishes by discussing the limitation of work and identifies areas of future research.

1.8 Conclusion

One of the aims of good CG is to ensure that corporate disclosures, such as financial
accounting reports are accurate and reliable to protect investors. Based on previous
explanations, having reviewed the literature concerning the CG of GCC countries, this has not
been explored in any depth. In fact, there is a dearth of literature in this region. The thesis
investigates the existing gap, explores CG practice and its influence on the region. In
particular, the objective of the thesis is to investigate the effects of CG on EQ as well as the
firm performance, and firm value in five of the six GCC countries. The rsearcher does this
using three research questions: Q1: what is the effect of internal CG on EQ in five GCC
countries; Q2: what is the effect of internal CG on a firm’s performance and firm value in five
GCC countries? Q3: what is the effect of attendance of royal family members at board

meetings on a firm’s performance and firm value in Saudi Arabia?

The opening chapter is structured as follows: Section 1.2 introduces the background of the
topic and provides justification of undertaken research topic. Following that, Section 1.3
provides a brief discussion on the importance of studying corporate governance in emerging
markets. Section 1.4 outlines the thesis’s aim and main research questions. Section 1.5
focuses on links between the research questions. In addition, features of GCC countries are
described briefly in Section 1.6 and the importance of CG for minority shareholders is
provided in Section 1.7. Subsequently, Section 1.8 provides an overview of the thesis and

described its structure, chapter by chapter briefly.

The research aims to draw a clear picture of CG practice and influence on GCC countries in
general and at the individual bases, as well as evaluating the framework of CG in the region.
The thesis attempts to discover whether the findings are consistent with other emerging
countries or, more likely, with some developed countries. Indeed, there is limited evidence of
the importance and influence of these variables of CG in the context of GCC countries.
Understanding the aspect of CG in GCC countries is relevant and exciting for existing, and
future potential investors as companies seek to fund their expansion both domestically and

internationally.
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Chapter 2

Institutional Setting and Theoretical
Framework

2.1 Introduction

The previous chapter introduces the research questions, and structure of the thesis. This
chapter divides into two sections, A and B. The first section (A) represents the institutional
setting, and the other section (B) focuses on the theoretical framework. The structure of the
first section (A) is as follows: subsection A.2.1 offers general information about GCC
countries. Following that, subsections A.2.2, A.2.3, A.2.4, describe the definition of CG and
provide general information about corporate governance (CG), UK CG and GCC countries
CG. Subsection A.2.5 offers compression among the GCC countries CG and specifies the
similarities and differences. Subsection A.2.6 ends the section with the previous literature on
GCC corporate governance. The second (B) major part concerns the theoretical basis of the
three research questions to explain the effect of CG on EQ and the impact of CG on firm
performance and firm value. Scholars from different disciplines such as economics, law,
sociology, finance, accounting (Jensen & Meckling 1976; Richards & Stearn, 1999; Useem
1984; Fama, 1980; Boyd 1995) contributed to the establishment of governance theory and
research (Kiel & Nicholson 2003). There is no universal agreement on the best theoretical
basis for CG studies. Nevertheless, based on a review of the literature, the theoretical
framework used in the research questions is agency theory to explain and analyse the three
research questions. The structure of this section is as follows: subsection B.2.1 explores the
definitions of CG and offers the operational definition of CG for this thesis. Subsection B.2.2

reviews agency theory. Subsection B.2.3 summarises the chapter.
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YEMEN e

A brief background of GCC countries is needed to have some understanding of the
institutional setting. In this section, some light is shed on GCC countries in general, and brief
information about each country is provided. The Gulf Cooperation Council (GCC) countries,
was founded in 1981 and consists of six Arab states namely Bahrain, Kuwait, Oman, Qatar,
Saudi Arabia (SA), and the United Arab Emirates (UAE), all of which are Gulf Monarchies.
GCC countries are located in the Middle East. Specifically, the Arabian Peninsula and their
total population amounts to 50.1 million people (Amico, 2012). They also share similar
Arabian culture and traditions, the faith of Islam, social structures, wealth, political
development (Monarchy), and demography (Baydoun et al., 2013). The primary purpose of
the establishment of GCC was to enhance the cooperation and integration as well as to
strengthen their economy and development through their participation in different fields such
as the economy, financial affairs, education, cultural activities, social, medical, agricultural
development, research development and joint projects. Between them, they can issue similar
policies and regulation to achieve unity (Amico, 2012). It is also worth mentioning that each

country has an independent government and their own independent currencies.

GCC countries are developing countries in Asia but enjoy prosperity due to natural resources
and the rapid development of their capital market (IFC, 2008). Some features make GCC
countries interesting when examining the effect of CG on EQ, firm performance and firm
value. Recently, the GCC countries share in the world’s GDP has doubled to 2.2 percent,
which refer to the development of a dynamic economy (Held & Ulrichsen, 2013). This also
increases the significance and importance of GCC countries in the global economy (Nugée &

Subacchi, 2008). In adddition, they have followed some global norms and standards to work
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with international organisations. This engagement with the world raises the status of the
region, which brings more benefit and increases regarding trade and investment. This marks

the region as “one of the most prosperous in the world” (Nugée & Subacchi, 2008).

After the oil boom in 1970, GCC countries grew fast economically and financially (Arouri et
al., 2014). Therefore, petroleum and natural gas are the backbones of the economy of GCC
countries 40 percent of oil reserves (Held & Ulrichsen, 2013) and 15% of natural gas
(AlKuwari, 2009) in the world are located in GCC countries. In relation to international
production and the export of crude oil, GCC countries represent 15 percent and 20 percent
respectively (Alibrahim, 2004). Thus, they are an influential player in the global energy
market in the global economy as they hold 40 percent of global oil reserves (Nugée &
Subacchi, 2008). However, the demand for oil is reducing, and so they overly dependent on a
single commodity if they do not move their economies away from a single source of revenue.
In recent years, GCC countries have changed and developed their economies and stock
markets to be more diverse, especially to attract more foreign investors. GCC countries are
likely to receive closer attention in the global financial market when the world’s largest
company such as Saudi Aramco will be potentially listed in Saudi stock market next year. In
fact, GCC countries have made progress in the business as World Bank Doing Business
ranked GCC countries as the top of MENA ' countries (Henry& Springborg, 2010). However,
there are different levels of dependence on oil and the liberalisation of GCC countries; UAE
and Bahrain depend less on fuel and are more liberal than SA and Qatar (Arouri & Fouquau,
2009). The governments are developing non-oil sectors growing from 4.8 percent in 1997-
2002 to 7.3 percent in 2003-08 and the investment of private sectors extend eightfold from
300 billion in 2004 to 2.4 trillion in 2008 (Chowdhury & Maung, 2013). GCC countries have
been recognised as the financial and commercial hub in the Middle East (Baydoun et al.,
2013). According to Eulaiwi et al., (2016) as they are fast-growing regions, GCC countries
expanded their equity markets by increasing the number of listed companies from 473 in 2005

to 705 in 2013.

The region enjoys stable currencies and price levels. The regulatory bodies play significant
roles in improving the legal environment and in reforming the implementation of governance
(Eulaiwi et al., 2016). They have shifted their economic model from “resource-based
economic model to private sector focused and production oriented economic model”
(Chowdhury & Maung, 2013). For instance, there has been noticeable growth in stock

markets in GCC countries between 2002-07, but market capitalisations, initial public

10 Acronym of Middle East and North Africa region (MENA).
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offerings (IPOs), and trading values declined in 2007 and 2008 (Amico, 2012); leading to a
financial crisis which caused extreme volatility and liquidity issues. Notably some GCC
countries were affected more than others during the financial crisis. Dubai has been affected
more severely by the financial crisis compared to other cities in the UAE and other GCC
countries. Abu Dhabi (the capital of UAE) rescued Dubai from this crisis (Held & Ulrichsen,
2013). However, scholars argue that the effect of the recent financial crisis in 2008 is hardly
recognised compared to other developed and established developing countries (Amico, 2012).
The legal system in GCC countries is based on both Shari law and civil law “these systems

are unified in a single structure” (McLaurin, 2007)

There are similarities and differences between GCC countries as developing countries and
other developing countries. Like many other emerging markets or developing countries, GCC
countries suffer from the inadequate protection of investor’s rights, insufficient legal systems,
weak and illiquid stock markets and, government intervention. There is also the problem of
the lack of quality information, economic uncertainty (Reed, 2002; Ahunwan, 2002;
Tsamenyi et al., 2007; Young et al., 2008), and government of listed and unlisted companies
and different sized companies (large, medium, and small companies) (OECD, 2005; Tricker,
2009) and non-transparent communication. Equity markets in the region less established as
those in developed countries. These also characteristics of countries follow the civil law legal
system. Families dominate the board of directors (Arouri et al., 2014; Rabelo & Vasconcelos,
2002). For instance, when firms are under family ownership, the controlling family,
specifically the head of the family intervene into overseeing the management, decision-
making, selection of management (OECD, 2005; Tricker, 2009). Due to family ownership of
the firms, controlling family prefer debt financing over equity financing to maintain their

ownership and control of the firm.

The differences between GCC countries and other emerging markets are as follows: GCC
stock markets typically have a smaller number of listed firms, lower diversification, and have
lower connections with international markets (Yu & Hasan, 2008). They are also “overly
sensitive to regional political events” (Held & Ulrichsen, 2013). They also have modest
competition for listings companies, small markets, high levels of retail investment,
diversification of financial products and low free floats (Amico, 2012). The state-owned stock
markets regulate, monitor and enforce CG code in listed companies (OECD, 2012). On
average, GCC companies have few independent directors on the board compared to other
countries. According to the Union of Arab Banks (2003), investigations of the CG practice in
public listed companies in Kuwait, SA, and the UAE, besides other countries, namely

Lebanon and Jordan; find that there are few truly independent directors on boards. Also, firms
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are more likely to follow CG code symbolically in the selection of independent directors and
to copy CG style in the western countries (Ferrarini & Filoppelli, 2014). These countries are
major suppliers and players of energy markets and are planning to have a common currency
(Al-Ajmi, 2009). They have a high number of foreign workers; with 90 percent, 70 percent,
50 percent and 30 percent expats in UAE, Qatar, Kuwait, Bahrain, Oman and Saudi Arabia
respectively (Held & ULrchsen, 2013). The participation of institutional investors is low
compared to other developing countries such as China and other developed countries such as
the US, UK, and France (Kiel & Nicholson 2003). This increases the volatility of the market
because retail investors are more inclined to withdraw capital quicker and the price quality is
weak (Amico, 2012). However, institutional investors are not always right participants as
some focus more on short-term investment objectives and do not have the ability and interest
to promote CG. In addition, institutional investors are less derdeveloped in the region and do
not disclose their voting results to the public or regulators, as they do not have a clear policy

regarding this issue (Held & Ulrichsen, 2013).

The Arab culture, to which GCC countries are a part of, suffer from trying to keep such
information secret (Gray, 1988) (e.g. “details of their business affairs”) (AL-Rashed, 2010)
and so communication is not transparent (OECD, 2005; Tricker, 2009). Also, the
concentration of ownership is in the hands of state, wealthy families, families with political
connections, Government officials"and the royal family (Sourial, 2004). Royal family
members in Qatar present in 17.5 percent of companies in Qatar (Hakawi & Daidson, 2008)"".
The power in GCC countries is in the hands of ruling families, and they can have direct
change and force (Nugee & Subacchi, 2008). Furthermore, the families dominate the board of
directors > with around 28.2 percent and 76.3 percent in Dubai and Qatar respectively
(Hakawi & Daidson, 2008). According to Henry & Springborg (2010), royal family members
are more active in private sectors. They have direct influence and can access the resources of
the government. Stock markets in GCC countries are highly volatile, reflecting the investment
risk of these markets (Al- Hadi et al., 2016). In addition, the boards in GCC countries tend to
have a simple or flat structure, which is common in many countries (Haniffa & Cooke, 2002).
According to The National Investor (TNI), (2008), families in GCC countries controlled a
high percentage of the equity market. Besides, TNI (2008) finds that at least 75 percent of
firms in GCC countries have at least two board members from the same family, and in some
cases, the family members thoroughly dominate the board of directors (Abdallah & Ismail,

2017). Thus, family owners, especially founding owners, control the process of decision-

! This percentage represents listed and non-listed financial and non-financial companies in 2007.
Government officials and royal family members dominate the board of directors and firms are governed by their
founders, their descendants or close relatives (Pierce, 2012).
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making by using their concentration of ownership to increase their voting power to influence
the nomination of firm managers and directors (Sirmon et al., 2008). Due to high ownership
concentration, public companies rely on debt financing from the bank as external resources
for funding (Al- Rashed, 2010). Therefore, in general, the casual relationship is used to
facilitate business transactions. Hiring and promotions tend to rely heavily on favouritism as
does transferring assets and intermarriages, which can occur between influential families
(Mazaheri, 2013, OECD, 2012). The efficient market rewards or punishes firms based on
their performance. Many studies conducted within the region have concluded that not all the
GCC markets are efficient (Held & Ulrichsen, 2013). Multiple directorships is also common
in GCC countries, which may impair effectiveness of CG practice (Ali et al., 2007) and the
effectiveness of board monitoring (Core et al., 1999; Ferris et al., 2003; Fich & Shivdasani,
2006).

The expectation of profitability and expansion of opportunities attracts many investors to
GCC stock markets (Mansur & Delgado, 2008). Thus, the extensive understanding of CG
practice and influence is essential to encourage potential investors, especially foreign and
minority ones, to participate in one of the fastest-growing developing markets because strong
CG provides investors with information which boosts confidence in the market and their
value. GCC countries have a good relationship with Western countries and try to adopt some
standards such as international financial reporting standards (IFRS). Except for Saudi Arabia,
all listed companies in GCC countries require companies to follow IFRS for financial
reporting (AL-Qahtani, 2005). Saudi Arabia requires the IFRS for listed and unlisted banks
and insurance companies whereas Saudi Organization for Certified Public Accountants
(SOCPA) standards are required for all other companies (Alghamdi, 2012). A brief
understanding of each country is also essential. However, the discussion of Kuwait is

eliminated due to insufficient data available.
A.2.3.Individual Country

1) Bahrain

In terms of geographical area and population, Bahrain is the smallest country among the GCC
countries, and in 1971 it became independent from Great Britain. The capital of Bahrain in
Manama and the currency is Bahraini Dinar. Shaikh Hamad Bin Isa AL Khalifa rules the
country. After the boom of oil prices in 1970, the economy has modernized (Joshi & Wakil,
2004) and its economy depends on oil and natural gas but not to the same extent as other
GCC countries. The Bahraini government is one of the first governments to allow a foreigner

to invest in the economy and to enable them to own around 49 percent of capital (Sourial,
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2004). Bahrain has created a thriving financial market operating both onshore and offshore

operations (Joshi & Wakil, 2004).

However, growth, sectoral diversification, development and activities of Bahraini stock
market are the lowest among GCC countries. Bahraini stock market is overlooked and is not
favored regionally and internationally by investors. Even domestic people in Bahrain redirect
their investment to other regional markets as they are looking for a quick return through new
IPO. Also, there are no real estates and oil, and gas companies are listed on the Bahraini stock

market (Henry & Springborg, 2010).

2) Oman

The capital of Oman is Muscat, and the currency is Omani Riyal. Sultan Qaboos Bin Said Al
Said rules the country (Al- Rashed, 2010). It also gained its independence from Great Britain
in 1971. The royal family in Oman is unlike ruling families in GCC countries regarding solid
family and tribe base (Henry & Springborg, 2010). Oman does not have the same level of oil
and natural gas reserve as other GCC countries. However, after the rise in oil prices in 1970,
the economy of Oman has become more modernized. Oman expects that by 2020 there is a
high probability the oil reserves will deplete. Therefore, the government in Oman has invested
heavily in non-oil sectors. The policymakers have adopted different policies and engage in
various programs (privatisation programs) and agreements (free trade agreement) to enhance

its economy.

Even though the Oman stock market has low free float ratio compared to other GCC
countries, Oman has one of the top regulations and transparency in the stock market. Also, in
2006 the stock market in Oman has been included in the Euronext exchange among 14 other
exchanges, which led to furthering its efficiency and transparency and meeting the

international standard (Henry & Springborg, 2010).

3) Qatar

Qatar became independent from the United Kingdom in 1971. The capital of Qatar in Doha
and the currency is Qatari Riyal. Sheikh Tamim Bin Hamad AL Thani rules the country.
Qatar is the world’s second-largest country with gas reserves, which account for five percent
(Hossain & Hammami, 2009). Qatar enjoys diversity in its economy and natural resources,
which represent one of the fastest growing economies. Due to the country’s wealth, the Qatari
government is very efficient in developing economic infrastructure and income resources and
in providing an incentive to foreign investors to participate in projects (Hossain & Hammami,
2009). In 2005 the government established the Qatar Financial Center, which aims to promote

a healthy economy, attract more foreign investors to participate in different sectors and to
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allow foreign investors to own and trade 25 percent of shares of listed companies. It also
helps to integrate its economy with the international economy (latter & AL-Khater, 2007).
Therefore, the investment opportunities in Qatar have grown rapidly, especially in oil and gas
sectors. Also, there is a strong correlation between the performance of Qatari stock market
and its oil price due to the influence of trading value of oil and gas companies (Al- Rashed,
2010). The stock market needs to further strengthen transparency and regulations (Henry &
Springborg, 2010).

4) Saudi Arabia (SA)

Regarding its geographical area and population, Saudi Arabia is the largest among GCC
countries. The capital of Saudi Arabia is Riyadh, and the currency is Saudi Riyal. King
Salman bin Abdulaziz AL Saud rules the state. Saudi Arabia is the largest country in the
Middle East and has one of the largest oil reserves in the world, which is around 25 percent
(Held & Ulrichsen, 2013). Therefore, it is one of the world’s largest exporters of oil and the
economy of Saudi Arabia depends heavily on oil revenues. For instance, for Saudi Arabia, oil
represents 85 percent of export, 75 percent of government revenue and 35 percent of gross
domestic product (GDP) (Hussainey & Al-Nodel, 2008). Among Arab countries, Saudi
Arabia has the largest GDP, economy and capital market and it is part of the significant G20"
economy. The market capitalisation of the stock market (Tadawal) represents two-fifths of the
MENA region and more than two-thirds by traded value (Alsaced, 2006). Many investors in
Saudi stock market seek a short-term return (Henry & Springborg, 2010). However, the stock
market is behind other emerging stock markets such as BRICS' countries. Saudi Arabia’s
economy is relatively open as the market is based on a free market system and encourages
direct foreign investment (FDI) (Al-Razeen & Karbhari, 2004). According to Held &
Ulrichsen, (2013) Saudi Arabia is the most important country in the Arab world for foreign
direct investment. In 1990, the policymakers introduced the privatization program for state-
owned companies (Basher & Sadorsky, 2006) and in 2000; they allowed foreign investors to
invest in the country (Naser & Nuseibeh, 2003).

B Group of 20 (G20) is an international forum of 20 major economies, which account for 85% of the global

onomy.
%BRICS is an acronym for five major emerging economies namely Brazil, Russia, India, China and South Africa.
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5) The United Arab Emirates (UAE)

In 1971, UAE established its federal union and gained its independence from the UK. The
federation includes seven Emirates namely Dubai, Abu Dhabi, Sharjah, Ras AL-Khaimah,
Ajman, Fujairah and Umm Al- Qaiwain. The capital of UAE is Abu Dhabi, and the currency
is Dirham AED. Shaikh Khalifa bin Zayed AL Nahyan rules the country. Each Emirate is
governed by a different royal family and has its budget, but they have general security,
immigration and foreign policies (Held & Ulrichsen, 2013). Regarding oil reserve, it has the
six largest oil reserves in the world (Obay, 2009). In terms of population and gross domestic
product (GDP), it is considered the second largest in the GCC countries. The economy of
UAE is the most liberal, open, and follows the free market economy model. Due to its
liberalisation and openness, UAE is the most attractive country in terms of companies
investment compared to other countries in the MENA region (Aljifri, 2008). However, the
stock market has low sectoral diversification, a limited number of companies listed and a
limited amount of stock. (Henry & Springborg, 2010) It is essential to shed light on two
crucial Emirates (Abu Dhabi and Dubai) in the UAE. Abu Dhabi is smaller but is the
wealthiest emirate regarding oil and net income levels. As the capital of UAE, it holds a more
significant position politically than Dubai. Dubai is the second largest emirate in the UAE and
has established its international reputation. It has the highest living expenses and is well
established in overseas investment and property markets. It is considered to be the hub of
business for numerous national and international companies (Naser & Nuseibeh, 2003).
However, Abu Dhabi is well known for long-term investment. Dubai has a less strict legal
system compared to Abu Dhabi, yet Abu Dhabi attempts to maintain a more traditional style
whereas the west has influenced Dubai. Dubai has been affected the most by the financial
crisis, and Abu Dhabi had to rescue Dubai to eliminate damages from the financial crisis
(Held & Ulrichsen, 2013). Based on the globalisation index, GCC countries are important
countries among globalised Arab countries. UAE is the most globalised country among the
GCC countries and Dubai is the most globalised city in UAE. However, Dubai has lost its
traditional identity due to its greater openness to Western cultural values. This reflects the
importance of GCC countries as they “are no stranger to global attention” and attracting
global attention due to “its huge energy potential but also its global financial clout, expanding
capital markets, innovation cities, and growing regional impact.” Also, the global financial
crisis has not had much effect on the plans of the country’s development (Held & Ulrichsen,

2013).
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Table 2.1. GDP per capita of GCC countries

2009 2010 2011 2012 2013 2014
Bahrain 19,166.7 20,386.0 22,238.7 23,063.1 24,378.9 24,855.2
Oman 17,518.8 19,920.6 21,164.3 21,533.8 20,011.3 19,309.6
Qatar 61,463.9 70,870.2 89,115.9 94,407.4 96,077.0 96,732.5
Saudi
Arabia 15,655.1 18,754.0 23,256.1 24,883.2 24,646.0 24,406.5
UAE 32,905.1 34,341.9 39,901.2 41,712.1 42.831.1 43,962.7

The table above shows the GDP per capita for GCC countries. Overall, Qatar has the highest
GDP per capita compared to other GCC countries. After Qatar, UAE has the second highest

GDP per capita compared to others.
A.2.4 Corporate Governance in General

A.2.4.1. Definition of Corporate Governance

There is a lot of literature in CG area, however, no universal definition is agreed. Different
definitions of CG appear in the public and literature depending on authors' perspectives. The
definitions may vary slightly or fundamentally or may have narrow or broader focus.
Specifically, these definitions vary with regard to defining the accountability and
responsibility of corporate boards and management, which have to discharge their obligation
to different groups such as shareholders. The narrow definition of CG focuses only on the
accountability of corporate to shareholders and stakeholders. For instance, Monks & Minow,
(1995) define CG as the relationship among various participants (chief executive officer,
management, shareholders, employees) in determining the direction and performance of
corporations. Shleifer & Vishny, (1997) explain CG as it deals with mechanisms to ensure
that investors in corporations get a return on their investment. OECD, (2004) defines CG as
the process by which companies are directed and controlled. The CG structure specifies the
distribution of rights and responsibilities among different participants in the corporation, such

as the board, managers, shareholders and other stakeholders, and spells out the rules and

> Source: Amico, (2014).
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procedures for making decisions on corporate affairs. By doing this, it also provides the
structure through which the company objectives are set and the means of attaining those
objectives and monitoring performance. Sobel (2005) explains CG as a process carried out by
the board of directors and its related committees, on behalf of and for the benefit of the
company’s stakeholders to provide direction, authority, and oversights to management.
Tricker (2009) presents a different view of CG as exercising power over corporate entities.
Goergen, (2012) explains CG as dealing with the conflicts of interests between the providers
of finance and the managers; the shareholders and the stakeholders; different types of
shareholders (mainly the substantial shareholder and the minority shareholders); and the
mitigation of these conflicts of interests. Brown et al., (2012) view CG as a function of the

allocation of power within a corporation between its stockholders and its board of directors.

Furthermore, the general definition of CG, which takes a broader view, is "the system by
which companies are directed and controlled" (Cadbury, 1992). This definition is considered
the most apparent interpretation of CG. All of these definitions above highlight that CG
encompasses a set of mechanisms. However, each definition emphasizes different
perspectives. Because the core focuses on shareholders' perspective, the board of directors
and ownership structure, the thesis combines two definitions of CG as the primary definition
to reflect the notion of three research questions. Thus, for the thesis, the operational definition
is that CG is a set of mechanisms that involve boards of directors, committees and ownership
structures to reduce conflict of interest maximize the benefit of shareholders and oversee

management behaviour (Sobel, 2005; Goergen, 2012).

A.2.3.2. Corporate Governance in General

For the last three decades, the research of CG is well-known and has expanded due to some
recent fraud cases such as Enron (2001), WorldCom (2002) in the US and the scandals of
BCCO bank and Robert Maxwell pension funds (Jones & Pollitt, 2001) in the UK, Parmalat
and Royal Ahold in EU (Rockness & Rockness, 2005). Such companies in the GCC countries
have collapsed as well due to the problem of fraud and weak CG including for instance, in
Oman like Oman and Emirates Investment Holding (2001), and National Rice Mills SAOG
(2002) (Al- Matari et al., 2012). In 2008, three audit failure cases were reported of listed
companies in Bahrain. ALGosaibi SAAD Group in Saudi Arabia announced its bankruptcy
due to failing to meet their obligations to the financial institution (Eulaiwi et al., 2016). Thus,
the bank demanded an increase in disclosure, transparency, and better CG. The main problem

of these cases of fraud and collapse is the separation that occurs between the ownership and
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control. Also, the recent financial crisis has caused fluctuations in the stock market as well as
other financial challenges (Kirkpatrick, 2009). A significant amount of research focuses on
CG after the financial crisis in 2008. Due to an increase in economic problems in developing
countries such as a volatile economic environment and poor CG, there is more recognition of
the value of effective and robust implementation of CG, which has been put in place through
enforcement (Oman & Blume, 2005). The region has been affected by some corporate failures
after the financial crisis in 2008. In late 2009, following the drop in oil prices and the Dubai
debt crisis, Arab Spring in 2011 (Amico, 2012) was a further shock which contributed to
weakening the GCC capital markets (Khamis & Senhadji, 2010, Onour, 2010).

Consequently, CG is a significant concern for investors. Proper implementation of CG
practice is promising as it may lead to achieving sustainable economic growth and
transparency, which will boost investor confidence and stabilise the stock market (Oman,
2001). Good CG enhances firm performance and efficiency through the wise allocation of

firm’s resources, a fair return to investors and better management (Amico, 2012).

A.2.3.3 GC in The UK

In the UK, the term CG was used around 1984 after Tricker published his book on corporate
governance practice, procedures and powers in British companies and their board of
directors in 1984. In addition, after some collapses and scandals in 1980 and 1990 and the
Asian financial crisis in 1997-98, the UK has realised the importance of developing CG. The
CG structure in the UK has been developed through several reports. The reports of CG from
the Cadbury Report (1992) to more recently combined codes focus on agency problems and
how the mechanisms can reduce these agency problems to maximise shareholders’ wealth.
The main focus of the code is fairness, accountability, transparency, board attributes, the
responsibility for stakeholders’ interest and complying with the law (Coombes & Wong,

2004).

The first such report was the Cadbury report: a committee of the financial aspects of CG was
established in 1992 (Cadbury Report, 1992). The Cadbury report created some
recommendations for composition and the operation of the board and establishment of its
committees. The report highlighted the importance of non-executive directors and the
transparency of financial reporting. The recommendations were introduced into listed

companies on the London stock exchange (LSE) in 1992.
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After the Cadbury report, some reports have been issued such as Greenbury committee in
1995. The Confederation of British industry established this committee. The focus of this
committee was to set a guideline and recommendations about determining the remuneration

of directors.

In 1998, the Hample committee was established to review the implementation of
recommendations from the Cadbury and Greenbury committees. The recommendation of the
Hample committee added little to other suggestions but highlighted the need for balance
between accountability and prosperity. In 1999, the Institute of Chartered Accountants in
England and Wales set a committee and published a report, which focused on risk
management and internal control while including the recommendation of internal control

from the Hampel report (Amico, 2012).

After Enron and WorldCom collapsed in the USA in 2003, the Smith committee was formed
which focused on the role and effectiveness of non-executive members and the role of the
audit committee. One of the recommendations of the Smith Committee was that the audit
committee should compose of at least three independent directors and at least one of these
members should have financial or accounting expertise. Also, the Higgs Committee (2003)
reviewed the effectiveness of non-executive directors. At the same time, Financial Reporting
Council (FRC), incorporated all committees’ recommendations and published the code of CG
in the UK (combined code, 2003). Since 2003, the combined code has been revised several

times to make it more transparent for investors.

The combined code defined the role and composition of the board and the development of
internal control. Also, the combined code requires at least one-third of any board to be non-
executive members or at least half of the board members to be independent in some way. The
code also supports that there should be no convergence of power to one or two individuals. It
focuses on the separation between the role of CEO and chairman and appointing non-
executive and independent directors, evaluating the efficiency of the board, establishing the
audit committee, remuneration committee, and nomination committee. The code also requires
the presence of at least three non-executive directors on the audit committee, and a majority
of these should be independent. The combined code follows, comply or explain (soft law).
Although it is soft law, there is pressure from the markets and institutional investors on listed

firms to ensure compliance.
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A.2.4.4 CG in GCC Countries

“Corporate governance framework in the Middle East and North Africa (MENA) have
witnessed a significant transformation over the last decade motivated by the need to
improve the integrity of local markets and align governance practice with relevant

international standards”( Amico, 2012).

Codes of CG are considered necessary mechanisms to create and foster public and investors’
trust besides promoting good CG practice. Different countries have different CG quality
depending on the internal environment and characteristics of the country such as cultural
value, financial infrastructure, the economic, legal and regulatory system (Stulz &
Williamson, 2003; Hope, 2003). The level of development of the economy, information
availability (Cooke & Wallace, 1990, Mueller et al., 1994), and enforcement of mechanisms
within the regulatory framework also vary (Wallace & Gernon, 1991; Radebaugh& Gray,
2006). All of these affect the management disclosure practice (Adhikar & Tondkar, 1992).

The establishment of CG codes in the region was encouraged by different organisations,
international and independent bodies. The World Bank (WB) and International Monetary
Fund (IMF) pushed countless countries around the world to adopt and establish a CG code
(World Bank, 2009). Also, the Organization for Economic Cooperation and Development
(OECD) provide support to MENA countries to develop and promote CG in the region (Stulz
& Williamson, 2003; Hope, 2003). GCC countries are also members of the World Trade
Organization (WTO), which gives a significant stimulus to the advancement and promotion of
good CG practices in regions (Baydoun et al., 2013). All these bodies encourage the
development of the culture to protect investors and good CG practice because the proper
implementation of CG attracts investors, increases firm value and stabilises the stock market

(Held & Ulrichsen, 2013).

In recent years, in the Middle East in general, and GCC countries, in particular, high
standards of CG are more recognised, even though none of these countries fully implemented
its CG code due to weak law enforcement (Al-Rashed, 2010, Saidi, 2011). Policymakers in
GCC countries took action to introduce and enforce high CG standards, which, in line with
OECD principles, achieve the best CG system in the region (Baydoun et al., 2013). All six
members of the GCC established a CG code to guide listed companies towards the adoption
of the best principles and practices of CG. Oman was the first country to develop its CG in

2002, followed by Saudi Arabia in 2006, Qatar in 2009, UAE in 2007, Bahrain 2010 and
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Kuwait in 2013. A number of these codes went through some reforms and development such

as codes in Saudi Arabia, UAE, and Oman.

The model of CG in GCC countries reflects the “market model” which emphasises the
importance of maximising shareholder wealth and value (Eulaiwi et al., 2016). The
characteristics of market model CG are as follows: the system is one tier where the
shareholders select the most significant governance body, which is a board of directors.
Individual shareholders do not interfere with the directors of the firms (Keasey &Wright,
1993), which also means that the controlling shareholders can influence the firm’s directors
(Eulaiwi et al., 2016). Thus, the power of individual shareholders is weakened and controlling
shareholders have substantial power over the firm’s affairs. The structure of ownership and
the role of independent directors on the board of directors, among other factors, are the most

significant aspects of CG to monitor management behaviour.

Also, all GCC countries have separate codes for banks and financial institutions. The table 2.2
below displays information on CG in GCC countries in terms of the date of issue, the code

enforcement status and other codes or guidelines issued.

Table 2.2.0verview of Corporate Governance in GCC Countries

Country Date of issue  Legal status ~ Name of code Other codes and
guidelines

Bahrain 2010 Comply or CG code Guidelines for banks
Implemented inexplain
2011

Oman 2002 Amended Mandatory ~ Code of CG for MSM™ listed Guidelines for banks
in2003 companies Code of insurance
Working in companies

further revision

Qatar 2009 Comply or CG code for companies listed in a Guidelines for banks
explain market regulated by the Qatar and financial
financial markets authority institutions
Saudi 2006 Amended Mandatory CG regulations in the Kingdom of Guidelines for banks
Arabia in 2009 SA
UAE 2007 Amended Mandatory Governance rules and corporate Code for banks
in 2010 discipline standards Code for SMEs

® MSM- Muscat Securities Market.
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Except for Bahrain and Qatar, the code of CG in Saudi Arabia, Oman and UAE is mandatory
(comply or pay the penalty). The codes in Bahrain and Qatar are like somw CG codes in
some Western economies such as the UK who use a ‘comply or explain’ approach; meaning
that companies have to comply with provisions of the code or explain the reasons as to why
they have not. This also means that the GCC countries differ in the enforcement of CG code.
However, it is worth noting that the codes of CG in GCC countries were voluntary in the
beginning, but recently Oman, Saudi Arabia, and UAE have enforced it as a mandatory

requirement for publicly listed companies.

Again, except for Bahrain, all GCC countries have separate authorities that issue and review
CG. The Central Bank of Bahrain (CBB) releases the code of CG in Bahrain. Oman is the
first country to have established a capital market authority in 1998, followed by the
establishment of Emirate securities and commodities authority in UAE in 2000 (Amico,
2014). Table 2.3 below shows the name of the authority and establishment date in each of

the GCC countries.

Table 2.3 Overview of Capital Market Authority in GCC Countries

Name of authority Year of
Country Establishment
Ministry of industry and commerce in cooperation with the Central
Bahrain Bank of Bahrain 2006
Oman Capital market authority (CMA) 1998
Qatar Qatar financial market authority 2005
Saudi
Arabia Capital market authority (CMA) 2003
Dubai financial services authority 2004
UAE Securities and commodities Austhority 2000

Saudi Arabia capital market (Tadwual) is the oldest capital market in the region. The Saudi
capital market (Tadwual) was set up in 1984. Following that, the Bahrain stock exchange was
founded in 1987, the Muscat Securities market of Oman in 1988 and the Qatar exchange in
1997 (Baydoun et al., 2013). UAE is the last country to establish its capital market in 2000
and 2005. It has three stock markets; two in Dubai (Dubai Financial market and Nasdaq
Dubai) and one in Abu Dhabi (Abu Dhabi securities market). The UAE is the last one to
establish its capital market but has created more specific CG codes to cover different
enterprises such as banks, financial institutions and small and medium enterprises (SME).
This indicates that the UAE takes the lead in a rapid change to cope with world financial

challenges and modifications.
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Market capitalisation and the number of listed companies vary across GCC countries (Stulz &
Williamson, 2003; Hope, 2003). Market capitalization illustrates the range from the lowest in
Bahrain to the highest in Saudi Arabia with $421 billion. The Saudi Arabian stock market is
the largest, most active and most liquid in the GCC countries while Bahrain is the smallest
and the least liquid compared to other GCC countries. Saudi Arabia represents 45 percent of
the total market capitalisation of GCC stock markets (Held& Ulrichsen, 2013). However,
Saudi’s stock market is still small by global standards. Qatar has the second highest market
capitalisation with around $142 billion, Abu Dhabi stock market capitalisation comes in at
$133 billion, while Dubai’s financial market capitalisation is about $98 billion. Saudi Arabia
has the most substantial number of listed firms with 175 firms in the capital market followed
by Oman, which has 115 listed companies in the capital market. Bahrain has the lowest
number of listed companies compared to other GCC countries. It should be noted that capital
market in GCC countries are state-owned apart from Kuwait where the capital market is

public. Table 2.4 below summarises the differences in capital markets among GCC countries.
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Table 2.4. Overview of Capital Markets in GCC Countries”’

Number of
listed
companies'

Capital Established ~ Market capitalization
8

Type of
market (year) $'

Countr .
y 9 ownership

Bahrain stock
exchange
Bahrain (BSE)- 1987 19 42 State-owned
Bahrain
Bourse

Muscat

Oman Sf;;‘}flféfs 1988 41 115 State-owned

(MSM)

Qatar
exchange
Qatar called Doha 1997 142 424 State-owned
Securities
Market

(DSM

Saudi Arabia Taduwal 1984 421 175 State owned

Dubai
financial

market
(DFM)

2000 98 60 State owned

Abu Dhabi
securities
market 2000 133 66 State-owned
(ADX)

UAE

Nasdaq
Dubai 2005 23 6 State owned
(DIFX)

The actual regulated trading in the stock market in GCC countries started in mid-1980. The
stock markets of UAE and Qatar are included in Morgan Stanley Capital International®

(MSCI) in May 2014 (Abdallah & Ismail, 2017), which is an emerging market index.

Some prior studies claim that concentration ownership reduces agency cost (Shleifer &
Vihny, 1997). However, others argue that the concentration of ownership and friendly
relations in business creates an environment for an insider to use the company assets for their
benefit, which negatively affects the financial health of the company (Anderson, & Reeb,

2003). Thus, a stronger legal system and more regulation in the business environment tend to

7 Source: Amico, (2014).

'® Market Capitalization of listed domestic companies (current US $)(The World Bank)
http://data.worldbank.org/indicator/CM.MKT.LCAP.CD?end=2015&page=1&start=2013http://data.worldba
nk.org/indicator/CM.MKT.L CAP.CD?end=2015&page=1&start=2013

' Listed companies in domestic Markets.
http://data.worldbank.org/indicator/CM.MKT.LDOM.NO?end=2015&page=1&start=2013http://data.worldba
nk.org/indicator/CM.MKT. LDOM.NO?end=2015&page=1&start=2013

%It is one of the first global market indexes. This emerging market index follows the stock market performance of

23 developing countries namely: Brazil, China, Colombia, Czech Republic, Egypt, Greece, Hungary, India,

Indonesia, Korea, Malaysia, Mexico, Peru, Philippines, Poland, Qatar, Russia, South Africa, Taiwan, Thailand,

Turkey and the UAE. This index explains 13% of total market capitalization in the world (Amadeo, 2016).

https://www.thebalance.com/msci-index-what-is-it-and-what-does-it-measure-3305948
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have high equity investment and lower concentrate ownership because the minority
shareholders feel more protected and confident about their investment (La Porta et al., 2002;
Hamdani et al., 2012). The protection of minority shareholders is essential because one of the
implications of their protection is a high firm value (Laporta et al., 2002). Also, for the
companies to survive, grow, expand, innovate and diversify, they need to raise capital through
banks or equity. However, equity markets would fail and would not develop without proper
protection for investors because, adequate protection and information, minority investors
would be willing to invest (World Bank, 2016). Table 2.5 below shows the strength of

minority investor protection in GCC countries and MENA region.

Table 2.5. The Strength of Minority Investor Protection”’

Strength of minority Extent of conflict of
investor protection interest regulation Extent of shareholder

Country index (0-10) index (0-10) governance index (0- 10)
MENA™ 4.5 4.7 43
Bahrain 5 53 4.3
Oman 4.7 53 4.0
Qatar 2.7 2.0 33
Saudi Arabia 5.8 6.7 5.0
UAE 7.5 7.7 7.3

World Bank™ measures the strength of minority shareholders’ protection to evaluate the ease
of doing business around the world. The index of minority shareholders protection, which
considers publicly listed companies while the board of directors manages a large number of
shareholders, is based on two indices (conflict of interest and shareholder’s right in CG). The
value indicates that the highest value refers to the stronger regulation for minority
shareholders protection. According to the table, Qatar has the lowest value for the protection

of minority shareholders where UAE has the highest value.

Monitoring management, ensuring efficient allocation of firm assets and minimising self-
dealing (expropriate minority sharecholders) are essential elements in CG. Thus, better
protection of shareholders leads to better financial market performance and fair distribution of
earnings leads tobetter firm performance and firm value. Additionally, good CG ensures the
efficiency of company resources and a better relationship between management, majority
shareholders and minority shareholders, which leads to sustainable long-term economic

growth.

A.2.4.5 Comparison of Corporate Governance Codes in GCC Countries

2 Protecting Minority Investors.Doing Business.(The World Bank,
2016).http://www.doingbusiness.org/data/exploretopics/protectingMminorityMinvestors
*> GCC countries in part of MENA region.

2 Protecting Minority Investors.Doing Business.(The World Bank,2016).
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The study reviews the CG codes in GCC countries except for Kuwait. The study eliminates
the CG code in Kuwait for two reasons: insufficient data and the code of CG are not yet
implemented. By and large, these codes are similar in defining the composition of the board
of directors and establishment of an audit committee. The first aspect of CG code is the
presence of an- executive directors. While Bahrain requires half of the board of directors to be
non-executive, other GCC countries, namely Oman, Qatar, Saudi Arabia and UAE require
that the majority of the board of directors be non-executive. The second important aspect of
CG is an independent director. All countries require at least one-third of their board of
directors to be independent as well as more specifications under the CG code in Bahrain and
Saudi Arabia. While Bahrain recommends at least three independent directors for non-
controlled companies or one-third of independent directors in companies with controlling
shareholders, Saudi Arabia requires the presence of one-third of independent directors or two
independent directors, whichever is greater ( Shehata, 2015) discusses the difference of
definition of board independence in GCC countries using seven different criteria based on UK
CG code. If these are not met, the directors are not considered independent directors. In
relation to being former employees or senior executives, Qatar is the toughest where the
members must not have held these positions within the previous three years; other GCC
countries allow two years and one year in the case of Bahrain for board independence. The
code of GCC countries defines the independence with regard to having a material business
relationship directly or as a partner shareholder or senior employee of a body that has such a
relationship. Only Bahrain and UAE define the independence with the financial aspect of the
company. Family connections are considered about the definition of board independence in
all codes. Only Bahrain and Qatar boards define the duration of tenure of being independent;
the former specifies a maximum of six years and the latter nine. Except Oman, all GCC
countries address holding a significant number of shares. Only Qatar and Saudi Arabia have

addressed cross-directorship.

Concerning the third aspect of CG code, which is the role of CEO and chairman, all these
countries also require the separation between the position of chairman and CEO. The fourth
aspect of CG code is board size. Except for Bahrain and Saudi Arabia, the remaining GCC
countries have no requirements on the size of the board. In relation to Bahrain and Saudi
Arabia, the former suggests that the board should not have more than 15 members while the
latter required that the board should have between three to eleven members. Regarding the
fifth aspect of CG codes, which is the frequency of board meetings, this element of CG is
another difference among GCC countries. Only Saudi Arabia does not have a set number of
annual meetings of the board of directors whereas ttBahrain and Oman recommend that the

board should meet at least four times per year. Qatar and UAE suggest that the board of listed
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companies should meet at least six times per year. Regarding training, Qatar, Saudi Arabia,
and Oman require a development program to engage the enhancement of ongoing board

professionals (Abdallah & Ismail, 2017).

The last aspect of CG codes is the establishment of board committees. This committee must
support the work of the board and contribute to the efficiency of the board of directors
(Dalton et al., 1998). All GCC countries require the establishment of audit committees
besides other committees such as remuneration and nomination committees, except Oman.
Bahrain recommends the creation of four committees, namely an audit committee,
remuneration committee, nomination committee and CG committee. Saudi Arabia and UAE
require the establishment of two committees, namely an audit committee and remuneration
and nomination committee** while Oman just requires the formation of the audit committee.
This indicates that while Saudi Arabia and UAE have the closest codes in terms of the
establishment of board committees, Bahrain has emphasized board committees and
recommend the highest number of members on a board’s committee. On the other hand,

Oman has placed less emphasis on the importance of other board committees.

The requirements of the audit committee are quite similar in terms of composition,
independence, committee chair, financial expertise and frequency of meeting. However, just
Bahrain recommends that the majority of audit committee members should be financial
experts while the rest of the GCC -countries require at least one member with financial
expertise. Only Bahrain and UAE require that a non-board member who is a financial expert
could be appointed. With the exception of Saudi Arabia, all GCC countries suggest that an
audit committee should meet at least four times per year. Interestingly, only Qatar meets
international best practice by requiring audit committee members to publicly disclose an audit

committee’s terms of reference (Al Jaaidi, 2013).

The remuneration of directors and executives encourage members to be more diligent and
concentrate on enhancing the firm’s performance and shareholders’ value. Remuneration
committee in Bahrain, Qatar, Saudi Arabia and UAE requires establishing a policy for
executive and director remuneration. Since Oman does not require the establishment of a
remuneration committee, the policy of the company determines the remuneration of an
executive and directors. Another difference among GCC countries is whether the
compensation of directors should be fixed or varied (partially) based on the firm’s

performance. Only UAE requires a fixed amount of compensation to go to directors. The CG

24 . . . . . . .
The remuneration committee and nomination committee are combined in SA and UAE.
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code of Saudi Arabia recommends that the compensation of directors determines the
company’s policy whereas the Qatar CG code varies between fixed and partial based on the
firm’s performance. However, the codes of CG in Bahrain and Oman recommend that the
remuneration of directors vary and are based on the firm’s performance. The requirement of
the disclosure of directors’ remuneration varies among GCC countries. Oman, Saudi Arabia,
and UAE CG code require the disclosure of paid remuneration to only the top five executives
whereas Qatar requires that the disclosure of the remuneration is based on company policy.
Unlike other GCC countries, Bahrain requires detailed disclosure of all directors’
remunerations. This indicates that regarding disclosure of directors’ remuneration, Bahrain is
more transparent compared to other GCC countries (Al Jaaidi, 2013). It is also worth
mentioning that only Bahrain requires the approval of shareholders with regard to
remuneration-related matters and this is consistent with international best practice. In short,
carrying out this detailed analysis and comparison of CG codes of GCC countries show that
these codes are mostly very similar which helps to recognise appropriate generalisation
among these countries. This is not surprising since they share a common culture, regulation
and CG system (Al Jaaidi, 2013). Table 2.5 below shows the summary of similarities and

differences among CG codes in GCC countries.

A.2.4.6 Literature of Corporate Governance Research in GCC Countries

There are some published papers on CG in GCC countries intended for a whole population as
well as for individual countries. However, few of these articles are published documents but
instead are research conducted by private companies and not peer reviewed papers. Also,
none of these provide exhaustive, quantitative or recent pictures of the CG structure of these
companies. Specifically, none of these studies account for the uniqueness of an institutional

setting such as the involvement of the royal family and government officials on the board.

AL-Malkawi et al. (2014) highlight CG practices using the constructed CGI (corporate
governance index) for listed non- financial companies in GCC stock markets. CGI has three
categories: disclosures (eleven items), board effectiveness (eleven items) and shareholders
rights (eight items). The sample used in the study only covers one year (2012), and the work
provides a limited insight into CG practices in the regions. Furthermore, the study ignores
other essential CG factors suggested in the literature such as board composition and the

frequency of meetings.

37



Ramadhan (2014) examines the association between board compositions, the existence of
audit committees, ownership structure and the level of voluntary disclosure in Bahrain. By
carrying this out, all of the listed companies in the Bahrain stock market were referred to,
totaling 48 for the year 2013. He does not differentiate between different types of ownership
such as managerial ownership, government ownership, and family ownership. He also fails to
include the accounting and financial expertise of independent directors of the audit committee
(Abdallah & Ismail, 2017). Although the sample size included all listed companies; totaling
48 as previously mentioned; Ramadhan did not create a picture reflecting voluntary disclosure

and independent variables.

Baydoun et al.,, (2013) examine and compare CG practices regarding efficiency and
government regulation in five Gulf countries namely Kuwait, Bahrain, UAE, Qatar, and
Oman. They avail of the OECD’s 2005 survey data, but the attributes of the board of
directors, the CEO duality and the number of board meetings attended were not included in
these categories. Therefore, this may not give a complete picture regarding the provision of

CG in these five countries.

Hassan (2011) attempts to examine the effect of CG mechanisms: disclosure, the CEO
duality, the board size, the board committees and audit types on the financial performance of
listed companies in UAE. The study utilises financial and non-financial companies in the year
2008 and employs cross-sectional analysis to test its hypotheses. The study experiences some
limitations focusing on only one year. The investigation does not include some variables such
as board and committee meetings, the independent directors on the board and the committees,
the expertise of audit committee members and ownership structure. Due to a lack of
disclosure of these variables, the study may not give a full account of the CG practices in the

UAE.

The focus of the study conducted by Ramadhan (2012) is to examine the CG provisions,
practices and reforms in Bahrain. In this study, he refers to all 53 listed companies in the
years 2010 and 2011. Although he collects his data through surveys, the study fails to include
questions such as board diversity and whether or not firms disclosed CG information in their
annual report. This study uses a small sample size. Thus, it may not give much insight into the

current status of CG in Bahrain.
The theme of the study conducted by Mousa, & Desokey (2012) is to examine the effect of

internal CG mechanism (board characteristics and ownership structure) on the overall

corporate value in Bahrain. The total sample used all listed companies in the Bahrain market,
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which totaled 43 companies during the period 2008 to 2010. However, this study fails to
distinguish between different forms of ownership and has not included the essential variables

of board composition and board meetings.

A study conducted by Pearl Intuitive and Price Waterhouse Coopers (PWC,2012) examines
the CG practices in family firms in GCC countries based on interviews with over a hundred
such firms. The limitation of this study, however, is that it fails to distinguish whether the
family firms are listed or not. This potentially makes a vast difference to the study, and so

questions the accuracy of the information.

Alghamdi (2012) attempts to examine in his thesis the motivation and techniques of earnings
management (EM) and also the role of CG and external audits on EM practices in Saudi
Arabia between 2006 and 2009. Besides secondary data, Alghamdi used surveys, and semi-
structured interviews, together with governance information on a small number of participants
and such may not give an accurate reflection of the entire population of Saudi Arabia. Also,
he introduces the variable of the royal family on the board but not purely as he considered

both the representation of royal family and rich families on the board.

Adawi & Rwegasira (2011) investigate the effect of internal CG variables such as board size,
composition competency, and meetings on voluntary disclosure in listed companies in UAE
for the year 2000. As they attributed this to only one year and old data of internal CG, it may

not provide an authentic and definite picture.

Habbash (2011) investigates the effect of CG regulation and the constraints in EM practices
in Saudi Arabia. This study was undertaken using a sample of all listed companies in Saudi
Arabia for four financial years (2006-09). Despite displaying descriptive statistics and some
other statistic analysis, the study does not include CEO duality, the meetings of the audit
committee, and the financial and accounting expertise of audit committee members. These are
essential variables of internal CG mechanisms, which are required to provide accurate

portrayal.

Hassan et al., (2013) investigate the adoption of CG mechanisms by listed companies in the
UAE using a checklist of 42 CG indicators. These indicators include ownership structure
(eleven attributes), board and management structure (ten characteristics), audit service (three
attributes) and transparency (seventeen attributes). However, in the study, it is not clear as to
which year the data was collected, and he has also not distinguished between financial and

non-financial firms.
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AL Janadi (2010) investigates the effect of internal and external CG mechanisms on the
voluntary disclosure of Saudi Arabia and UAE companies. The sample included 150 listed
companies in Saudi Arabia, Abu Dhabi, and Dubai and collected data from the annual report
for the years 2006 and 2007. The study shows some limitations because it includes not only

just two years of CG information but also the sample size is considered to be limited.

ALRashed (2010) investigates the relationship between CG enforcement in the GCC
countries and management performance. Variables of CG include general assembly, the board
of directors, audit committee, external auditors, government representatives, debtors and
public shareholders. The sample contains at least five random corporations from each of the
GCC countries in various sectors from 2007-09. However, the crucial variables of CG are not
included in the study. Such variables include independent directors, CEO duality, board

meetings and other variables of the audit committee.

Halawi & Davidson (2008) investigate board size, the gender of the directors and the CEO
duality as well as the power of families based on 584 firms in GCC companies. The sample
used all listed companies in GCC stock markets in the year 2007. Even though the study
highlights some important aspects of CG attributes it only used one year of data which does

not give a clear view or substantial explanation as to the gender or power of the families.

Although all of these studies provide some obvious evidence to describe their sample
characteristics, nevertheless limitations and inconsistencies have been identified. These
include firstly that the sample data is not sufficient regarding using one year and the number
of firms investigated. Secondly, these studies do not distinguish between financial and
nonfinancial firms. Finally, some of the more critical aspects of the CG attributes are
excluded; therefore, indicating the need for rigorous research of CG in the GCC countries and
its influence on EQ and firm performance and firm value. Dalwai et al., (2015) call for more
research on CG in GCC countries and it is essential to understand the effect of these practices
within the environment of business, and the structure of the organisation. Also, Raghu (2016)

claims that in the GCC region, stock markets in GCC countries have no depth in research.

The thesis intends to address the gap in the literature, cover such limitations and to provide
substantial insight into policymakers and investors, specifically minority and foreign
investors, as well as obtaining a better understanding of CG status in GCC countries.
Therefore, the thesis intends to discover the impact of the CG practice on EQ, firm

performance and firm value in GCC countries as a single population and individual country.
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One may argue that eliminating Kuwait from the group analysis may not reflect the CG
practice in the region and assuming homogeneity among the group is not sensible. In the
extant literature, most studies of Asian countries focus solely on one country and a smaller
number of studies pool data from a number of group of countries such as Asian Countries to
generate a model of “Asian corporate governance” (Lemmon & Lins, 2003), which assume
substantial homogeneity among these countries. This thesis follows Jiang and Peng (2011)
who examine the effect of family ownership and control in the large firm on firm performance
using 744 publicly listed family firm in eight Asian countries. They investigate both one
country by country basis and on an aggregate basis or pooled sample basis to overcome the
limitation of a significant difference across these countries in Asia. There are more than eight
countries in Asia. However, they assume that the eight countries represent Asia and reflect the

practice of Asian corporate governance (Peng et al., 2010).

In the case of the thesis, GCC countries share common characteristics. Their similarities
outweigh their differences. Also, some empirical studies have investigated GCC as a single
population; for instance, AL- Muharrami et al., (2006), Al- Muharrami & Matthews (2009),
and AL- Musalli & Ismail (2012). Nevertheless, assuming a total homogeneity among these
countries is not true as they are differences across these countries. Thus, to overcome this
limitation, two models of analysis have been used which is pooled sample basis (aggregate

basis) and country-by-country basis to evaluate CG practice in GCC countries.
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Table 2.6. Overview of Corporate Governance Code in GCC Countries

Items Bahrain Oman Qatar SA UAE
Non- executive 50% Majority Majority Majority Majority
Board independence One third or minimum One third One third One third or minimum One third
3 2
CEOQ duality Must be separate Must be separate Must be separate Must be separate Must be separate
Board meeting 4 times 4 times 6 times Not stipulated 6 times
Board size No more than 15 Not stipulated Not stipulated Between 3 to 11 Not stipulated
members members
Board committees 4 committees- audit Only audit committee 3 committees- audit 2 committees, audit 2 committees, audit
committee, committee, committee, committee,
remuneration remuneration remuneration and remuneration and
committee, committee and, nomination committee nomination committee

nomination committee
and CG committee

nomination committee

Audit committee characteristics

At least 3 members

At least 3 members

At least 3 members

At least 3 members

Composition At least 3 members
Independence Majority Majority Majority Not stipulated Majority
Committee chair Independent Independent Independent Not stipulated Independent

Financial expertise

The majority should
have financial

At least one member
has financial

At least one member
has financial expertise

At least one member
has financial expertise

At least one member
has financial expertise

expertise expertise
Meeting 4 4 4 Not stipulated 4
Independence of board members
Items Bahrain Oman Qatar SA UAE
Being former employees Within the preceding Within the Within the preceding Within the Within the preceding
or senior executives 12 months preceding two three years preceding two years two years
years
Material business Financial relationship Any relations with If the member or any Employee or holder Financial
the company one of the member’s of controlling relationship

relationship

amounting to
31,000BD within the
preceding one year

which could result
in financial
transaction

relatives has currently
or within the last three
years direct or indirect
substantial commercial
or financial
transactions with the
company. An

interests in the
preceding two years

at an affiliated
(auditor or supplier)

amounting to 5% of
paid up capital or 5
million AED with
the company, parent
company within the
preceding two years.
Direct relationship

42



employee, board
member owner,
partner or large
shareholder of a
consultant to the
company

with a company that
provides consultation
services to the
company. A
relationship with a
non profit or
organisation that
receives considerable
financing from the
company

Has received or receives
additional remuneration

Financial relationship
amounting to 31,000
BD ( not counting
director’s
remuneration) within
the preceding one year

Not stipulated

Currently receiving or
has received during the
last three years
substantial
compensation from the
company other than
board fees

Not stipulated

Has personal service
contract with the
company or with any
party related to the
company

Has close family ties with
any of the company’s
advisers, directors or

senior employees

Family connected with
5% ownership within
the preceding one year

First degree
relatives of any
senior executives
within the
preceding three
years

A relative of any
senior executives
substantial transaction
by any relative up to
the fourth degree

First degree relative
of a senior executive
of the company or in
group company
related to the
company within the
preceding two years

First degree relative
of any senior
executive within the
preceding two years

Represent a significant
shareholder

Connected to a
shareholder holding
more than 10% of
voting shares within the
preceding one year

Not stipulated

Connected to any
senior executives.
Substantial financial
transactions by any
relative up to the
fourth degree

Controlling interest
in the company or in
a group company

Directors’ children
have shared
ownership of more
than 10 %

Holds cross directorship

Not stipulated

Not stipulated

Employee of a legal

entity where a senior

executive is manager
of the company

Board membership
in any group
company

Not stipulated

Board tenure

6 years

Not stipulated

9 years

Not stipulated

Not stipulated




B. Theoretical framework

“Theories help to explain the phenomena under study, develop hypotheses, expect and link
the finding with research questions (Eisenhardt, 1989)”.

B.2.1. Theoretical Framework

Scholars from different disciplines engaged to establish the theory of governance. Within the
literature of CG, many theories have been developed to explain CG and its effects like agency
theory, stewardship theory, institutional theory, resource dependency theory, stakeholder
theory and others. However, there is no general agreement on the best theoretical basis for CG
studies. Nevertheless, based on a review of the literature, the leading theory used in the prior
studies are agency theory to explain and analyse various factors of social phenomena such as
CG, EQ, firm performance and firm value, which lead to enriching the understanding
(Deegan & Unerman, 2011). Thus, in this section, the perspective of agency theory is
discussed which helped to answer and explain the results of the effect of CG on EQ, firm

performance and firm value.

B.2.1.1.Agency Theory

"Firms are a legal function, which serves as a focus for a complex process in which the
conflicting objectives of individuals are brought into equilibrium within from work of

contractual relation” (Jensen &Meckling, 1976).

Agency theory is considered to be the base to explore the aspect of CG. The recognition of
governance issues started in (1779) when Adam Smith mentioned the conflicts between
management and ownership in its simplest form in his publication ‘Inquiry into the Nature
and Causes of the Wealth of Nations’ (Jiménez, 2006). Adam Smith (1779) explained this
conflict as following "the directors of such companies, however, is the manager rather of
other people's money than of their own, it cannot well be expected that they should watch
over it with same anxious vigilance with which the partners in a private co-partners
frequently watch over their own.... Negligence and profusion, therefore, must always prevail,
more or less, in the management of the affairs of such a company". Following that, Berle &
Mean in (1932) explained this situation further about relation to publicly listed companies.

Not until (1976) did Jensen and Meckling finally define the conflict of interest between
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owners (the principles) and managers (the agents) and label it as "Agency Theory." Jensen &
Meckling defines agency theory as "one in which one or more persons (the principles) engage
another person (the agent) to perform some service on their behalf which involves delegating
some decision —making authority to the agent." In short, agency theory concentrates on the

perspective of shareholders.

Considering the number of shareholders increased and the stock market developed, the
separation between owners and managers became more relevant, with managers becoming
more powerful. Thus, managers could potentially abuse their position. This can be recognised
fundamentally in the listed companies in a stock market where the ownership is widely
dispersed among many individual shareholders who are not involved in running the company.
Also, it is costly for large firms to allow the involvement of a large number of shareholders in
the professional decision-making process. Moreover, it is likely that shareholders are not
preferred or do not have expertise in running the management of the company. Therefore, the
principal appoints the agents and gives authority to them to perform tasks such as managing
the company and making profitable decisions (Berle & Mean, 1932). In most cases, this is on
behalf of them to meet their objectives and maximize their investment positively and
subsequently compensate them for their work or efforts. However, the divergence between
ownership and control creates a conflict of interest between them, which results in costs to
mitigate this conflict (Jensen & Meckling, 1976; Eisenhardt, 1989). The managers may have
financial or a non-financial incentive to pursue, such as having the private financial benefit or
the reputation, power, status, prestige whereas the shareholders focus on having a positive
return on their investment or maximising their wealth. As managers are responsible for
preparing financial information reports, they also have more and better information and power
over decisions regarding their company than shareholders. Thus, they might manipulate
financial detailsinformation seeking their interest, or they might meet analyst earnings
forecasts. They might avoid breaching debt covenants or even avert political scrutiny also if
this means reducing the wealth of sharcholders. Consequently, this leads to low earnings
quality (EQ) and reduces the performance and value of firms in the long term (Giroux, 2004).
The company usually uses financial statement reports to communicate with their shareholders
or potential investors or other capital providers such as creditors who make economic-based
decisions and seek to increase the value of their investment as compensation for the
unavoidable risk that is involved with their companies (Khanna &Palepu, 1997). For instance,
shareholders make decisions based on the financial information in the statements. If financial
information is not reliable and accurate, their decisions are considered unreliable and
inaccurate as well (Giroux, 2004).Furthermore, the information asymmetry is linked to moral

hazards and adverse selection. Moral hazards occur when the principals (owners) are not fully
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informed and can get the desired information about the real performance of the firm or
outcome of running the firm, which is probably handled by managers providing less effort to
maximize the principal wealth (DeMarzo & Fishman, 2007). Adverse selection occurs when
principals cannot confirm that the selected managers have the right ability and skills to run a
company’s operation to meet the objective and increase the wealth of the principals (Pucheta-

Martinez & Garcia-Meca, 2014).

Compensation of managers is mostly linked to performance and earnings of the company.
Managers may have the self-interest to use their information and control, which creates
information asymmetry. This would help them to exercise their opportunistic discretion over
accounting numbers, which may lead to irrelevance, inaccuracy and unreliable reported
earnings (Giroux, 2004). Being discreet with accounting numbers is possible due to the
inheren flexibility and nature of accrual accounting. From agency theory’s perspective, the
management of the company cannot be fully trusted, and mechanisms should be introduced to
protect the interest of shareholders (Giroux, 2004). Thus, to eliminate the cost of agency
problem effectively, a firm should have procedures and systems to control the power of
management and to protect the interest of shareholders (Fama & Jensen, 1983). Fama (1980);
Fama & Jensen (1983); Williamson (1988); Shilefer & Vishny (1986); McKnight & Weir
(2009) assert that CG is considered as a system and procedure to reduce the cost of agency

dilemma and to eliminate the opportunistic behaviour of management.

Therefore, since agency theory focuses on the relationship between principals (owners) and
agents (managers), the essential basis of agency theory is to ensure that the managers not only
pursue and maximise their wealth and interest but also to work for shareholders by
establishing appropriate and adequate incentives to eliminate opportunistic behaviour of
management (Jensen & Meckling, 1976). From agency theory’s perspective, reducing agency
problem leads to an increase in the value maximisation of the firm and shareholders (return of
investment of shareholders). Furthermore, agency theory suggests ways of reducing agency
costs namely monitoring cost, bonding cost and residual loss which stem from internal CG
structure which would help to increase EQ (Eisenhardt, 1989) and firm performance and firm
value (Shabbir & Padget, 2005). Monitoring cost is borne by the principals and is the set of
monitoring mechanisms such as internal CG mechanisms to monitor management behaviour
whereas bonding cost is taken by the agents involving financial or non-financial mechanism,
ensuring that the agent makes an effort to maximise the principals' wealth. Residual loss
happens despite the involvement of monitoring cost and bonding cost since these can fail or
not be effective enough to align the interest of the principals (owners) and agents

(management). Thus, the owner can reduce the self-interest incentive through some tools such
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as monitoring managers’ behaviour and by introducing a contract incentive to align their
interest with management interest (Eisenhardt, 1989). An example of aligning interest, the
ownership of shares and stock options are one of the long-term incentive concepts given to
managers to reduce agency problems. These proposed solutions are considered as motivation
to the manager to align their interest with other shareholders interest. In other words, the
agency problem can be reduced through direct and indirect monitoring. An example of direct
monitoring is the appointment of independent directors, and an example of indirect

monitoring is offering incentives to managers (Jensen & Meckling, 1976).

Agency theory is more applicable in relation to publicly listed companies where the
separation between principle (ownership) and agent (control) is very relevant or significant.
Some scholars argue that many concentration forms of ownership tend to enhance the
monitoring process of the management. This helps to mitigate the agency conflict between
management and shareholders which is regarded as the Type I agency problem (Jensen &
Meckling, 1976; Morck et al., 1989; Shleifer & Vihny, 1997); however, it can create other
agency conflicts between controlling shareholders and minority shareholders which are called
type Il agency problems which is more recognised in emerging countries due to the
concentration of ownership. (Shleifer & Vihny, 1997, Chau & Gray, 2010). By using their
control rights, these large shareholders might have desired to expropriate the minority
shareholders’ interest in using gaining personal and private benefits (Shleifer & Vihny, 1997).
Thus, diverse shareholders’ ownership is common in the Western countries and creates the
conflict of interest stemming from the separation between ownership and control. GCC
countries suffer explicitly from conflict of interest between majority shareholders and
minority shareholders such as controlling members who occupy high positions in the firm
such as the chairman of the board who need to elect other family members on to the firm’s
board and management teams (Hawkamah, 2013, Jaggi et al., 2009). Therefore, there are

agency problems.

Scholars from different disciplines, such as political science, marketing, sociology,
accounting, finance, and management, among others use agency theory (Eisenhardt, 1989).
The influence of CG structure can be adequately explained by using agency theory. A lot of
studies examine the association between CG mechanisms, EQ , firm performance and firm
value taking agency theory as a basic framework for their studies and to understand the
relationship (Xie et al., 2003; Kao & Chen, 2004; Davidson et al., 2005; Benkel et al., 2006;
Clark, 2004, Abdullah, 2006, among others). Thus, agency theory is the most employed
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theory as a foundation to explain CG (Eisenhardt, 1989). Mallin (2007) also claims that

agency theory is the most suitable theory to explain CG mechanisms>>
gency y ry p

Like any theory, agency theory has received some criticisms. Perrow (1986) criticise the
theory regarding clarity, validity, generalisation, and competence. For instance, they claim
that there are no principles in reality since most of the time the management of the business is
also a member of the board of directors. Variously, directors, can be an agent when they are
present on the management team of the corporation and get compensation for their works. On
the other hand, directors can be a principal when they are present on a board of directors and
own some corporate shares. In today’s corporate world, shareholders and managers are
transient and therefore don’t offer loyalty to the company as they may have done in years
gone by. Another criticism of agency theory is that it just focuses on the relationship between
shareholders and management and this is against the public policy (Deegan & Unerman,

2011).

However, as mentioned previously, the agency’s problem cannot be ignored in any firm,
primarily publicly traded firms as there is the potential of conflict of interest between
management and shareholders in developed and developing countries Eisenhardt (1989)
argues that agency theory is a fundamental theory and can be used to validate empirical work
and develop a hypothesis. Agency theory provides an in-depth perspective on the outcome of
uncertainty, incentives, and risk. Furthermore, the assumption of agency theory is relevant to
practice when one examines the board structure and regulatory reaction to corporate failure

(Eisenhardt, 1989).

2.7 Conclusion

This chapter was divided into two sections, A and B. First, Section A focuses on the
institutional setting. The subsection A.2.1 provides general information about GCC countries
and individual country. Specifically, this subsection highlights the strength and weakness of
these countries as one region and at the individual level. Following that subsection A.2.2,
A.2.3. And A.2.4 focuses on provides the operation definition of CG and CG in general, CG
in the UK and corporate governance in GCC countries. Consequently, subsection A.2.5
outlines the comparison of CG codes in GCC countries. The last subsection A.2.6, briefly

highlights the literature of CG research in GCC countries. The outcome of this section reflects

» Agency theory has been used extensively in the literature of CG and EQ and CG and firm performance.
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lack of research in GCC countries, CG and the relationship between management and owners
and the effect of royal family members on the board, results in a lack of clarity and
understanding of the firms in the region. Hence, there is a need for further research focus on

the effect of internal CG on CG, firm performance, and firm value.

Second, Section B theoretical grounds for the three research questions. B.2.1 aims to review
agency theory in detail, which is used to explain and analyze the influence of CG on EQ, firm
performance and firm value. The theory is “an abstract of reality,” and no one theory can
adequately explain behavior (Deegan & Unerman, 2011). However, to address the three
research questions and to test the hypotheses, this thesis considered agency theory as the most
relevant theory. Simply, agency theory explains that there is a conflict of interest between
management and ownership. Therefore, the need for a CG code comes as a response to the
agency dilemma and aims to mitigate this conflict (Tricker, 2009) through the alignment of
interest. Doing so can increase wealth maximisation for the shareholder as well as help to
boost the credibility and transparency of financial reporting which lead to higher EQ,
improved firm performance, and firm value. In other words, well-implemented CG
mechanisms help to protect, generate value and increase confidence among shareholders
especially minority shareholders. These goals can be reached by minimizing information
asymmetry, ensuring high quality of earnings and accurate financial information disclosure at
the right time (Bushman & Smith, 2003; Ramly & Rashid, 2010). In the next chapter, the
theoretical and empirical literature will be reviewed using agency theory to identify specific

board characteristics and their effect on EQ, firm performance and firm value.
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Chapter 3

Literature Review

“Corporate governance is now as important in the world economy as a government of

countries” (Gregory & Simms, 1999)

3.1 Introduction

The previous chapter provides the foundation of this thesis by describing the institutional
setting and a theoretical framework, which is based on agency theory. Understanding the
relevant theory to the research questions as a base helps to explain the results and prove or
reject the hypotheses. Thus, this chapter offers a comprehensive literature review of corporate
governance (CQG), earnings quality (EQ), firm performance, and firm value. The structure of
this chapter is as follows: section 3.2 provides a general discussion of CG and section 3.3
highlights the literature review of CG mechanisms. Section 3.4 considers the empirical
literature review of CG and EQ while section 3.5 explores the empirical literature review of
CQG, firm performance, and firm value. Section 3.6 provides hypotheses development of three

research questions and section 3.6 concludes the chapter with a brief summary.

3.2 Corporate Governance:

Nowadays, CG is one of the factors that provides stability and growth of the economy as it
contributes positively to the development and performance of the firm. It, therefore, ensures
accountability of the board of directors, which is fundamental to protecting the shareholders
and stakeholders against inherent risk and poor management (Tricker, 2009). Proper CG
decreases the risk of future financial crisis. In addition, high-quality CG implementation and
practice translate into high firm performance and EQ. However, it is still debatable whether
mechanisms positively influence EQ, firm performance and firm value (Dian, 2014).
Additionally, shareholders of listed companies put more value on a firm with a good CG
structure.

The scope of this thesis is to focus on the shareholders’ perspective and internal problems as

they relate to internal CG with a focus on the uniqueness of institutional setting (royal family
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members on the board). The rationale of selecting the board of directors and ownership
structure is that the board of directors exercise legitimacy and authority through
accountability given by shareholders to monitoring managers, producing high EQ, firm
performance, maximising long-term return and making sure they are working in the best
interest of shareholders (Fama & Jensen, 1983; Monks & Minow, 1995). Ownership structure
shapes the strength and weakness of the CG structure, the quality of information and protects
shareholders. Therefore, the ownership structure affects EQ, firm performance, and firm value

(Fan &Wang, 2002).

3.3 Corporate Governance Mechanisms
This section discusses the general literature review of CG that related to three research

questions.

3.3.A. Board of Directors

CG is a complex system and the board of directors is a cornerstone of governance
mechanisms (Cullen & Brennan, 2016). Shareholders appoint a board of directors and give
power and authority to them over the internal control of the firm. Thus, the board of directors
has a fiduciary obligation to shareholders (Monks & Minow, 1995). The board of directors
should discharge their responsibilities and perform their duties to ensure that management act
in the best interest of shareholders by monitoring the management. The board of directors also
plays an important role in enhancing firm performance, firm value and minimising the agency
cost by monitoring the quality or earnings reported and ensuring compliance with the law.
Additionally, a substantial number of studies have confirmed that the effectiveness of the
board of directors in the performance of CG activities helps to align the managerial interest
and shareholders interest and protect the interest of shareholders to reduce agency costs
(Jensen & Meckling, 1976; Fama, 1980; Linck et al., 2009; Jensen, 1993; Brennan,2006).

This results in a better EQ, firm performance and firm value.

It is widely accepted in the CG literature that the board of directors exercises three
accountability roles, which include control, monitoring and oversight. Other literature uses
these roles interchangeably to describe the role of the board of directors. However, Cullen &
Brennan (2016), investigating the case of an investment fund board, find that accountability
roles — control, monitoring and oversight roles cannot be used interchangeably as they are all
different. They argue that their results indicate that the board of directors might not have
enough power to be able to exercise these three roles as assumed in the literature.
Additionally, they claim that the fund promoter exercises control and monitoring rules instead

of the board of directors. The role of the board of directors in this case is just an oversight due
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to their legal responsibility, but they have limited power to exercise over other parties such as

large shareholders.

Some aspects of an effective board have already been considered in existing literature such as
independent directors, the size of the board, CEO duality and the frequency of meetings. In
addition, the research considers the effect of the presence of royal family members on the

board, which is a unique aspect in the context of the GCC countries.

3.3.A.1. Independent Directors

Appointing independent directors is considered one of the internal CG mechanisms to reduce
agency cost and information asymmetry problems in the Modern Corporation (Fama, 1980;
Lipton & Lorsch, 1992; Jensen, 1993). However, there are two streams of the theoretical view
of independent directors on the board: those who support more independent directors and

those who are in favour of more executives on the board.

The first group claims that an independent director can be more accountable than an executive
(Fama, 1980; Sonnenfeld, 2002) due to their independent judgement of board decisions
(Cadbury report, 1992; Chhaochharia & Grinstein, 2009). Independent directors are not
supposed to be dependent on a firm financially and in accordance with best practice of CG*
and CG in GCC countries, they should not have close family ties to the company. They
should not receive fees, which are not related to the performance of the company, nor serve
on the board for more than nine years. They should not hold cross-directorship in other
companies, and they should not address specific groups of shareholders. If these
characteristics are met, independent directors are thought to be in a position to monitor
management more effectively and refuse any pressure to accept earnings manipulation. In
addition, they can add to firm resources in terms of experience, expertise, business contacts
and reputation (Haniffa & Hudaib, 2006; Baranchuk & Dybvig, 2009). Due to the fact that
senior management could dominate the board of director’s decision to expropriate
shareholders’ wealth, independent directors can offer an effective monitoring function of the
board’s decision —making process (Fama, 1980; Fama & Jensen, 1983). For instance,
Brickley et al. (1994), Byrd & Hickman (1992) and Weisbach (1988) find that firms with

more effective board monitoring have more independent directors.

%6 The UK corporate governance code (2012).

52



The opponents of more independent directors on the board argue that they have less
knowledge about the company, (Weir & Laing, 2000) potentially resulting in lower quality
decision-making (Haniffa & Hudaib, 2006). These are part-timers who are normally present
on other companies’ boards (Bozec, 2005; Jiraporn et al., 2009). Therefore, they have little
time to understand the complexities of the company and offer effective monitoring which
negatively influences firm performance (Baysinger & Hoskisson, 1990; Weir & Laing, 2000;
Bozec, 2005). Kiel & Nicholson (2003) claim that a greater number of executives on the
board could provide better decision-making leading to better financial performance due to a
higher level of knowledge about the company. In addition, according to Baum, (2016) claims
that empirical evidence of the effect of independent directors is still unclear as global
financial crisis added doubt of their effect. Thus, a high number of independent directors on

the board is not always good.

3.3. A.2. Board Size

Best practice of CG and most of CG codes in GCC countries mention the importance of board
size but these codes do not stipulate specific board size. However, some codes suggest
minimum and maximum board size such as Bahrain and Saudi Arabia. With regards to
Bahrain, the board should not have more than 15 members whereas in Saudi Arabia, the board
should comprise of between 3 to 11 members. There is no universal agreement on the optimal
size of a board of directors. In addition, previous studies have documented mixed findings
regarding the optimum size of the board of directors. For instance, Zahra & Pearce II (1989),
Yu (2008), and Kline (2002) posit that a large board size has more capability to act in the
shareholders’ best interests because of the diverse expertise and skills. Nonetheless, the side
effect of a large board is that the process of decision-making can be slow and may not
encourage innovation (Ismail et al., 2010). Some other researchers such as Vafeas (2000),
Alonso et al (2000), Eisenberg et al. (1998), and Jensen (1993) conclude that a small board
size is more effective in increasing market value, monitoring the CEO, and reporting more
informative earnings (Lipton & Lorsch, 1992; Karamanou & Vafeas, 2005). These findings
support the view that a small board has better communication than a large board, which is
good for controlling and monitoring. Certo, (2003) argues that the role of a large board size is
more symbolic and that they may not have a dynamic group in terms of communication and
coordination. They may be involved as an advisor rather than simply to monitor. In addition,
a large board has more difficulty in co-ordination and can be more easily controlled by a

dominant CEO (Jensen, 1993).
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3.3. A.3 Board Meetings

It has been argued that the frequency of meetings can play an important role in monitoring
and tackling issues within a firm more efficiently. The best practice of CG and CG codes in
GCC countries recommend regular meetings of the board of directors to deal with their duties
efficiently. With the exception of best practice and Saudi Arabian codes, all CG codes in
GCC countries recommend between 4 and 6 meetings per year in Bahrain, Oman, Qatar and
UAE respectively. Some prior studies support this recommendation. Therefore, others believe
that board meetings are not necessarily beneficial because they constrain routine tasks, which

take up most of the time.

Literature also documents the importance of board meeting frequency in measuring board
operations or activeness (Vefeas, 1999). Therefore, a higher number of board meetings reflect
that the board is active and able to solve a problem and monitoring management (Managena

& Tauringana, 2008; Vefeas, 1999; Conger et al., 1998; Adams & Ferrira, 2009).

However, other studies argue that most of the problems in publicly traded shares are that the
board does not have enough time to discharge their duties and attend regular meeting to
monitor management effectively (Lipton & Lorsch, 1992; Conger et al., 1998). Therefore, the
board meetings may not truly reflect the exchange of information and ideas between
management and board members due to time constraints. This is particularly true for outside
directors. In addition, Jensen (1993) argues that the board of directors is not active unless

there is a problem present.

Vafeas (1999) argues the possible pros and cons of increasing the number of board meetings.
On the one hand, board meetings may add some cost to the firm through time, travel expenses
and directors’ fees. In addition, board activity might be constrained by routine tasks and may
not use the time effectively to tackle problems, which reduces the productivity of board
meetings. On the other hand, increasing the number of board meetings might be beneficial for
the firm to increase board consultation, put strategies through and monitor management
further. He also claims that for the firm to achieve better governance with less cost, the firm
can increase the number of board meetings instead of changing board composition or

ownership.

3.3.A.4 CEO DUALITY

CEOQO duality is when the CEO is also the chairman of the board. It is another feature of the

board of directors that has been investigated. The role of chairman of the board and the CEO
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are supposed to be different. On one hand, the responsibility of the chairman of the board is to
nominate new board members, review the performance of senior management and setting the
agenda for board meetings. They are also responsible for settling conflicts that may arise on
the board (Weir & Laing, 1999). On the other hand, the role of the CEO is to run and manage
the day-to-day operations. CEO duality could be considered to be a “double- edged sword”
(Finkelstein & D’ Aveni, 1994) as there are two streams of literature: opponent and proponent
of CEO duality. The proponents of dual structure CEO/chairman?®’ claim that it can help
improve decision processing and efficient strategy due to the CEO’s knowledge,
understanding and experience of the company which is often superior to that of the chairman
(Weir et al., 2002; Stoeberl & Sherony,1985; Anderson et al., 1997) and has greater focus on
firm objectives leading to better firm performance (Haniffa & Cooke, 2002). In other words,
CEO duality can be beneficial to the company’s operation as they are more knowledgeable
and experienced which reduces the confusion and conflict between CEO and chairman

(Alexander et al.,1993; Pfeiffer & Sanlancik, 1978; Davis, 1991).

The opponents of CEO duality argue that the role of CEO duality has a negative influence on
the firm’s performance (Lipton & Lorsch, 1992; Jensen, 1993). The power would be
concentrated in the hands of CEOs when they hold a position as chairman. Therefore, CEOs
also can control the availability of information provided to the board of directors and
shareholders which reduces the effectiveness of monitoring (Jensen, 1993). The best practice
of CG and CG in GCC countries recommends the split between the role of the chairman and
the CEO. The role of chairman is to evaluate and monitor the CEO. Hence, if CEO duality
exists, it may compromise the effectiveness of the board in terms of monitoring CEO

performance, which in turn increases the agency problem (Jensen, 1993).

3.3.A.5. FEMALES ON THE BOARD

The development of CG around the world encourages diversity on the board of directors
(Terjesen et al., 2009). Firms face more pressure to engage and point out females on the board
of directors to minimise the gender gap and diversify the boards (Smith et al., 2006).
However, the presentation of females on the board differs between developed and developing
countries. Additionally, scholars have highlighted the effectiveness of female directors as a
device since they have different backgrounds, views and problem-solving abilities (Anderson
et al., 2011). All of these would lead to better financial performance (Anderson et al., 2011;
Ferrreira, 2010; Pfeffer & Salancik, 1978; Terjesen et al., 2009; Adams & Ferrira, 2009;

%7 Some literature refers to CEOD as dual or combined leadership.
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Anderson et al., 2011). Abdullah et al., (2013) claim that female directors have the ability to
influence the environment of CG, the function of board and a firm’s performance. The
presence of female board members is especially important in environments where the
protection of shareholders is poor (Bianco et al., 2015). However, A number of studies claim
that the involvement of female directors has a negative effect on firm performance (Adams
and Ferreira, 2009; Smith et al., 2006) due to a lack of qualifications and skills needed for
directorship. Thus, few women sit on boards and those that do are monitored closely. This
leads to an increase in costs for the agency and a reduction in firm performance and value

(Cashman et al., 2012; Falato et al., 2014; Field et al., 2014).

3.3.A. 6. RELATIVES

Prior studies are also interested in family members or relatives on the board and their
influence on the firm’s performance. There are two trends in literature. First, a group of
studies claims that family members feel a mutual obligation toward each other which may
result in other shareholders being disregarded in favour of family members (Barontini &
Caprio, 2006; Jara-Bertin et al., 2008; Gomez-Mejia et al., 2001; Morck & Yeung, 2004;
Shleifer & Summers, 1989). This would lead to lower firm financial performance. Based on
the sample of Taiwanese sample firms, Yeh & Woidtke (2005), Chrisman et al., (2005),
Sharma et al. (2007), Schulze et al. (2003), and Voordeckers et al. (2007) find that the higher
the percentage of relatives or family members on the board in the controlled family firm, the

lower the firm’s value.

Nevertheless, the second group of studies supports the theory that the involvement of family
members in a business reduces the agency problems compared to other businesses (Anderson
& Reeb, 2003; Demsetz & Lehn, 1985; Fama & Jensen, 1983) as there is less need to
monitor. Also, their incentive is to maximise their wealth (Cruz et al., 2010; Fama & Jensen,
1983). Family members or relatives focus on their reputation, wealth and expanding their
business to enhance their firm's performance. Claver et al., (2009) argue that family-run
businesses tend to have long-term vision and this would help family members to commit to
protecting their firm’s credibility. They also give a positive impression of the success of the
firm in order to retain and attract more investors and they attempt to merge family values to

the corporate culture.

3.3.A.7. Royal Family Members and Government Officials Politically Connected Board
Member
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Political connection has great influence on the whole economy of the country and the
economic life of individual firms (e.g. Claessens et al., 2008; Bunkanwanicha and
Wiwattanakantang, 2008; Ferguson and Voth, 2008; Khwaja & Mian, 2005; Sun & Tong,
2003; Cheung et al., 2005; Fisman, 2001; Sapienza, 2004; Fan et al., 2007; Faccio et al.,
2006; Charumilind et al., 2006). A set group of studies examines politically connected firms
in an international context (Faccio, 2004 & 2006; Boubakri et al., 2008) while others
investigate this variable in the US market (Kang & Zhang, 2012; Cooper et al., 2010) and
Canada (Morck et al., 2000). In addition, a number of other studies use this variable as part of
their studies (Goldman et al., 2009). The effect of politically connected firms is more
significant and pronounced in the emerging markets where the legal system is weak and the
protection of shareholders’ rights is poor. Therefore, most of the studies on connected firms
are based in China, other Asian countries and Latin American economies (Fisman, 2001,

Faccio, 2002; Wiwattanakantang et al., 2006).

Scholars also argue that political connection has a double-edged sword as it can enhance or
jeopardize the firm EQ, firm performance and firm value. In other words, Faccio (2006
&2010), and Chen et al., (2011) argue that the cost and benefit of a political connection to
firms are different across countries and depend on the institutional environments. They note
that politically connected firms are common in countries with high corruption and where the
legal system is poor and lacks independence (Boubakri et al., 2008) compared to the countries
with a strict legal system and strong protection of investor’s rights. Added to that, there is
evidence that shareholders are less likely to react negatively or to sue politically connected
firms compared to their counterparts. The politician might help the company to get much-

needed resources but they want pay back through “social policy goals.”

The firms tend to appoint political members to access more benefits such as their knowledge,
and expertise in government procedures and connections with government to get advantage
over their competitors (Agrawal & Knoeber, 2001) or to signal strong CG (Ang et al., 2016).
Political connected firms may not be corrupted; thus they can influence positively the
governance structure of the firm by aligning the interest of shareholders (controlling and
minority) with government policies, which in turn, increase the investor’s confidence and
enhances firm value. All of this can be related to the political environment and culture of the
country and willingness of political people to abuse their powers or to not engage the
management with political rent extraction (Ang et al., 2016). Ang & Ding (2006) find that
political connected firms in Singapore have strong CG and higher firm valuation. Politically
connected firms are provided with valuable resources such as obtaining cheap loans and other

economic advantages, such as new and attractive business opportunities and links with

57



rapidly-growing firms (Fisman, 2001, Faccio, 2002; Wiwattanakantang et al., 2006). Rajan &
Zingales (1998) claim that in China, personal connections are important and beneficial for
quick transactions compared to the usual long process of negotiation in the market. Prior
studies document that politically connected firms can have protection from some regulations
such as preferential access to financing, reduced licensing fees, new state contracts and
market entry barriers (Faccio, 2006). Johnson & Mitton (2003) and Khwaja & Mian (2005)
examine politically connected firms in Malaysia and Pakistan, respectively and find that these
firms are more likely to have easier access to debt financing than non-politically connected

firms.

Faccio et al., (2006) provide evidence that it is easier for politically connected firms to receive
government bailouts even if, before and after the bailout, the firms are underperforming.
Goldman et al., (2008) find that government officials can impact the direction (allocation) of
profitable contracts with the government to their connected firms which may then open up
more opportunities to go abroad if the government officials have outside connections.
Goldman et al., (2009) also document that the large impact of politically connected firms on
value comes from the belief of the market that political connections do provide benefit to the

firms.

3.3.A.8 Independent Politically Connected Directors

It is also interesting to investigate whether the effect of independent politically connected
directors is creating or distorting firm EQ, firm performance and firm value. According to the
extant literature, an independently-connected board member can mitigate the agency conflict
and provide resources to the company (Zona, Gomez-Mejia, & Withers, 2015; Fama &
Jensen, 1983; Ye, 2014; Pfeffer & Salancik, 2003; Wang, 2015). In addition, an independent
director contributes to the company strategy and offers a proper oversight function to monitor
company performance and operation. The responsibilities of independent directors are to
supervise and oversee the managing directors. The quality of oversight function of
independent directors is based on their experience and capabilities to perform their oversight
responsibilities, which in turn, influences firm EQ, firm performance and firm value
(Yermack, 2004). In addition, independent directors with different backgrounds (independent
politically connected director) behave differently in monitoring and providing the resources.
Thus, through their knowledge and skills, they may have effective oversight within the firm
(Sonnenfeld, 2004). The vast majority of politically connected board members serve as

independent directors while only in a few cases politically connected board members have an
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internal appointment, mainly as CEO (Goldman et al., 2009). These directors are a particular
type of independent director expected to monitor the manager and controlling shareholders to
protect the interest of minority shareholders. These directors may play a significant role in
monitoring due to the fact that they care more about their reputation than other independent
directors. Regardless of the type of independent directors, they should all bear the same
responsibilities and duties. Based on empirical literature, Du et al., (2014) find a positive
effect of independent politically connected directors on the performance of a private firm.
Due to government intervention, frequent political changes, and political disturbances, an
independent political connected director can smooth the communication between the firm and
politicians to avoid the risk of policy and gain regulatory rent. Thus, an independent
politically connected director has a political role in the firm and creates more value to the firm
(Ye & Li, 2017). Wang (2015) finds that an independent will help to increase firm value, the
overall firm debt and over investment. A politically connected director and political
connections can potentially bring in different types of resources that include financial, non-
financial, and policy-related resources. They measure the resources through the firm's capital

structure, Leverage (Wang, 2015).

However, some scholars argue that the independent politically connected directors tend to
have a lack of financial expertise and experience in the industry. Ye & Li (2017) argue that an
these directors can be considered as a rent seeking tool rather than consulting and monitoring.
Importantly, they also argue that a regulator should restrict the independent qualification and
requirement to ensure that independent directors are more effective in monitoring and
consulting, which in turn, helps to increase the effectiveness of an independent politically-
connected board and CG. They also call for investigation of an independent director in
emerging markets with close attention to specific institutional features, which differs to

developed countries (Ye & Li, 2017).

3.3.A.9 Royal Family Member

The monarchy of GCC has a direct impact on the economy and the royal members can have
access to governmental recourses. Al-Hadi et al., (2016) argue that royal family members
have a power over the economic and political regimes in the GCC region. Thus, royal board
members are important individuals to determine the businesses. They also argue that the royal
family members on the board play an important role in achieving the outcomes of the
businesses. In addition, royal families, as well as rich families, owned profitable companies

and have a connection across lines of the state (Henry & Springborg, 2010). They can
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influence monitoring and decision-making. The influence of politically connected firms on
financial information and performance is based on the degree of political power in the firm.
Royal family members play a central role in the governmental institution which enables them
to control the top positions and decision making in these institutions (Hertog, 2012).
According to Hertog (2012), the board members of some GCC firms are selected according to
their position among the top ruling families or their connections. It is not necessarily that the
royal family member on the board behaves opportunistically to achieve personal benefit at the
expense of other shareholders, especially minority ones (Al-Hadi et al., (016). The study
argues that the royal family may look for reputational norms thus they attempt to generate the
right of investors (Al-Hadi et al., 2016, Mazaheri, 2013). Therefore, royal family members on
the board are more likely to be more independent and provide the firm and shareholders with
more protection, even in difficult times. Furthermore, royal family members may prefer not to
attract negative attention to the market. Other scholars also confirm the benefit of the royal
family members on the board as they can stop the intervention of government that hinders the
expansion of the firm domestically and internationally (Hertog, 2012). Entrepreneurs can
capitalize their benefits with the royal family elite via a relationship, business partnership and
marriages (Mazaheri, 2013). Mazaheri (2013) highlights that non-ruling entrepreneurs tend to
have an advantage if they are able to get a royal patron involved with a project. They can also
progress by having access to business relationships and branding. Thus, royal family
members on the board can enhance a firm’s performance, add value to shareholders and
reduce the intervention and risk. They can also help the firm to access the loan from
government banks at low interest (Claessens et al., 2008). In addition, politically connected
firms tend to have lower market risk compared to non-connected firms due to the protection
by royal patronage. ALi et al., (2007) observes evidence that the royal family members on the

board are better able to gain information, such as CG information.

However, the monarchical regimes in GCC countries control the region and they tend to favor
specific classes (Amenta, 2000) or favor specific family connections (Atiyyah, 1992). There
can be an overlap among government members, trading families and royal families in GCC
countries (Kshetri & Ajami, 2008). Thus, the mutual interests among these groups can be
strengthened through this relationship (Al-Rumaihi, 1986). In general, wealth is controlled
between ruling family members and trading families in the GCC region (Crystal, 1995). Some
describe a royal family members as having low accountability with total obedience. There is
also the sentiment that they do not accept being questioned even though they control many
government companies (Sidani & Al Ariss, 2013). Thus, they may impair the efforts of a
regulator trying to enforce and improve CG and transparency of financial reporting. The

power of a royal family member may trigger the agency conflict between the board and
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management (type I) or between the controlling shareholders and minority shareholders (type
II). They also argue that to some extent, the board membership of royal family members
serves to protect these members’ personal interests and the interests of related companies. In
addition, the business interests of politically connected companies are protected by the
monarchy as management will not interfere with decisions made by powerful ruling family
directors. In some cases, such rulers transfer finances to themselves at the expense of others.
In GCC countries, minority shareholders are not protected against controlling shareholders
and royal family members who may then benefit at the expense of minority shareholders
(Crystal, 1995; Hertog, 2012). Through their major shares and political connections, royal
family directors can have a significant influence on the board; thus they are more likely to
gain private benefits over others such as minority shareholders through dividing minority
shareholders, engaging in related-party transactions, practicing managerial entrenchment, or
promoting government risk-seeking (Xu, Xu et al., 2013; Gilson & Gordon, 2003; Anderson
& Reeb, 2003; Shleifer & Vishny, 1997).

The research is interested in answering the following questions: Does the presence of royal
family members really matter for the effective CG mechanism to increase EQ, firm
performance and firm value? Do firms with royal family members have an advantage over
their counterpart firms, which protect the interest of shareholders and enhance EQ, firm
performance and firm value? The study argues that this group do not just affect CG
mechanisms but also the effectiveness of CG to enhance EQ, firm performance and firm
value. In prior literature, the effect of royal family members and government officials on EQ,
firm performance and firm value has not been explored. The lack of study of political
connections in the region is mainly due to the lack of appropriate data. Also, like the case of
India,this topic is a somewhat unfavourable topic of discussion as mentioned by Fisman
(2001). Given the uniqueness of the institutional setting, there is no study related to the
presence of royal family members on the boards of directors. However, there is a range of
existent literature on politically connected firms. Due to the difference in legal systems,
culture and institutional structures specific to other countries, the findings even if they are

relevant, cannot be generalised.

In this research question, the presence of royal family members on a board is unique because
of the operating environment of firms in the GCC countries. As stated by Hofstede’s cultural
dimensions matrix, Middle Eastern culture has a high power distance score, which means
people respect authority, accept hierarchy, inequality and centralisation. In this culture, people
accept being told what to do without a need for justification. Because of the social structure of

the society and cultural values in the GCC countries, royal family members have a vested
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legitimate power in the organisation. In addition, they have social status and wealth, which
gives them the power and authority to influence others, such as management and boards of
directors more directly and easily. Undoubtedly, there are different levels of royalty; for
instance, the first generation of royal family is more powerful than the second or third
generation. Thus, this variation in influencing the decision-making must be considered.
Therefore, power is important in many aspects of an organisation but may be problematic
when individuals or groups misuse it or abuse it (Luthans, 1995). Analogously, the study
utilises the literature of politically connected board members as a background and built from
it. Therefore, this literature is useful for both government officials and royal family members

on boards.

3.3.B Board Committees

The previous literature claims the importance of board committees for efficient and effective
monitoring (Jiraporn et al., 2009). Board committees are not just for supporting management
by giving advice about a major business decision, but also for monitoring and overseeing
management to protect shareholders’ interests and to provide an independent view of
corporate executive affairs (Harrison, 1987). Therefore, establishing committees has
increased as part of monitoring tools (Harrison, 1987). Almost all CG codes around the world
suggest the establishment of the audit committee (UK code, 2012, OECD, and GCC codes
amongst others). The function of an audit committee is to meet regularly with internal and
external auditors to review a financial statement of the company and release timely unbiased
accounting information, audit processes and internal accounting controls which reduce the
agency problem and information asymmetry (Klein, 1998). As a result, an audit committee
reduces the probability of financial fraud and increases the firm’s value. Some characteristics

of audit committee are highlighted in the literature (independence, size, meetings, expertise).

3.3. B.1 Independence of Audit Committee

The independence of an audit committee is an important feature of the audit committee to
enhance the effectiveness of monitoring management besides the board of directors. The best
practice of CG and the codes of CG in GCC countries highlight the importance of an
independent audit committee. Harrison (1987), Wild (1994), and Sun & Cahan (2009) find
independent directors in audit committee are important to protect the interest of shareholders

(Vefeas, 1999).
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3.3. B.2 Audit Committee Size

It has been argued that a large audit committee is more beneficial due to the skills and
resources, which in turn affect their ability to enhance EQ and deter EM (Ismail et al., 2007),
which also boost a firm’s performance (Coleman et al., 2007). Managena & Tauringana
(2008) note that the size of audit committees is a matter of reviewing financial reporting
processes. Anderson et al., (2004) states that large audit committees are more effective in
solving potential problems, overseeing financial reporting processes and internal control
systems. Mande et al., (2012) claim that the large audit size enhances the effectiveness of CG
practices. Previous studies by Dalton et al. (1999), Saleh et al. (2007), Mir & Souad (2008),
Karamanou &Vafeas (2005), claim that the large audit committee size is beneficial for

performance as they a have wider knowledge base.
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3.3.B.3 Audit Committee Meeting

Prior studies support the notion that the number of meetings held by an audit committee is
important (Larcker et al., 2007). When an audit committee meets regularly, the effectiveness
of monitoring is increased and shows assiduousness, diligence and effort in performing their
tasks. Normally committees have a small number of directors who can have regular meetings
and efficient time for meaningful negotiations and to make quick decisions (Karamonou &
Vefeas, 2005). They also can bring their specialty knowledge and expertise for the board’s

decision-making process (Harrison, 1987).

3.3.B.4 Audit Committee Expertise

Previous studies state that the quality of financial reporting also depends on the financial and
accounting expertise of audit committee members. It has been argued that audit committees
with members who have financial expertise play a more effective role with internal and
external auditors (Raghunandan et al. 2001) and enhance corporate quality (Krishnain &
Visvanathan, 2008). Additionally, because of their knowledge and expertise, they can be
involved in specific strategic interests and responsibilities. The role of committee is to

enhance board accountability, legitimacy and credibility (Weir et al., 2002).

3.3.C. Ownership Structure

Based on the theories perspectives, ownership structure has a vital function in overseeing and
boosting EQ, firm performance and firm value. In addition, large investors are in a better
situation to incentivise and monitor management than any other shareholders, even the board
of directors due to their large investment and influence (Shleifer & Vishny, 1986). Andres
(2008) also stresses that controlling shareholders have more power and incentive to monitor
management, which in turn will reduce agency costs. As argued by Fama & Jensen (1983),
firms with concentrated ownership are more efficient than firms with dispersed ownership
because the monitoring costs are lower. Due to information asymmetries and conflict of
interest, agency problems in firms with dispersed ownership are more noticeable or
pronounced (Miller & Le Breton- Miller, 2006). However, the major shareholders might not
always have a positive influence on the firm EQ, firm’s financial performance and firm value
because minority shareholders have little ability and incentive to monitor management

(Sanchez & Meca, 2005).
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However, a considerable amount of literature emphasises the conflict of interest between
controlling and minority shareholders, which is a part of many agency dilemmas (La Porta et
al., 2000). Concentrated ownership is more dominant in emerging markets. Like many
emerging markets, state-owned companies and family-owned companies are a prevalent type
of business in GCC markets (Saidi, 2011). However, because of globalisation, institutional
ownership cannot be ignored in the region as well. In other words, institutional investors are
also important and common in the region (Held & Ulrichsen, 2013). Therefore, this thesis
concentrates mainly on family-owned companies (FOC), state-owned companies (SOC) and
institutional ownership (INSTAT) as a common feature in the GCC countries. According to
Cheung et al., (2011) due to the concentration of ownership in emerging markets, CG is
increasingly important as the right of minority shareholders could be endangered. Therefore,
it is important to examine the relationship between ownership structure, EQ and firm

performance in a region.

The subsection below highlights the operation definition and general literature review of
family ownership, state ownership and institutional ownership. In addition, the relationship
between these three types of ownership, EQ, firm performance and firm value is discussed
separately in the related literature review (CG and EQ in section 3.4, and CG, firm

performance and firm value in section 3.5).
3.3.C.1. Family ownership

A. Definition of Family Ownership

There is no agreement on the definition of a family business or family ownership due to
different interests in the studies. Gomez-Mejia et al. (2003), Haniffa & Cooke (2002) and
Ghazali & Weelman (2006) use the proportion of family members on a board to measure the
dominance of family members. Some studies identify family businesses where the family
members hold a certain percentage of companies’ shares. Anderson & Reeb, (2003) define a
family business as one where family individuals own more than 20% of the outstanding
shares. Prencipe et al., (2008) and Cascino et al., (2010) define family firms as those
controlling families who own a 50% direct and indirect share of equity or controlling strategic
decisions of the firm. In relation to this thesis, the operational definition of family ownership
is that a dummy variable which takes the value of one when family members hold at least
20% of direct shares and serve on the board or in management and zero otherwise following
Claessens et al, (2000); La Porta et al., (1999); Miller et al., (2007); Jaggi et al., (2009) and

Yang, (2010) as the most used definitions in literature.
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B.Literature of Family Ownership

Even though in developed markets there are a number of families, which own the majority of
company shares, family companies are more dominant in developing countries and emerging
markets like GCC countries. Burkart et al., (2003) claim that across countries, the
characteristics of family firms are not the same, therefore, influence on decision-making
processes vary widely across countries. The literature offers two arguments. Firstly, the
alignment effect which leads to positive relationships between family firms, EQ, firm
performance and firm value. Therefore the controlling families are concerned with their long-
term success, reputation, wealth, mentoring and expanding their business (Salvato & Moores,
2010). Secondly, the entrenchment effect leads to lower EQ, firm performance and firm value
because controlling families tend to mislead minority shareholders about the actual firm

financial performance in order to expropriate their wealth (Salvato & Moores, 2010).

3.3.C.2.State Ownership

A. Definition of State Ownership

There is a different definition for state-owned companies. The OECD (2011) defines state-
owned companies as enterprises where the state has a considerable amount of control through
complete, majority or significant minority ownership. Shen & Lin (2009) measures state
ownership as the percentage of common shares held by government divided by total issued
outstanding shares of firms. Alfaraih et al., (2012) uses a proportion of the ordinary shares
held by government that own at least 5% of the firm shares to the total shares outstanding by
the firm. Cornett et al., (2010) and Wu et al., (2009) define government ownership as to when
the government holds 20% of company shares. Elghuweel (2015) measure government
ownership through a general percentage of common shares owned by the state government.
This thesis' operational definition of SOC is that a dummy variable which takes the value of
one when the State holds more than 30% of the shares and zero otherwise (Prowse, 1992;

Wang& Judge, 2011, Wang & Yung, 2011).

B.Literature of State Ownership

Government-owned companies are more noticeable in emerging markets as well. According

to La Porta et al. (1999) the influence of state-owned companies depends on the quality of the
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government. Two arguments have appeared in the literature with regard to the conflict of
interest in SOC. On the one hand, these companies is crucial for the market because the
government provides proper monitoring to the management and attempts to solve firm’s
issues in challenging time. Thus, the government protects investors, markets, contractors and
suppliers (Eljelly, 2009). Eckel & Vermaelen (1986) claim that the government owned
companies might provide more benefit to minority shareholders as the government is
concerned with long-term investment, which lowers the cost of capital and improves firm

performance.

On the other hand, other scholars claim that SOC is inefficient due to weak supervision and
monitoring of management. By and large, government tends to own shares or hold a large
equity due to greater political incentive and control over the firm rather than a commercial
incentive (Le & Buck (2011). Shleifer & Vishny (1994) argue that SOC suffer more from
agency problems compared to other companies due to the incentive of management to pursue
their own interest. Mak & Li (2001) state that SOC are less likely to adopt good CG practice,
leading to weak monitoring and accountability. Boardman & Vining (1989), Megginson et al.,
(1994), Shleifer, (1998), Cuervo & Villalonga (2000); Ramaswamy (2001), Megginson &
Netter (2001) Orden & Garmendia (2005) Sun et al., (2002), Le & Buck (2011) and Wang &
Yun (2011) report that due to the political pressure on management and political interference

and incentives in SOC, these companies underperform.

3.3. C.3 Institutional Ownership

A. Definition of Institutional Ownership

There is a different definition of institutional ownership in the literature. Institutional
investors have some features such as legal entities, which “act independently or as a large
group as in the case of mutual fund” (Celike & Isaksson, 2013). Davis (2001) defines
“institutional investors as specialised financial institutions which channel savings collectively
on behalf of other investors to achieve a specific objective in terms of limited risk and
maximum return”. A general view of institutional investors is that investment cooperations
were set up to minimise transaction costs between investors, which are accomplished in a
professional method (Bjuggren et al., 2007). In term of measurement, Ahmed & Duellman
(2007) measure institutional investors as the percentage of common shares held by
institutional investors divided by the total number of outstanding shares of firms. Edwards &
Hubbard (2000) measure institutional investors as a percentage of a firm’s outstanding stock

held by the largest five institutional investors. Alfaraih et al., (2012) use a proportion of the
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ordinary shares held by institutional investors that own at least 5% of the firm shares to the
total shares outstanding by the firm. Following Dian, (2014), Namazi & Kermani (2013),
Barako et al., (2006) and the majority of literature, the operational definition of institutional
ownership is that a dummy variable which takes the value of one when the 5% or more of
shares held by institutional investors (such as banks, financial service companies, insurance
companies, mutual fund companies and pension fund companies) and zero otherwise (Celike

& Isaksson, 2013; Dian, 2014; Namazi & Kermani, 2013; Barako et al., (2006).

B.Literature of Institutional Ownership

There has been more interest recently on the influence of institutional investors on EQ, firm
performance and firm value. This is because they are active and would like to increase the
value of their equity investment (Chen et al., 2007). Institutional investors have the power,
ability, expertise and resources to oversee and control management’s opportunistic behaviour
in order to reduce agency problems (Shleifer & Vishny, 1986; Agrawal & Mandelker, 1990;
Bathala et al., 1994; Bies, 2003). As they are knowledgeable shareholders in the business,
sophisticated investors can access financial reporting easily compared to other shareholders

(e.g.minority shareholders) (El-Gazzar, 1998; Bartov et al., 2001).

Nevertheless, other scholars argue that institutional investors may have different objectives
when they become involved with firms. Institutional investors may be passive owners; which
could reduce the efficiency of monitoring, when they have short-term goals (Al-Fayoumi et
al., 2010; Cheng & Reitenga, 2009). Institutional investors may have an entrenchment effect
in order to exploit the minority shareholders (Ruiz-Mallorqui & Santana-Martin, 2009), which
reflect their focus on short-term gains and do not have an interest in maintaining control over

the management.

In the following section, the study discusses the prior empirical literature between the board
of directors, ownership structure, EQ and firm performance, and firm value.

3.4.Corporate Governance and Earnings Quality

3.4.A. Earnings Quality (EQ)

Earnings are known as a net income or the bottom line and are considered to be the most

important and essential item in the financial statement (Wahlen et al., 2012). They are a

predictor of future cash flow and provide information about how management allocates a
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firm’s resources (Dechow & Schrand, 2004). Previous studies find that investors give more
attention to earnings than other measures (Biddle et al., 1995; Liu et al., 2002; Francis et al.,
2003). They are commonly used as a core of decision usefulness for shareholders and
stakeholders (Schipper &Vincent, 2003) and because of that, management may have an
incentive toward managing earnings figures. Grahm & Dodd first introduced the term EQ in
security analysis in 1934. Following that, O’Glove (1987) touched on the term in his book
‘Quality of earnings’. However, the term EQ became more popular in Lev’s hands in 1989
when he explained the characteristic of earnings to academic researchers and suggested that
earnings data is the most important information in the financial statement (Dechow et al.,
2010). In prior literature, there have been several attempts to define EQ. For instance, some
studies explain EQ based on the economic income theory (Schipper & Vincent, 2003). Other
studies define EQ through the actual performance of the firm (Dechow & Schrand, 2004). In
the accounting practice world, international accounting bodies such as IASB** do not define
EQ. Instead, they list a number of characteristics of high-quality accounting information such
as “relevance, faithful representation and comparability” and others (Ewert &Wagenhofer,
2009). A high EQ can be defined as a faithful representation of financial performance for the
current period, which enables financial report users to develop reasonable expectations of
future performance (Wahlen et al., 2012). In other words, high financial reporting quality
helps users of financial reports to make accurate decisions. From an investment perspective,
low EQ is unacceptable because it misleads investors, misallocates the capital and decreases
economic growth (Ewert & Wagenhofer, 2009). Conversely, high EQ conveys an accurate

picture of company profitability and growth (Monks & Minow, 1995).

3.4. B. Corporate Governance (CG) and Earnings Quality (EQ)

Practitioners, policy-makers, investors and researchers are becoming increasingly aware of
the fact that good CG practice improves the quality and accuracy of financial reporting.
Unreliable financial information is associated with loose governance and opportunistic
behaviour from managers (Giroux, 2004). Numerous research papers have been conducted to
examine the association between CG and EQ. Therefore, there has been general agreement
that good CG structures ensure adherence to best practice in legal and accounting standards to
protect shareholders and increase EQ (Bekiris & Doukakis, 2011). However, there has been
disagreement as to what constitutes good CG. This argument leads to a discussion about the

relationship between main internal CG mechanisms and EQ in earlier studies.

?® The International Accounting Standards Board (IASB).
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3.4.B. Board of Directors and Earnings Quality (EQ)

3.4. B.1. CEO duality

The majority of the literature has agreed that there is a negative relationship between CEO
duality and high EQ (Gul & Lai, 2002; Klein, 2002; Anderson et al., 2003; Firth et al., 2006;
Murhadi, 2009; Dechow et al., 1996). Abdul Rahman & Ali, (2006) argue that when the CEO
has a lot of power they can influence board decisions and can easily alter earnings figures.
However, other scholars argue that the CEO duality has a positive effective in the firm as they
have more knowledge and expertise about the firm’s operation (Davis, 1991; Donaldson &
Davis, 199; Alexander et al., 1993; Pfeiffer & Salancik, 1978; Stoeberl & Sherony, 1985;
Anderson et al., 1997). In addition, the controlling shareholders may reduce the negative
impact of CEO duality and could lead to a positive influence due to the CEO working as a
steward and focusing on leading the company to an improved performance rate (Chahine &
Tohmé, 2009). Essen et al., (2013) find that during crisis CEOD has positive influence in non-
financial firms. Villanueva-Villar et al., (2016) argue that the benefits of CEOD during the
time of crisis outweigh the cost as taking extreme and necessary decision to drive the

company out of the crisis.

3.4. B.2. Independent Director

The empirical literature is not consistent on the effect of independent directors on EQ. on the
one hand, Dechow et al. (1996) indicate a positive relationship between independent directors
and EQ using earnings management (EM)*. Peasnell et al. (2005) and Klein (2002) find that
independent directors increase EQ measured as lower discretionary accrual. Niu (2006) uses a
sample of Canadian firms and report similar evidence to Kelin (2002). Petra (2007) reports a
positive relationship between the proportion of independent directors on the board and
informative of earnings. Jaggi et al., (2009) state that the higher the number of independent
directors the higher the likelihood of EQ and more effective monitoring. Xi al et., (2003) and
Peasnell et al., (2006) document a positive association between the percentage of independent
directors and EQ using (EM) abnormal accruals as a proxy. Kolsi & Grassa (2017) find
positive association between independence directors and EQ in Islamic banks. On the other
hand, Park & Shin (2004) and Gupta & Fields (2009) report that the proportion of

independent directors on the board is not necessary to enhance EQ and CG practice due to the

» Earnings management (EM) occurs “when managers use judgment in financial reporting and in structuring
transactions to alter financial reports to either mislead some stakeholders about the underlying economic
performance of the company, or to influence contractual outcomes that depend on reported accounting numbers
(Healy& Wahlen, 1998).
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concentration of ownership and weak legal system. Jaggi & Tsui (2007) suggest that the
effectiveness of independent directors in constraining EM is limited when family members
with majority ownership serve on the board. Cheung & Chan (2004) conclude that controlling
families elect the board of directors, including independent directors and audit committee
members, thus they have more influence on them, which may impair their role. Furthermore,
independent directors act as advisors in the decision-making process rather than providing

adequate monitoring activities and the financial reporting process (Cheung & Chan, 2004).

3.4. B.3. Royal Family Members

There are a limited number of studies focusing on the effect of politically connected firms on
EQ (Bona-Sanchez et al., 2014). In addition, there is inconsistent evidence in the literature on
the effect of politically connected firms on EQ. There are two trends regarding politically
connected firms and their effect on EQ. On the one hand, there are spill-overs of benefits for
the firms and their shareholders when the firms are politically connected (Faccio et al., 2006).
Hiley (1987) claims that power helps to curb conflict and sometimes it may even prevent
conflict from happening altogether. Furthermore, Firth et al., (2011) finds that politically
connected firms and state-controlled firms have greater access to information related to any
appeal or dispute against them and that the lawsuit is biased in favour of politically connected
firms and state-controlled firms. This then leads to a lower loss for their stockholders’ wealth.
Nevertheless, the management of politically connected firms is less likely to manipulate
financial information since these firms gain more financial and non-financial business
benefits such as subsidies from the government. Using Venezuelan industrial firms, Batta et
al., (2014) conclude that the quality of accounting information for firms with political
connections is higher than non-politically connected firms due to higher media interest which
leads to higher monitoring of management behaviour. As firms have connections with

government officials and ruling party members, they have a lower risk of expropriation.

On the other hand, Alghamdi (2012) in his Ph.D. thesis introduced the royal family variable
for the first time. Furthermore, his study reveals a negative association between the presence
of royal family members on the board and EQ. His explanation for this result is that the royal
family members perform managerial duties and have a low number of shares in the company.
Therefore, they are more likely to manipulate earnings value for private benefits. In addition,
as noted by Perrow (1979), the elite uses their power and involvement in the firm
opportunistically to remunerate themselves. Using politically connected firms in Malaysia,

Ball et al., (2003) conclude that these firms decrease the quality of financial reporting.
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Furthermore, politically connected firms are more likely to conceal information of
expropriation actions by politicians, and politicians possibly use their power improperly over
regulatory policies as part of nepotism, political support to favour someone who has ties,
relationships or connections with them or their “cronies” (Joseph et al., 2014). According to
Bhattacharya et al., (2003) political connection is a link to more ambiguity at firm level due to
the use of government covering which leads to insufficient monitoring from the market for

these companies in terms of regulatory requirements and investor demands for transparency.

It is more difficult to predict earnings of politically connected firms in countries with high
levels of corruption. For instance, Faccio (2010) provides evidence that analysts have a more
difficult time predicting the earnings of a firm with political connections compared to their
counterparts. This is mainly due to the fact that they have less need to raise capital from the
public than other companies or that they could obtain the capital from a bank loan (Claessens
et al., 2008; Faccio et al., 2006). The protection from the government encourages the
management in politically connected firms to use more discretion over financial information
which, in turn, leads to greater information asymmetry between the management and analysts.
Chaney et al., (2011), Bona-Sanchez et al., (2014), and Riahi-Belkaoui, (2004) conclude that
the quality of financial information of politically connected firms is much lower than their
counterpart firms. Even though Abdul Rahman & Ali (2006) expect the presence of Malay
directors on boards and audit committees to have benefited by preventing EM; they find no

association between Malay directors and EQ.
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3.4. B.4. BOARD SIZE

Tracing the empirical literature, many scholars find positive association between board size
and EQ whereas others find no relationship between two these variables. Kolsi & Grassa
(2017) find large boards are less likely to encourage EM in Islamic banks. Chtourou et
al.,(2001); Peasnell et al., (2005) find a positive association between board size and EQ.
Beasley,(1996) and Ahmed et al., (2006) find no association or a negative association

between board size and EQ.

3.4. B. 5. Audit Committee Expertise

The majority of literature review Xie et al., (2003), Abbott et al., (2004) Bedard et al., (2004)
and and Lin & Hwang (2010) and Abernathy et al., (2015) find a positive association between
audit committee expertise and EQ. Nevertheless, Lin et al., (2000), Abdul Rahman & Ali
(2006) and and Hua-Wei et al., (2012) find insufficient evidence between audit committee

expertise and EQ.

3.4.C. Ownership Structure and Earnings Quality

3.4. C.1. Family-Owned Companies (FOC):

There have been a number of empirical studies conducted in the emerging and developed
markets regarding the alignment and entrenchment effect of family controlled firms on EQ.
The first group of studies supports the alignment effect theory. Family founders add unique
characteristics and skills to the business, which can bring better accounting processes on
board and increase EQ (Wan-Hussin, 2009). For instance, Cascino et al. (2010) and Prencipe
et al, (2008) examine the quality of accounting information in family firms using a
discretionary accrual model. They reveal that family firms on average show higher EQ.
Prencipe & Bar-Yosef (2011) conduct their studies in countries with concentrated ownership
and document a positive association between controlling families and high EQ. The study
finds that family members may influence the effectiveness of CG mechanisms in enhancing
EQ. Wang (2006) and Ali et al., (2007) investigate US firms and report a positive association
between controlling families and EQ because controlling families are major shareholders and
care about their reputation along with the long term success of their firm. Studies conducted
in developing countries, Sanchez-Ballesta, &Garcia-Meca, (2007) and Jung & Kwon (2002)

support the findings in the US. Family firms have lower discretionary accruals and the
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earnings component can predict the future cash flow better; thus they may have higher EQ

than non-family firms.

The second group of studies supports the entrenchment effect theory and argues that as
controlling families have an incentive to fulfill their own benefits, they may engage in
earnings manipulation (Fama & Jensen, 1983; Morck et al., 1988; Shleifer & Vishny, 1997).
This expropriation from controlling families leads to low EQ. For example, studies conducted
in emerging markets find that firms with concentrated family ownership have a lower EQ
(Fan&Wong, 2002; Choi et al., 2007; Machuga& Teitel, 2009; Francis et al., 2005). Using a
sampl of family firms listed on the Korean stock market, Choi et al., (2007) note that family
firms have lower earnings. Cheung & Chan (2004) claim that family ownership does not
improve the monitoring function of boards of directors because of their influence on CG
structures in the firms. Yang (2010) and Machuga & Teitel (2009) examines family firms in
Taiwan and reports that the higher the level of shares owned by the controlling family, the

lower the EQ, and the firms are more likely to engage in EM.

3.4. C.2. State Owned Companies (SOC)

Based on two theoretical perspectives, the empirical studies are not consistent of the effect of
state ownership on EQ. On the one hand, a group of studies highlights the benefit of state
ownership on EQ. For instance, Ding et al. (2007) and Wang & Yung (2011) use discretionary
accruals to examine the impact of private versus state ownership on EQ in China and they

conclud that a higher EQ in SOC.

On the other hand, a group of studies depicts the cost of state ownership on EQ. For example,
Bushman et al., (2004) find that the greater the number of shares held by the government, the
lower the transparency of financial reporting. However, Miller (2004) criticises the study for
only having a small sample size and suffering from endogeneity. Furthermore, based on
OECD findings, government ownership often underperforms due to political interference and
passive ownership from the state, which have a significant influence on the firm’s CG
practice or environment and EQ. Alghamdi (2012) and Al-Janadi et al., (2016) investigat the
association between SOC, CG structure, and EQ in Saudi Arabia. The results of this study

indicate a negative relationship between these variables.

3.4.C.3. Institutional Ownership (INSTITC)

According to Cornetta et al., (2008), the percentage of shares owned by institutional investors

directly influences their power and efficiency in monitoring management, which in turn
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influence firm EQ. Using a sample of listed companies in the UK for the period 1997 to 2010,
Wang (2014) concludes that institutional investors who own between 10% and 20% of shares
deter EM. In addition, Dimitropoulos, (2011) examines among other things; the effect of
institutional investors on EQ in the European football industry and documents that there is a
negative relationship between institutional investors and aggressive EM. This result implies
that institutional investors have the incentive and ability to protect the interest of
shareholders, Koh (2003), Charitou et al., (2007) and Choi et al., (2013), determine that there
is a reverse or inverse relationship between the percentage of shares owned by institutional
investors and aggressive EM. Yu, (2008); Osma & Noguer (2007), Park & Shin (2004),
Rajgopal & Venkatachalam (1998), Pucheta-Martinez & Garcia-Meca (2014), Rajgopal et al.,
(2002), Jiraporn & Gleason (2007), Chung et al., (2002). Jiraporn & Gleason (2007), Yeo et
al., (2002), Pucheta-Martinez , Garcia-Meca (2014), Chung et al., (2002) and Jiraporn &
Gleason (2007) all agree about the effectiveness of institutional ownership in deterring EM
(increase EQ). Institutional investors have more power than individual investors and are more
likely to benefit the firm and constrain any wrongdoing, which may occur. This is especially

true when they have long-term goals (Bies, 2003).

However, they may be passive owners, which in turn may lead to lower EQ (Al-Fayoumi et
al., 2010; Cheng & Reitenga, 2009; Cofee, 1991; Jacobs, 1991; Porter, 1992). Based on a
sample of 34 non-financial firms on the Portuguese stock market for the years between 2002
and 2007, Alves (2012), finds a negative relationship between institutional investors and EQ.
This result indicates that the institutional investors have a passive role in terms of EQ, which
increases the likelihood of encouraging EM or preferring certain EM for their own benefit.
Kirby (1995) argues that the opportunistic behaviour of institutional investors is driven by
short-term firm goals. These studies assume and find the negative influence of institutional
ownership on EQ. Peasnell et al. (2000), Peasnell et al. (2005) and Siregar & Utama, (2008)
indicate that there is no significant impact of institutional ownership on EQ. Ferreira & Matos
(2008) argue that domestic institutional investors may not provide effective monitoring if they
have business ties with firms, which they are invested in. In this respect, this data implies that

institutional investors may not enhance EQ.
3.5.Corporate Governance , Firm Perfromance and Firm Value

3.5.A Board Of Directors, Firm Performance and Firm Value

3.5.A.1. CEO Duality

Consistent with the mixed theoretical literature, empirical evidence is also inconsistent. The

first group of empirical studies is not supporting CEO duality. Dahya et al., (1996) and
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Donaldson & Davis (1991) provide evidence that the market is more in favour of the
separation of the two roles. Similarly, Haniffa & Hudaib (2006) examine 347 listed
companies in Malaysian and find that firms which separate the two roles perform better than
firms with a dual structure (CEO duality). Ho & Williams (2003) investigate a sample of 84
listed companies on the South African stock market and find a negative relationship between
CEO duality and a firm’s financial performance. Accounting for edogenity problem, Rutledge

et al., (2016) find a negative association between CEO duality and firm performance.

However, a second group of empirical studies supports CEO duality. Using a sample of 321
listed companies in the USA, Donaldson & Davis (1991), Rechner & Dalton (1991), Boyd
(1995) , and Kiel & Nicholson (2003) find a positive association between CEO duality and
firm financial performance. In addition, Chahine & Tohme, (2009) find that the controlling
shareholders may reduce the negative influence of CEOD because the CEO working as a
steward focusing on leading the company to an improved performance rate. Chahine &
Tohme (2009) suggest also that when resources are scarce and complexity is high, especially
in emerging markets; CEOD increases the firms’ value. A very recent paper by Naushad &
Malik (2015) report that CEOD has a positive influence in bank performance in GCC
countries. Alternatively, a group of studies finds no impact on CEO duality and firm financial
performance. Baliga et al., (1996), Brickley et al., (1997), Rhoades et al., (2001), Vafeas &
Theodorou, (1998), Laing & Weir, (1999), Weir & Laing, (2000) and Sanda et al., (2005) also

find no relationship between CEO duality and firm financial performance.

3.5.A.2. Independent Directors

Tracing the empirical literature of independent directors, firm financial performance and, firm
value the evidence is mixed due to the conflicting nature of the theoretical literature. The first
stream of empirical literature documents a positive association between independent directors
and the firm’s financial performance. Weir et al., (2002) examine 311 UK listed companies
during the period 1994 to 1996 and provide evidence of the positive and statistically
significant association between a high proportion of independent directors on the board and
the firm’s value using Tobin’s Q as the proxy. Using a sample of 744 US listed companies
from 1990 to 2003, Gupta & Fields, (2009) find improved monitoring of managerial
behaviour when the proportion of independent directors increased. Using a sample of 84
South African listed firms in 1998, Ho & Williams (2003) report a positive and significant

association between the proportion of independent directors and physical and intellectual firm
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capital performance. Accounting for endogeneity problems, Rutledge et al., (2016) find a

positive association between independent directors and firm performance.

The second stream of empirical literature reports a negative of independent directors on the
firm’s performance. A number of studies argue that a higher proportion of external directors
may lead to a lower performance rate due to independent directors performing weakly in an
emerging market. Bozec (2005) investigates 25 firms listed in the Canadian stock market
from 1976 to 2005 and finds a negative relationship between independent directors and firm
performance. Adams (2009) finds that financial firms that faced the most distress during the
2008 and 2009 financial crisis and required government bailout, actually had more
independent boards than the financial firms that did not need any government assistance. She
suggests that this may have been due to lack of specific knowledge and experience. Finally, a
number of empirical studies document no impact of independent directors on firm financial
performance (Hermalin & Weisbach, 1991; Vafeas & Theodorou, 1998; Weir & Laing, 2000;
Haniffa & Hudaib, 2006).
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3.5.A.3. Board Size

Number of prior empirical studies documents the effect of large and small board size on firm
performance and firm value. Using a sample of 452 firms in the US from 1984 to 1991,
Yermack (1996) finds a negative relationship between large board size and a firm’s value as
measured by Tobin’s Q. This indicates that large boards suffer from agency problems and are
less effective (Yawson, 2006). Moreover, Gust (2009) documents a negative association
between a large board and financial performance. In addition, Eisenberg et al., (1998)
investigate 879 small and medium Finnish firms from 1992 to 1994 and reports a similar
result to Yermack (1996). Haniffa & Hudaib (2006) conducts a study in a sample of 347 firms
listed on the Malaysia stock market and provides different evidence between a large board
and financial performance (ROA) and firm value (Tobin’s Q). Loderer & Peyer (2002) find a
positive association between board size and performance (ROA) and a negative association

between board size and Tobin’s Q.

On the other hand, studies argue that large boards can increase the monitoring and
opportunity in business through the diversity of their skills, experiences and contacts (Haniffa
& Hudaib, 2006). Beiner et al., (2006) report a positive association between large boards and
financial performance in a Swiss company sample. Consistent with Sanda et al., (2005) ,and
Beiner et al., (2006) Henry (2008) report a positive relationship between two variables

using Australian firms.

3.5.A.4. Board Meetings

The empirical findings are not consistent in the literature regarding the association between
board meetings, firm performance, and firm value. A number of prior studies find a positive
relationship between the frequency of board meetings and the firm’s performance (Vefeas,
1999; Ntim, 2009). Vafeas (1999) investigates the effect of board meeting frequency and firm
performance using 307 firms from 1990 to 1994. While he finds a positive relationship
between board meetings and firm performance (ROA), he also concludes that there is a
reverse relationship between board meetings and firm value (Tobin’s Q). In other words, the
value of the firm reduces by the market when the board meets more frequently. He also finds
that an independent director and large board meet more often in response to poor
performance. In addition, these boards meet more often the following year as well which

results in an improvement in the firm’s value. In addition, Vafeas (1999) supports the findings
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of Lorsch & Maciver (1989), that board members increase their meetings in times of
difficulty. However, Brick & Chidambaran (2010) reveal that there is a positive and direct
association between a firm’s performance and board meetings, which reflect an increase in

monitoring.
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3.5.A.5. Females on The Board

Referring to empirical literature of the effect of female director on firm performance and firm
value, the findings are inconsistent and inconclusive. The first set of studies supports the
advantage of having female directors on the board of directors (Adams & Ferreira, 2009;
Anderson et al., 2011). Carter et al. (2003) and Francoeur et al., (2008) find a significant and
positive association between diversity of the board measured by gender and ethnicity and the
firm’s value using Tobin’s Q as the proxy. This means firms with more females on the board
have better value. Using 42 Maurtius listed companies for the year 2007, Mahadeo &
Soobaryen (2012) examine the influence of board diversity on the firm’s financial
performance and finds that the presentation of females is poor and no females act as
chairperson on any listed companies due to the domination of male directors on the board.
Traditionally, females have not been accepted in such a powerful role, especially in Asian
countries. However, they find that females have a positive effect on the short-term

performance of the firm.

The second set of studies points out the disadvantage of having female directors on the board.
A number of studies claims that the involvement of female directors has a negative effect on
firm performance and firm value (Adams and Ferreira, 2009; Smith et al., 2006) due to a lack
of qualifications and skills needed for directorship. Thus, few women sit on boards and
monitor closely. This leads to an increase in costs for the agency and a reduction in firm
performance and value (Cashman et al., 2012; Falato et al., 2014; Field et al., 2014). In
addition, Terjesen et al., (2009) and Shrader et al., (1997) find that because females lack
business expertise, they actually have a negative influence on firm value. Al Mamun et al.,
(2013) also conclude that more than half of female members on the board have a connection
with a board member in Malaysia and so they would not have a positive effect on the firm’s
performance. Alternatively, Rose (2007) and Zahra & Stanton (1988) document no link

between the presence of a female on the board and the firm’s financial performance.

3.5.A.6. Relatives

There are two trends in literature highlighting the advantage and disadvantage of the presence
of relative in the group. Chen & Hsu (2009) examine family firms in Taiwan and conclude
that family members may abuse their position by the misuse of their power to fulfill their own

benefits and might also be responsible for the reduction of the effective use of R&D. Based
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on the sample of Taiwanese sample firms, Yeh & Woidtke (2005), Chrisman et al., (2005),
Sharma et al. (2007), Schulze et al. (2003), and Voordeckers et al. (2007) find that the higher
the percentage of relatives or family members on the board in the controlled family firm, the
lower the firm’s value. Using Canadian data, Morck et al. (2000) concludes that family
members are usually less productive and talented as they pass down through the generations
affecting the firm’s performance negatively. Additionally, they argue that business acumen
and entrepreneurial spirit are only partly inherited. Nevertheless, the second group of studies
supports the theory that the involvement of family members in a business reduces the agency
problems compared to other businesses (Anderson & Reeb, 2003; Demsetz & Lehn, 1985;
Fama & Jensen, 1983) as there is less need to monitor. Also, their incentive is to maximise

their wealth (Cruz et al., 2010; Fama & Jensen, 1983).

3.5.A.7. Royal Family Members and Government Officials on The Board

Referring to existing empirical literature, there are two arguments. On the one hand, a number
of studies document the benefit of the politically connected firm for better performance and
value (Tsang, 1998). Goldman et al., (2009) document that the biggest impact from having
politically connected firms comes from the belief of the market that political connection
benefits the value of firms. Khanna & Palepu (2000), Khanna & Rivkin (2001) and Xu et al.,
(2015) find that the politically connected member in the firm increases firm performance,

firm value and reduces financial risk.

On the other hand, other studies refer to the cost of politically connected firms, which in turn
leads to lower financial performance (Shleifer & Vishny, 1994). For instance, some
companies perform poorly because the connected manager lacks the skills to run the
company. Empirical evidence provides by Boubakri et al., (2008) and Fan et al. (2007), who
find that a firm may underperform when a high number of board members are politically
connected. This may also increase the probability of an entrenchment effect of the royal
family. Faccio et al., (2006) investigat politically connected firms in 47 countries and note
that the difference between connected and non-connected firms can also be based on the level
of corruption and the degree of economic development. They also report that politically
connected firms have higher leverage, value and market share and pay lower taxes. However,
non-politically connected firms perform better based on accounting measurement. A possible
explanation for the underperformance of politically connected firms is that first, firms may
use the political connection to overcome some problems and second, a politically connected

manager or owner lacks important skills to run a successful company.
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3.5.B. Audit Committee

3.5.B.1. Independent Audit Committee

The findings regarding the association between audit committee independence firm
performance and firm value are mixed. Harrison (1987), Wild (1994), and Sun & Cahan
(2009) find a positive relationship between the establishment of these committees for
monitoring and a firm’s financial performance because most of these committees are
composed of independent directors who are in a better position to protect the interest of
shareholders (Vefeas,1999). Chan &Li (2008) report a positive relationship between
independent members in an audit committee and a firm’s value. However, Hsu (2008); Klein,
(1998); Reddy et al., (2008) and Cotter & Silvester (2003) report no association between the

independence of an audit committee and a firm’s value.

3.5.B.2. Audit Committee Size

The findings regarding the association between audit committee size and firm performance
and firm value are mixed. Previous studies by Dalton et al. (1999), Saleh et al. (2007), Mir &
Souad (2008), Karamanou &Vafeas (2005), claim that the large audit committee size is
beneficial for performance as they a have wider knowledge base. Coleman et al., (2007) and
Kipkoech (2016) conclude a significant and positive association between audit committee size
and a firm’s performance. Alternatively, using listed companies in Malaysia and Singapore,
Mak & Kusnadi (2005), Amer et al., (2014), and Aanu et al., (2014) report no relationship

between two variables.

2.5.B.3. Audit Committee Meeting

The findings in literature of the effect of audit committee meeting on firm performance and
firm value are inconclusive. Azam et al. (2010) report a positive association between the
frequency of audit committee meetings and a firm’s performance using return on equity
(ROE) as the measurement. Amer et al., (2014) find a positive effect of an audit committee
meeting on the firm’s performance. Aanu et al. (2014) report an insignificant relationship
between two variables. In addition, Krambia-Kapardis & Psaros (2006) argue that these

committee meetings were simply “tokenistic”.

3.5.B.4. Audit Committee Expertise
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Tracing the empirical literatire review, few studies examine the relationship between audit
committee expertise, firm performance and firm value. Chan & Li (2008) report a positive
relationship between expert members in an audit committee and the firm’s value. Hsu (2008)
documents a significant association between audit committee expertise and firm performance.
Amer et al, (2014) and Kipkoech (2016) report a positive association between audit

committee expertise and firm performance.
3.5.C. Ownership Structure, Firm Performance, and Firm Value

3.5.C.1.Family Owned Companies (FOC)

Based on perspectives of alignment effect theory and entrenchment effect theory, the
controlling families behave differently. a number of studies claims that family ownership and
control jeopardises the wealth of the shareholders and the efficiency and effectiveness of the
firm (Martinez et al., 2007). This is due to some features of family firms such as the favouring
of family managers and the possibility of exploiting the monitoring of shareholders, which
would lead to lower firm performance. Filatotchev et al., (2005), Cho (1998), Short & Keasey
(1999), Gugler et al. (2004), Chu & Cheah (2006), Dow & McGuire, (2016) and Thomson &
Pedersen (2000) find a negative association between family members on the board and its

performance.

On the other hand, other studies argue that family are also concerned about the family name
and reputation; which is a substantial element in the region and shows high performance and
success within their family business (Denis & Denis, 1994). For instance, a number of prior
studies documents that family owned businesses have better CG (Lee, 2006), more substantial
growth, great market value and lower monitoring costs (Martikainen at el., 2008; Barontini &
Caprio, 2005; Villalonga & Amit, 2006). This is because they understand their own business
(Anderson & Reeb, 2003) and family members are employed in management as stewards of
the firm. Kappes&Schmid, (2013) , Miller et al., (2008) and Majumdar & Varadarajan (2013)

argue that commitment from family businesses adds to the performance of these firms.

3.5.C.2. State Owned Companies (SOC)

The findings of the effect of government ownership on performance in literature are
inconclusive. A group of scholars argues that the government can monitor the management
effectively and tackle any issue that may involve the firm during a bad year (Wang et al.,
2008). For instance, Sun et al. (2002) and Chen (1998) find a positive relationship between

state-owned companies and the firm’s performance in China. Blanchard & Shleifer (2000)
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claim that government owned firms are successful and perform as well as other companies. In
addition, Bos (1991) suggests two classifications of the influence of government ownership in
the firm: perfectly competitive environment and non- competitive environment. In relation to
the former, government ownership is inferior to firm performance and these firms lack
effective monitoring. In relation to the latter, the government is more likely to act as a
regulator and to monitor the management effectively and can balance between social,
political, and firm objective. Otman (2014) claims that the UAE government is continuously
supporting new initiatives and laws to protect investors in the UAE financial market. Also,
the UAE government is attempting to set an example for other businesses in terms of

trenchancy corporate monitoring.

Others argue that firms with state ownership encourage the management to focus on other
goals and objectives such as social and political, rather than firm profitability, which weakens
the quality of CG (Shen & Lin, 2009). A number of studies conduct in developed and
developing countries conclude that there is a negative association between state ownership
and firm performance (Sun & Tong, 2003; Gupta, 2005; Liu & Sun, 2005; Wei et al., 2005;
Xu & Wang 1997; Megginson & Netter, 2001). Heracloeous (2001) finds that state-owned
firms have lower performance rates compared to private firms in Singapore due to these
companies not having a clear objective, which leads to inefficient performance. Saleh et al.
(2009) state that government ownership lower the firm’s performance due to selecting

directors based on political and social goals rather than their experiences.

3.5.C.3.Institutional Ownership (INSTITC)

The empirical literature documents the advantage and disadvantage of institutional investors
on firm performance and firm value based on theoretical literature. On the one hand, using a
data of 27 regions, Ferreira (2007) investigates the role of institutional shareholders and
reports a high performance and value and lower capital expenditure when the firm has a
greater percentage of shares owned by institutional investors. Nesbitt (1994) and Smith
(1996) stress a positive relation between institutional ownership and firm performance. Pound
(1988) proposes three categories regarding the effect of institutional shareholders on
performance: (1) efficient monitoring hypothesis, (2) conflict of interest hypothesis, and (3)
strategic alignment hypothesis. Studies achieve a positive relationship between institutional
ownership meaning that institutional investors have more expertise than other shareholders to
monitor management and also to lower the cost, which in turn enhances corporate

performance. This also means that the result is following an efficient monitoring hypothesis.
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On the other hand, Maug (1998) has linked the effectiveness of institutional ownership to the
number of shares. If they have few shares, they have less incentive to monitor the
management and they may liquidate their holding when the company is underperforming and
vica versa. This could be the result of ‘free-riding’ among institutional investors making
collective action more difficult (Black 1990; Admati, et al., 1994). In fact, a number of
studies consistently have concluded similar outcomes based on these classifications (Coffee,
1991; Bhide, 1994; Demirag, 1998). This also means that the result is following conflict of
interest hypothesis. Nevertheless, other scholars Agrawal & Knoeber, (1996), Karpoff et al.
(1996), Duggal& Millar (1999), and Faccio & Lasfer (2000) claim that there is no association

between institutional investors and firm performance.

3. 6. Hypothesis Development

The aim of this section is to develop hypotheses based on the literature review. Regarding the
board of director’s attributes and ownership structure, predictions of direction or signs of a
coefficient have been specified based on the findings in the literature. Even though the results
in the literature, in general, are mixed, a direction has been predicted because some of these
results have a logical explanation and outweigh contrary findings, which may influence the
expectations. In this section, the study provides a brief discussion for each attribute or

variable along with the expected hypotheses for each research question.
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3.6.A. Internal corporate governance and EQ

Figure 13 CG and EQ
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3.6.A.1. CEO Duality and EQ

Looking at CEO duality, there are conflicting views with regard to their effectiveness. The
majority of existent literature supports the notion that the separation between the CEO role
and the chair role leads to more effective CG and high EQ. Therefore, the research follows the
majority (Gul & Lai, 2002; Klein, 2002; Anderson et al., 2003; Firth et al., 2006; Murhadi,

2009) and best practice of CG recommendation and hypothesizes that:

Hy;. The presence of CEO duality decreases earnings quality.

3.6.A.2. Independent Directors and EQ

As explained earlier, there is a two-sided arguments in the literature with regard to
independent directors on the board of directors. In addition, some scholars claim that
independent directors in emerging countries have a ceremonial role on the board and they are
probably following the management (Mahadeo & Soobaroyen, 2012). Thus, they have weak
involvement because the selection of independent directors more than likely does not meet the
recommendation of the code, and copyies the CG style in western countries (Ferrarini &
Filoppelli, 2014). However, even though there are only a few negative findings with limited
effectiveness of independent directors on a board of directors in the literature, the majority
(Peasnell et al., 2005; Klein, 2002; Petra, 2007; Xi al et, 2003) have agreed that there is a
direct and positive relationship between independent directors and EQ. Therefore, the

research follows the majority and hypothesizes that:

Hy;,. a high proportion of independent directors lead to higher earnings quality.

3.6.A.3. Royal Family Members and EQ

As mentioned earlier, the economic environment of the GCC region has a weak legal system,
poor enforcement and protection of shareholders’ rights. Based on the earlier argument and
discussion, royal family members have relatively stronger powers. It is not necessarily that
the royal family member on the board behaves opportunistically to achieve personal benefit at
the expense of other shareholders especially a minority one (Al-Hadi et al., 2016). Other
scholars also confirm the benefit of having royal family members on the board as they can

stop the intervention of government that hinder the expansion of the firm domestically and
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internationally (Hertog, 2012). Many members of the royal family are appointed as non-
executive directors on the board of directors (Alghamdi, 2012). Therefore, they always seek
to protect themselves from any unfavourable outcomes, which may influence their status
(Henry & Springborg, 2010). Thus, they have an incentive to monitor management effectively
and discourage earnings management, leading to higher EQ (Batta et al., 2014). In other
words, as ruling family members have the political and economic influence they might also
have a tendency to protect other investors’ interests and resist altering the earnings figures

(Goldman et al., 2009). Accordingly, the research hypothesizes that:

Hys. a higher proportion of royal family members on boards of directors increases earnings

quality.
3.5.A.4. Board Size and EQ

With regard to the size of the board, there are two arguments in the literature, however, the
best practice of CG and GCC countries supports the notion that the size of the board depends
on the firm structure. The research follows the majority of literature (Xie, 2003; Yu, 2008;

Kline, 2002) and predicts the following hypothesizes :

Hy,. A large board size increases earnings quality.

3.6.A.5. Audit Committee Expertise and EQ

With respect to audit committee expertise, the findings are not consistent in the literature and
each side has a different argument. However, this research follows the best practice of CG
recommendations, which supports and encourages audit committee to have a director with
financial expertise. In addition, the research follows the majority of literature (Xie et al.,
2003; Abbott et al., 2004; Bedard et al., 2004; Lin & Hwang, 2010; Abernathy et al., 2015)
and hypothesizes that:

Hys. A higher proportion of audit committee member with financial expertise increases

earnings quality.
3.6.A.6. Family Ownership and EQ

Based on the previous discussion, two theories emerge to explain the conflict between the
controlling families and the minority shareholders in FOC: (1) alignment effect theory and
entrenchment effect theory. Using these theories, the controlling families act differently. In

relation to the entrenchment effect theory, the controlling families attempt to protect their
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interests even at the expense of minority shareholders (Stulz, 1988, La Porta et al., 1999).
Under the alignment effect theory, the interest of the controlling families aligns with the
minority shareholders and this alignment leads to effective monitoring of firms by the
controlling families (Gomes, 2000). Many studies undertaken in developing countries reveal
that the entrenchment effect of family ownership is more pronounced in these countries due to
the poorly protected environments of shareholders and emerging markets (Choi et al., 2007;
Machuga & Teitel, 2009). Therefore, the research follows the majority of prior studies and
hypothesizes that:

Hys. Family ownership has a negative impact on earnings quality.

3.6.A.7. State Ownership and EQ

Based on the discussion earlier, there is a potential conflict of interest between government as
major shareholders and minor shareholders. The government’s political incentive might
outweigh economic incentive leading to poor EQ. Therefore, the government may have
different interests or goals to pursue and prefer to benefit themselves. Accordingly, following
many previous studies (ALghamdi, 2012; Al-Janadi et al., 2016) that find a negative influence

of government ownership on EQ, the research hypothesizes that:

Hy;. State ownership has the negative impact on earning quality.

3.6.A.8. Institutional Ownership and EQ

Referring to an earlier discussion, the literature is not consistent with regard to the effect of
institutional ownership on EQ. However, the majority of studies agree that they have a
positive influence on EQ. Therefore, the research follows the majority (Pucheta-Martinez &

Garcia-Meca, 2014; Rajgopal et al., 2002; Jiraporn & Gleason, 2007) and hypothesizes that:

Hys. institutional ownership has a positive impact on earning quality.

Table 3.6.A: Hypotheses Development of CG and EQ:

1 | Hyi. The presence of CEO duality decreases earnings quality.

2 | Hyo: a high proportion of independent directors lead to higher earnings quality.

3 | Hos: A higher proportion of royal family members on boards of directors increases
earnings quality.

4 | Hy4 A large board size increases earnings quality.
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5 | Hos. A higher proportion of audit committee member with financial expertise increases
earnings quality

6 | Hye. Family ownership has negative impact on earnings quality.

7 | Hy7. State ownership has negative impact on earning quality.

8 | Hyg. institutional ownership has positive impact on earning quality.

3.6.B. Internal Corporate Governance, Firm Performance and Firm Value:

3.6.B. Internal Corporate Governance, Firm Performance and Firm Value:
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3.6. B.1. Principal Component Analysis (PCA)

In the previous section, the research discussed extensively the literature review of CG
attributes, firm performance and firm value. However, the research had 16 variables of CG,
which include ownership structure, the board of directors’ composition and an audit
committee. In addition, the study accounts for cultural specific variables, which reflect the

uniqueness of studies in the region such as royal family members and government officials on
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the board. Following Larcker et al., (2007), the study avoides using CG index due to the fact
that it suffered from a lot of econometrics problems. Therefore, to alleviate the measurement
error and avoid multicollinearity, the study uses principal component analysis (PCA). An
extensive review and explanation of the process of PCA and how to get the factors, is
discussed comprehensively in the methodology chapter (4) (section 4.3.4). Briefly, the study
includes factor components of CG in the regression, which help to see the relationship
between multiple measures of CG and the explanatory variables. Therefore, seven factors
have been identified as indicators of 16 CG variables. These factors explain 62.7% of the total

variance of the original data.
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3.6.B.2. Independence Factor, Firm Performance and Firm Value

The independent factor includes independent directors on the board of directors and audit
committee. Arguably, a high percentage of independent directors on the board of directors
and audit committee influence firm performance positively due to their effective monitoring
(Bryd & Hickman, 1992). However, others argue that independent directors in emerging
countries are not applicable as it is “symbolic” but they are more likely to follow the
management (Mahadeo & Soobaroyen, 2012; Bayoun et al., 2013; AlMusalli & Ismail, 2012).
Nevertheless, the study follows the notion of CG code in the international practice and GCC
countries and the majority of findings (Manhena & Tauringana, 2008; Gupta & Fields, 2009;
Ho & Williams, 2003) and hypothesizes that:
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Hy;. There is a positive association between independence factor, firm performance and

firm value.

3.6.B.3. Family Factor, Firm Performance and Firm Value

Family factor encompasses family ownership and relatives on the board. Based on a prior
discussion on relatives and family ownership, the research argues that these two variables are
prevalent in the emerging markets (La Porta et al., 1999) to protect family wealth and power
(Cruz et al., 2010), which in turn, lead to better performance (McConaughy et al., 2001;
Villalonga & Amit, 2006; Kappes&Schmid, 2013). Thus, they would play an effective role in
the company, which results in better financial performance. Accordingly, the research

hypothesizes that:

Hy,. There is a positive association between family factor, firm performance and firm

value.

3.6.B.4. Board Factor, Firm Performance and Firm Value

Board factor contains board size, board meetings, audit committee size and audit committee
meetings. Referring back to discussed literature of board size, meetings, audit committee size
and meetings; even though there are few negative findings in the literature, the majority of
prior studies argue that a large board and audit committee and the high frequency of board
and audit committee meetings leads to better firm performance and firm value. Accordingly,
despite different findings, the study follows the majority of prior studies’ findings, the
recommendation of CG code and claims that the board factor leads to high firm performance

and hypothesizes that:

Hy;. There is a positive association between board factor, firm performance and firm

value.

3.6.B.5. Government Factor, Firm Performance and Firm Value

Government factor encompasses government ownership and government officials on the
board. Based on the prior discussion on these two variables, the research argues that the
involvement of these two groups is common in the emerging markets (La Porta et al., 1999)
to retain their power on the firms. Thus, they may not play an effective role in the company,
which results in poor performance. Accordingly, the study follows the majority of the studies

(Sun & Tong, 2003; Gupta, 2005; Liu & Sun, 2005; Wei et al., 2005) and hypothesizes that:
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Hy,. There is a negative association between government factor, firm performance and

firm value.

3.6.B.6. Effectivness Factor, Firm Performance and Firm Value

The researcher had difficulty giving a name to this factor initially. However, other researchers
such as Larcker et al., (2007) mention the difficulties in assigning a name to some factors.
This factor captures institutional ownership and audit committee expertise and the study calls
them effectiveness because both are expected to have effective monitoring. Based on a
literature review of institutional ownership and an audit committee, despite some negative
findings, the majority of the studies’ findings concludes that institutional ownership
(McConnell &Servase, 1990; Yan & Zhang, 2009) and audit committee expertise (Amer et
al., 2014; Kipkoech, 2016) lead to better firm performance and firm value. Therefore, the

research follows these studies and hypothesizes that:

Hys. There is a positive association between effectiveness factor, firm performance and

firm value.

3.6.B.7. Expertise Factor, Firm Performance and Firm Value

Expertise factor includes royal family members on the board and Big4 audit firms. Based on
the discussion of royal family members and Big4 firms literature, the study argues that by
giving the royal family members legitimacy, privileges and status, their involvement has
benefits for the firms and their shareholders which result in better firm financial performance
(Faccio et al., 2006; Fisman, 2001; Johnson & Mitton, 2003; Charumilind et al., 2006; Leuz
& Oberholzer-Gee, 2006; Siegel, 2005). Additionally, despite the mixed results in the
literature of Big4 firms, the majority of the studies (Van Tendeloo & Vanstraelen, 2005,2008;
Lin & Hwang, 2010; Charles et al., 2010; Chen et al., 2005) conclude that Big4 firms increase

firm performance and firm value. Accordingly, the research hypothesizes that:

Hys. There is a positive association between legitimacy factor, firm performance and

firm value.

3.6.B.8. Board Composition Factor, Firm Performance and Firm Value

Board composition factor captures females on the board and CEO duality. Halawi &
Davidson (2008) document a low female involvement on boards, around 1.5% in the GCC.

Accordingly, the research argues that since there are few female directors on the board and
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because of the culture in emerging markets, it is likely they have a lack of qualifications,
skills and business expertise needed for directorship, which might negatively influence firm
performance and firm value (Terjesen et al.,, 2009; Adams & Ferreira, 2009; Smith et al.,
2006; Falato et al., 2014; Field et al., 2014). With regard to CEO duality, the code of GCC
countries and best practice requires separation between the two roles. In addition, this study
follows the majority of literature, which finds a negative association between CEO duality
and firm performance (Haniffa & Hudaib, 2006; Ho & Williams 2003; Rutledge et al., 2016).
Therefore, the study hypothesizes that:

Hy;. There is a negative association between board composition factor, firm performance and

firm value.
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Table 3.6.B: Hypotheses Development of CG, Firm Performance and Firm Value:

1 | Hy;. There is a positive association between independence factor, firm performance and firm value.
2 | Hop: There is a positive association between family factor, firm performance and firm value.

3 | Hos: There is a positive association between board factor, firm performance and firm value.

4 | Ho,: There is a negative association between government factor, firm performance and firm value.

5 | Hys: There is a positive association between effectiveness factor, firm performance and firm value.
6 | Hos: There is a positive association between expertise factor, firm performance and firm value.

Ho7: There is a negative association between board composition factor, firm performance and firm
value.
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3.5.C Attendance of Royal Family Members at Board Meetings, Firm Performance and
Firm Value _—
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3.5.C.1. Royal Family Attendance at Board Meetings, Firm Performance and Firm
Value

The study is interested in examining both royal family members and board meeting. Hence,
the study merges both variables and creates a variable called the attendance of royal family at
board meetings™’. There is no literature available on the attendance of politically connected
board members at board meetings on firm performance and firm value. So, this study builds
this variable based on board meeting variable, and royal family members on the board
variable. Thus, there is no need to repeat the empirical literature of board meeting and royal
family member. Based on the argument in the literature of both (board meeting and royal
family members), the association between a firm’s performance and the number of board
meetings is still not clear. With respect to royal family members, the study argues that royal
family members are able to use their prestige and power to monitor the management
effectively (Alghamdi, 2012). Also, the study argues that royal family members can use their
privilege to provide the company with access to valuable resources such as debt financing
(leverage) (Pfeffer & Salancik, 1978) and to handle uncertainty within unpredictable
economic activities (Li & Zhang, 2007). Ye & Li, (2017) state that the attendance of
politically connected directors at board meeting refers to their diligence. This also indicates
that they can constrain the controlling shareholder expropriation of minority shareholders and
increase the productivity and operational efficiency of the firm. Royal family members have
political power and can use their connections to the benefit of their firms (Held & Ulrichsen,
2013), for example, by helping them to obtain resources from the state without the help of
intermediaries (Fisman, 2001, Faccio, 2006). If they attend and encourage more board
meetings, the firm’s performance and firm value would improve. Therefore, the study

hypothesizes that:

Hy;: A higher number of attendances of royal family members at board meetings

increase firm performance and firm value.

*® The detail of creating this variable discussed in methodology chapter.
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3.5.C.2. Independence Of Royal Family Members On The Board, Firm Performance
and Firm Value

A high percentage of independent directors on the board is beneficial due to the fact that they
have the capability to monitor management (Dunn, 1987) and they can provide a response to
poor performance (Weisbach, 1988; Bryd & Hickman, 1992). Independent politically
connected directors may play a significant role in monitoring due to the fact that they care
more about their reputation than other independent directors. Du et al., (2014), Wang (2015),
Hanidda & Hudaib, (2006), and Wanyma et al., (2009) find that independent politically
connected directors have a positive effect on the performance of a private firm. However,
other argue that firms are more likely to follow CG code symbolically in the selection of
independent directors and to copy CG style in the western countries (Ferrarini & Filoppelli,
2014). Nevertheless, the Saudi Arabian CG code requires the engagement of independent
directors on the board as it benefits the firm’s performance. Since the majority of literature
(Mangena & Tauringana, 2008, Du, 214; Wang, 2015) agrees on the positive effect of
politically independent directors on a firm’s performance, the assumption is that if royal
family members on the board act as an independent director, they can adopt their role and
provide effective ovesight. Thus, they can act in a subject manner and protect the wealth of

shareholders. The study follows the majority of findings and hypothesizes that:

Hy,: a higher proportion of independent royal family on the board increases firm

performance and firm value.

3.5.C.3. Royal Family Members on The Board of Directors, Firm Performance and Firm
Value

Based on the discussion in the literature, the study argues that given their power, prestige,

privileges and status, the involvement of royal family members has more benefits for the

firms and their shareholders, which result in better firm performance and firm value (Faccio et

al., 2006; Fisman, 2001; Johnson & Mitton, 2003; Charumilind et al., 2006; Leuz &
Oberholzer-Gee, 2006; Siegel, 2005). Accordingly, the study hypothesizes that:

Hy;: A higher proportion of royal family members on boards of directors increases firm

performance and firm value
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3.5.C.4. Board Size, Firm Performance and Firm Value

Regardless of the conflict in the literature, the research argues that there is more monitoring
and cooperation among members of a large board, which leads to better financial
performance. The majority of the studies support (Haniffa & Hudaib, 2006; Yu, 2008; Kline,
2002) this notion, thus, the study predicts and tests the following hypothesizes:

Hy,. A large board size increases firm performance and firm value

Table 3.6.C: Hypotheses Development of Royal Family Member, Firm Performance and
Firm Value

1 Hy,. A higher number of attendances of royal family members at board meetings increase firm
performance and firm value.

2 Hgp. a higher proportion of independent royal family on the board increases firm performance
and firm value.

3 Hys.A higher proportion of royal family members on boards of directors increases firm
performance and firm value

4 Ho4: A large board size increases firm performance and firm value.
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Chapter 4

Methodology

“The research design helps the researcher to conduct the investigation to

meet the objective of the research (Saunder et al., 2009)”.

4.1 Introduction

The previous chapter documents review of the extant literature and development of hypotheses.
This chapter addresses the choice of research design, the description of the data and
methodologies used to examine three research questions. Eisenhardt & Graeber (2007) claim
“sound empirical research begins with a strong grounding in related literature, identifies a
research gap and proposes research questions that address the gap.” ldentifying a research
question helps the researcher to select a suitable strategy and methodology (Flick, 2009).
Therefore, the structure of this chapter is as follows: section 4.2 is a brief discussion of the
research paradigm; section 4.3 describes the sample data; section 4.4 illustrates data sources
(financial data, corporate governance data, and ownership structure data) and the process of
evaluating corporate governance. Moreover, section 4.5 discusses diagnostic test and preparation
of the data, and general regression and control variables; section 4.6 outlines question one
methodology that used in chapter 5. Additionally, section 4.7 details the question two
methodology which was adopted in chapter 6; section 4.8 describes the question three
methodology which was applied in chapter 7 and finally, section 4.9 provides a summary of the

chapter.

4.2 Research Paradigm

Guba & Lincoln (1982) define paradigm as the basic belief system that guides the investigator.
Paradigm is an important consideration when conducting research as it provides a framework to
inform and guide an inquiry (Guba & Lincoln, 1982). Guba & Lincoln (1982) propose that there
are four paradigms, namely: positivism, post-positivism, critical theory and related ideological

positions and constructivism. They also claim that choosing a proper paradigm should help the
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researcher to select a valid ontology, epistemology, and methodology to analyse their data.
Therefore, an appropriate paradigm helps the inquirer to answer the ontological question, the
epistemological question, and the methodological question as follows:

e The ontological question focuses on “what is the nature of reality and what is there

that can be known about it?”

e The epistemological question concentrates on “what is the nature of the

relationship between the knower and what can be known?”

e The methodological question focuses on “how can the inquirer go about finding

out whatever he or she believes can be known?”

Different paradigms base on different philosophies, which influences the assumption of ontology,
epistemology, and methodology. The table below 4.2.1 briefly shows the differences among

paradigms.

Table 4.2.1. Differences among Paradigms”’

Positivism Post-positivism Critical theory Constructivism
Ontology Naive Realism Critical realism Historical realism Realism
Epistemology Objectivist Objectivist Subjective Subjective
Methodology Experimental exl\[/)le(;cilrlliiﬂal Dialogic Hermeneutical

In addition,, Burrell & Morgan (1979) propose four assumptions about the nature of social
sciences, which help the investigator to understand social science. These assumptions are
ontology, epistemology, human nature, and methodology. These assumptions can be
characterised based on two dimensions: subjective and objective. They also argue that different
ontologies, epistemologies, and human nature lead to different research methodologies. Research
philosophical assumptions drive the choice of research methodology. In social science research,
objective methodologists look at the social world as the natural world, hard, real and external to
the individual. On the other hand, subjective methodologists treat the social world as softer,

personal, and more subjective. The table below 4.2.2 displays the difference between ontology,

*! Source: Guba & Lincoln, (1982).
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epistemology, human nature and methodology under the umbrella of a subjective-objective

dimension.
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Table 4.2.2. The Subjective-Objective Dimension™”

Subjective Objective
Ontology Nominalism Realism
Epistemology Anti-positivism Positivism
Human nature Voluntarism Determinism
Methodology Ideographic Nomothetic

Deductive or inductive reasoning can guide the research design. The deductive inquiry base on
studying the literature, developing hypotheses and testing them through empirical observation.
The inductive inquiry base on developing a theory based on empirical observation (Collis &
Hussey 2003). The adoption of a particular paradigm influences the research method used to
analyse the data. There are two broad research methods: qualitative and quantitative, used by
researchers. The quantitative is closer to positivism and objectivism while qualitative
methodology is closer to a constructivist approach in epistemological stance (Monk & Raphael,
2001). The quantitative method uses statistical methods for the analysis of collected, objective
data, whereas the qualitative method focuses on an iterative process of examining and reflecting
to get an understanding of the social phenomena under study. In other words, a qualitative
methodology focuses on inductive reasoning whereas a quantitative methodology focuses on
positivism and the deductive approach. Each of these methods has its limitations. Criticisms of
qualitative methods exist regarding the potential for bias, lack of rigor and subjectivity. The
quantitative approach receives criticism for failing to give an in-depth explanation of why a
phenomenon under study happens. According to Sarantakos (1994), the quantitative methodology
is based on the positivist philosophy. Bryman & Bell (2007) explain that the deductive approach
links to quantitative research, which “follows objectivism, ontological realism, and

epistemological positivism.”

There are two main sources of data in scientific research: primary data and secondary data. The
primary data is original data gathered by the researcher such as questionnaires and observations.
Secondary data is data that already exists such as data obtained from annual reports, books and

other material (Veal, 2005). The thesis uses data from simple surveys and secondary data.

*2 Source: Guba & Lincoln, (1982).
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Again, paradigm helps the selection of “what is to be studied, how the research is conducted,
what data are collected and how it should be interpreted” (Guba & Lincoln, 1982). The natural
science method used to generate explanations of a social world is rooted in the tradition of
positivism. The positivist paradigm is the dominant approach in accounting literature (Deegan &
Unerman, 2011). The positivist paradigm views researchers as independent from the research
under study (Ticehurst & Veal 2000). According to Guba & Lincoln (1982), a positivist approach
is based on the belief that reality exists (ontology) and the investigated object assumed
independent, and the investigator can study it without being influenced (epistemology). The
investigator develops research questions followed by hypotheses to test them empirically and
verify them. The process of a positivist approach is to identify theories, review the relevant
literature related to a topic of interest, and to generate hypotheses, possible for testing. (Bryman,
2004). The paradigm of positivism considered as “scientific, empiricist, quantitative or
deductive.” The positive approach includes three additional criteria to ensure the integrity of the

research. These are validity, reliability, and generalisability.

The objective of this thesis is to investigate the association between CG, EQ, firm performance
and firm value. The hypotheses rely on a simple survey and secondary data to establish a
relationship among variables to do so. Thus,the dissertation adopts a positivist paradigm utilising
deductive reasoning and quantitative methodology. Therefore, the study located itself in board
and ownership structure characteristics related research, which is deductive in nature and builds
models to emphasize the casual relationship based on existing theoretical notion. The use of
deductive reasoning is appropriate because the hypotheses formed a priori and then the data tests
these hypotheses. The nature of research questions and hypotheses, dictate that the quantitative
method is the most appropriate method to establish the relationships between structural
characteristics board role, firms EQ, firm performance and firm value following the majority of
literature (Goh & Gupta, 2016; Ozkan, 2011; Core et al., 1999; Beasely et al, 1997; Fidrmuc &
Xia, 2017). Finally, as mentioned earlier, the positivist approach helps to explain the cause and
effect in social phenomena and is therefore appropriate for the dissertation (Hussey & Hussey,

1997).

4.3.Sample Data

104



The population comprises all publicly listed companies in the five GCC stock markets excluding
Kuwait. The investigation of companies listed in Kuwait was impossible due to lack of access to
data. Kuwait has issued a CG code only recently in 2014 for its listed companies; therefore, most
companies do not disclose CG report publicly. The five GCC stock markets are Saudi Stock
Exchange “Tadawul,” Bahrain Bourse, Qatar Stock Exchange, Muscat Securities Market, Dubai
Financial Market, and Abu Dhabi Securities Exchange33 . In the sample, banks, insurance, and
financial service companies are excluded as they are subject to different regulations than other
entities. For instance, Saudi Arabia®*, Qatar® , and UAE®® have different corporate governance
codes for banks and financial institutions (SAMA, 2012, UAE central bank, 2009; Qatar central
bank, 2008). These codes have different characteristics regarding a financial statement,
profitability measurement, liquidity assessment (Bekiris et al., 2011; Peasnell et al., 2005; Klein,
2002) and capital structure (Lim et al., 2007). In other words, the accrual characteristics of the
financial industry are different from other industries (Wang & Xin, 2011). The study excludes
listed foreign companies®’ since there is a possibility that other jurisdictions influence them, or
they are subject to different or additional requirements such as financial reporting, CG, and
disclosure requirements (Haniffa & Cook, 2002). Suspended and closed firms listed in the stock

markets were not included either nor were firms without the necessary data.

Sample size covers the fiscal year 2009 to 2013. The rationale for selecting the period 2009-2013
is two-fold: the availability of data and the recovery of equity market relatively from the global
financial crisis (Amico, 2014; Dalwai et al., 2015). The balance of panel data is not required;
therefore, there are a different number of firms each year, and the strategy of estimation adopted
is to use all available observations to avoid sample selection issues. Thus, the sample data
includes all listed firms (large, medium and small firms), unlike most previous studies that tend

to focus on either large or small firms (Wintoki et al., 2012). Consistent with Larcker &

*In the survey, the researcher is not able to get a sufficient number of companies that can represent non- financial
companies in Kuwait. To be specific, out of 266 companies, the researcher only get five surveys back, which represents
1.8% of total non-financal companies in Kuwait. This is not sufficient or reasonable to reflect the effect of CG on EQ,
firm performance and firm value.

*In 2012, Saudi Arabia Monterey Agency (SAMA) developed (principles of corporate governance for banks
osperating in Saudi Arabia).

* The Central Bank of Qatar published in 2008,“Corporate Governance Guidelines for Banks and Financial
institutions.” http://www.qcb.gov.qa/English/Legislation/Instructions/Pages/Governance.aspx

*® In 2009, the Central Bank of UAE issued corporate governance code called “Corporate Governance Guidelines” for
UAE bank. http://www.centralbank.ae/en/index.php?option=com_content&view=article&id=122&Itemid=82

*” For instance, in UAE, the corporate governance code is not applicable to foreign companies by law (Oxford business
group, accessed 2015, http:/www.oxfordbusinessgroup.com/analysis/best-practices-strengthening-regulations-
corporate-governance).
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Richarson (2004), Niu (2006), Cohen, et al., (2008)*, each industry is required to have at least
eight observations to be included in final data and take part in the analysis. As oil and gas,
healthcare and technology do not meet the requirements to be defined as an industry, they are
merged with another industrywith similar charateristics such as heathcare with customer goods as
on industry. When the sample of firms is small, the sample will provide insufficient estimation

(Sirinidhi & Gul, 2007; France et al., 2005; Fama & French, 1997).

Different final sample sizes used based on the requirement of the model within each methodology
to answer each research question accurately. Tables 4.3.1 to 4.3.9 show the breakdown of the

dataset for each research question.

1-Research question one is what is the effect of internal corporate governance on earnings quality
in five GCC countries. The final sample consists of 243 firms (1,215 firm-year observations) for

the fiscal year 2009-13. Table 4.3.1 summarises the sample selection process.

Table 4.3.1. Descriptive of Data Deletion of CG and EQ

Descriptive GCC countries
Abu Dubai  Bahrain Oman Qatar Saudi Total
Dhabi Arabia
All companies listed in the markets 66 60 42 115 44 175 502
Less bank, insurance, and financial
companies (35 (34) (23) (35) (18) (66) (211)

Less non-financial companies with
missing CG and financial data 3) (8) ) (10) (6) (8) 43)

The final sample of non-financial

companies with financial data 28 16 1 67 20 101 243

Table 4.3.2. Industry Category of CG and EQ

Industry category Number of company Percentage

Basic Material 126 10.37
Industrial 392 32.26
Consumer Goods 240 19.75
Consumer services 350 28.81

*® Defond & Jiambalvo (1994), recommended to drop any industries with less than 7 observations for discretionary
accruals computations.
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Telecommunications 50 4.12
Utilities 57 4.69
Total 1,215 100

Table 4.3.2 represents the distribution of samples across different industries in the GCC stock
markets. There are six industries (basic material, industrial, consumer goods, consumer services,
telecommunications, and utilities) based on Industrial Classification Benchmark (ICB). Based on
the sample size, listed companies in GCC stock markets concentrate on some industries, namely
industrial (32.05 percent), consumer services (28.81 percent), consumer goods (19.80 percent),
and basic materials (11.01 percent).Table 4.3.3 shows the distribution of samples across different

industries and years.

107



Table 4.3.3. Industry Category and Year Distribution of CG And EQ

Industry category 2009 2010 2011 2012 2013 Total
Basic Material 23 23 25 27 28 126
Industrial 71 78 79 83 81 392
Consumer Goods 45 47 48 50 50 240
Consumer services 63 68 50 73 74 350
Telecommunications 8 8 12 11 12 50
Utilities 11 11 11 12 12 57

Total 215 233 249 258 260 1,215

2- Research question two asks what the effect is of internal corporate governance on a
firm’s performance and firm value in five GCC countries. The final sample consists of 220
firms (1,096 firm-year observations) for the fiscal year 2009 to 2013. Table summarises the

sample selection process.

Table 4.3.5 Industry Category Of CG , Firm Performance
and Firm value

Industry category Number ofcompany Percentage

Basic Material 119 10.86

Industrial 351 32.03

Consumer Goods 218 19.89

Consumer services 362 33.03
Utilities 46 4.2
Total 1,096 100

Table 4.3.5 represents the distribution of sample across different industries in GCC stock
markets. Similar to the table (4.3.2) for research question one, listed companies in GCC
stock markets concentrate on industrial (32.03%), consumer services (33.03%), consumer
goods (19.89%), and basic materials (10.86%).Table 4.3.6 shows the distribution of sample

across different industries and years.

Table 4.3.6. Industry Category and Year Distribution of CG, Firm Performance, and Firm Value

Industry category 2009 2010 2011 2012 2013 Total
Basic Material 21 23 19 28 28 119
Industrial 68 76 47 81 79 351
Consumer Goods 43 49 26 50 50 218
Consumer services 66 73 56 85 82 362
Utilities 10 10 14 11 11 46
Total 208 231 152 255 250 1,096

3- Research question three asks what the effect of the attendance of royal family members
at a board meeting has on a firm’s performance in Saudi Arabia. The final sample consists
of 99 firms (491 firm-year observations) for the fiscal year 2009-13. Table 4.3.7

summarises the sample selection process.
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Table 4.3.7. Descriptive of Data Selection of Royal Family Members, Firm Performance, and
Firm Value

Descriptive Saudi Arabia
All companies listed in the markets 175
Less bank, insurance, and financial companies (66)
Less non-financial companies with missing CG and financial data 10
The final sample of non-financial companies with financial data 99

Table 4.3.8. Industry Category of Royal Family Members, Firm
Performance and Firm Value

Number of
Industry category company Percentage
Basic Material 93 18.94
Industrial 140 28.51
Consumer Goods 80 16.29
Consumer services 153 36.75
Total 491 100

Table 4.3.811 represents the distribution of sample across different industries in Saudi
Arabia stock markets. For research question three, listed companies in Saudi Arabia stock
market concentrate on Industrials (28.51%), Basic Materials (18.94%), Consumer Services

(36.75%), and Consumer Goods (16.29%).

Table 4.3.9. Industry Category and Year Distribution of Royal Family Members,
Firm Performance and Firm Value

Industry category 2009 2010 2011 2012 2013 Total
Basic Material 17 19 19 19 19 93
Industrial 24 26 28 31 31 140
Consumer Goods 14 16 16 17 17 80
Consumer services 28 30 31 32 32 153
Total 87 95 100 105 104 491

Table 4.3.9 shows the distribution of sample across different industries and years.
4.4 Data Sources and Collection

4.4.1 Variables Selection

This study examines a model containing CG or firm performance and firm value indicator as
predicted variables and selected corporate governance indicators as predictor variables to address

the relationship between these variables. The selection of variables is based on existing literature.
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In other words, the choice of variables is based on consensus in the CG literature that the role of
CG principles and mechanisms influencing firm EQ, firm performance, and firm value. This

study contains three research questions, and each question has its own models specifications.

4.4.1 Financial Data

Five years of secondary data taken from Thomson Reuters Datastream. The study uses
Datastream to convert all financial data to U.S. dollar, using the historical exchange rate at the
closing date to deal with five different currencies for research questions (Campa & Donnelly,
2014). The rationale for selecting the U.S. dollar is that all five countries link their currencies to
the U.S. dollar to maintain their economies and keep inflation low. In other words, most GCC
currencies connect to US dollar, which allows them to enjoy capital mobility and has limited their
monetary policy independence (Held & Ulrichsen, 2013).In addition, converting these currencies

to the US dollar, this thesis will achieve a fairer comparison among the five GCC members.

4.4.2.A. Corporate Governance Data

The attributes of CG used to evaluate the strength of the CG practice in the region. To enhance
data quality and reliability, CG data, which include board of directors characteristic and structure,
as well as ownership structure, by hand from firms’ CG and annual reports. As has been
mentioned in sample selection, the rationale for selecting the period is the availability of data;
however, there is limited data. Therefore, significant attention to maximize the sample size
occurs. To supplement the data collection, missing data through a simple survey” distributed to
companies from May to August takes place. Appendix A contains the content of the survey

(Table 1).

Furthermore, two procedures of analysis used to evaluate CG practice in GCC firms. The GCC
countries are treated as a single population to have a collective understanding of CG in the region.

The rationale for doing this is that these countries share common characteristics such as

*° Before distributing the survey to the entire population, a pilot study was conducted on ten companies to improve the
quality of the survey. The request was that respondents be CEO’s, board members or someone familiar with CG in the
company. The process of survey, distribution had three stages: firstly, a survey was sent via email with a time frame of
two weeks for responses. Secondly, if responses were not received, it was followed up with a phone call. Finally, if the
company did not have email or did not respond to email or phone call, this researcher went to the company physically,
except for Kuwait. This exception was because the potential for getting required information was low as stock market
authorities refused to cooperate regarding data collection and the survey. 30 August 2014 was the date for the deadline
for data collection.
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economic, linguistic, cultural, religious, political and legal background. Some empirical studies
have investigated GCC as a single population; for instance, AL-Muharrami et al., (20006), Al-
Muharrami & Matthews (2009), and AL- Musalli & Ismail (2012). Additionally, Brickley &
Zimmerman (2010) claim that distinguishing a group with similar problems of agency and
corporate structures helps to create meaningful outcomes. Then, the evaluation of the quality of
CG practice in all GCC counties against the international best practice of CG following Bekiris et
al., (2011). Following Bekiris et al., (2011), the study uses the UK CG code. The rationale for
choosing UK combined code is considered best practice and the most imitated influential code
around the world (Bekiris et al., 2011). In addition, the UK CG code developed to fit the unitary
nature of the board of directors, which is similar to the nature of the board in GCC countries. The
CG code is more general than other codes regarding board size and board meetings, given the
different nature of operating companies listed in the stock where the codes in GCC countries
specify the board meetings and the board size such as SA and Bahrain. Moreover, this code
follows the general principle of international CG introduced by the OECD. The codes of CG in
GCC countries are based on the OECD principles of CG and resembling the international best
practice codes (Shehata, 2015). In addition, Shehata (2015) compare CG codes among GCC
countries based on UK CG code. Most of the company’s laws in GCC countries (e.g., Bahrain,
Oman, and Qatar) derive from British companies law (Khedr & Alnuaimi, 2010*). The company

law is an essential component that affects the notion of CG in GCC countries.

However, there are differences the researcher is aware of such as Bahrain has a lower power
distance®' than other GCC countries. People in Oman and Bahrain known to be bigger risk takers
than the other countries. In addition to that, Saudi Arabia and Bahrain are masculine** whereas
the rest of the GCC countries are feminine® (At-twaijri & Al-Muhaiza, 1996). Furthermore, from
the discussion of the individual country in institutional setting section, some differences are
highlighted 1- UAE, Oman, and Bahrain are much more open than Saudi Arabia. 2- UAE is more
liberal than Bahrain (Held & Ulrichsen, 2013). 3- UAE and Bahrain depend on less on oil and are

more liberal than SA and Qatar (Arouri & Fouquau, 2009). 4- The development and activities of

“In 19 century, Britain used to have dominant power in the region. With the exception of Saudi Arabia, UAE,

Bahrain, Oman, and Qatar were colonies of UK; therefore, it is not surprising to see that the principles of common law

influence the company law in these countries. However, the jurisdiction in GCC countries is a civil law, which is

rooted to Egyptian- Napoleonic Codes of France

(http://www.nyulawglobal.org/globalex/United_Arab_Emirates.html).

* Power distance measure how the society accepts unequal distribution of power in institutions (Hofstede, 1983).

2 Masculinity measure how some values such as success and money dominate the society (Hofstede, 1983).

BF emininity measure how some values such as caring for others and the quality of life dominant the society (Hofstede,
1983).
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Bahraini stock market are the lowest among GCC countries. 5- There is a strong correlation
between the performance of Qatari stock market and its oil price. 6- Oman has one of the top
regulations and transparency in the stock market (Henry & Springborg, 2010). 7- Dubai is
considered the most globalised city among those in GCC countries, but it lacks transparency and
accountability (Held & Ulrichsen, 2013). All of these small differences would influence the
corporate governance’s implementation and practice of each country. Therefore, to achieve
deeper understating of CG in each country, in the second procedure of analysis, the CG practice
against the CG code recommended in each of these countries is evaluated. This evaluation would
enable a better comparison of the influence of CG codes on EQ, firm performance and firm value
in each of these countries.It is worth to know that UAE has three stock exchange markets: Dubai
financial market (DFM), Abu Dhabi securities exchange (ADX) and Dubai international financial
exchange (DIFX), also known as NASDAQ Dubai. Use their names here are regulated by
securities and commodities authorities (SCA) under federal law 2000 (SCA, 2012). However,
Dubai financial securities authorities governs DIFX or NASDAQ Dubai (NASDAQ Dubai,
2013). Therefore, this thesis is considering DFM and ADX because federal law monitors them.
To further the understanding of CG implementation in UAE, DFM and ADX have been analysed
as one stock market representing UAE and separately or individually. The rationale behind this is
that firstly different royal families rule each of the Emirates (such as Abu Dubai** and Dubai), but
both are a semi-autonomous member of the UAE. Even though SCA governs both stock markets,
a different government owns each stock market. For instance, the government of Dubai holds the
majority of the shares in DFM, where Abu Dhabi government wholly owns ADX (WS]J, 2014).
Therefore, the ownership of the stock market would influence the running of the stock market.
Moreover, the value of trading volume in DFM is double that in ADX, which may also affect
stock market’s performance and listed companies’ performance. The conclusion is that the
differences between two stock markets exist as SCA announced recently that there is a probability

of combining these two stock markets (WSJ, 2014).

* Abu Dhabi play a leading role in UAE as it is the capital of UAE and has the most oil and gas reserves, land and
citizen compared to the other six emirates (Held & Ulrichsen, 2013).
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Table 4.4.2.A Corporate Governance Variables

Variable Name of Variable Description of variable
IND Independent directors The ratio of independent directors to the total directors®.
BSIZE Board size The total number of directors on the board.
CEOD CEO duality A dummy Varlable that takes the value of one if the CEO
also serves as chairman of the board and zero otherwise.
MEET The frequency of The number of board meetings per year.
meetings (annual)
AUDITSIZE Audit committee size The total number of directors on the audit committee.
AUDITIND Independence of audit The' ratio of .1ndependent director to the total directors in the
committee members audit committee
Audit . . .
AUDITM C . . The number of meetings per year by the audit committee.
ommittee meetings
The Expertise of audit The ratio of the member with financial or accounting
AUDITEX ¢ Bxperuse of au expertise in audit committee to the total director in the audit
committee members .
committee
FEMALE  Female The ratio of female representation on the board to the total

board of directors.

The ratio of a relative on the board to the total board of

RELATIVE Relative directors

4.4.2.B. Royal Family Members and Government Officials on the Board of Directors

Royal family members variable are present in research question model one and two but as the
primary variable in research question model three. The appointment of royal family members on
the board of directors is carried out in a different way, such as a nomination committee, seniority
among a group of royalty, being one of the founding member, owning substantial equity and

having controlling interest in a firm (Hertog, 2012; IFC & Hawkamah, 2008). Financial reporting

45 ndependent directors are defined based on corporate governance code in GCC courtiers. In addition, the listed
companies in the sample must state if their directors are independent or not based on the corporate governance code in
GCC countries. The general definition of an independent director is “a non-executive member of the board who
enjoys complete independence in his/her position and decisions. In addition, an independent director is independent
and has experience and proficiency enabling him to support the decision-making process and company management”
(code of corporate governance for listed companies in SA and similar definition published by other GCC countries).
In the dataset, the researcher checks all independent directors on the board, which is published by the listed firm
against the corporate governance code requirements of independent directors in each GCC country (refer to chapter 2
page 40 and 41 which listed the requirement of independent directors on the board). Unfortunately, not all criteria or
requirements are disclosed by the company, such as if the independent directors have close family ties with any of the
company’s advisers, directors or senior employees.
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in GCC countries depends on both the company law of the country and royal decrees (Al-
Shammari et al., 2008). Furthermore, presidential order or specific statutes create some of these
companies, so the royal members have a unique benefit and interest including appointing royal
family members or government officials on the board of directors. Therefore, the appointment of
royal family members on the board of directors is through political or family connection (Hertog,

2008).

The researcher manually collects data on royal family attributes., there are different levels of
royalty; for instance, the first generation of the royal family is more powerful than the second or
third generation. Thus, it is worth considering this variation in influencing the decision-making.
However, due to limited data, the general variable royal used as a rough measure or indicator of a
royal family member in question, one and two, which is the most powerful member of the board
of directors. In question three, the researcher examines the royal family member at a deeper level
considering the close relation to the current Saudi King (royal highness). For instance, sons of the
Saudi King or close relatives (royal highness) may have much greater influence on the firm, than
more distant royal family. Hence, instead of treating the royal family as one unit, in question
three, the researcher brings these differences to the study due to the data availability. In monarchy
countries, it is easy to distinguish royal family members by their names. It is part of GCC
countries culture and a sign of respect to call them Sheikh, Emir or Prince. In addition, the annual

reports disclosed full family names and trials affiliation of the directors (Al-Hadi et al., 2016).

According to Halawi & Davidson (2008), 3 % of seats held by Nahyan royal family in Abu
Dhabi, 4.2% by Khalifa royal family in Bahrain, 0.2 % by Maktoum royal family in Dubai, 1%
by Bu’saidi royal family in Oman, 17.5% by Thani royal family in Qatar, and 4.2% by Al Saud
royal family in Saudi Arabia. However, this study represents approximately 582 listed and non-
listed companies and financial and non-financial firms for the year 2007. Therefore, this study
fails to be precise regarding the royal family member on board since the sample size is quite
small to represent all GCC countries. Al-ghamdi (2012) in his thesis introduced the royal family
member variable and examined it with earnings management (EM) “*for the first time in Saudi
Arabia. He also suggests that the impact of a royal family member on a board’s decision-making
process remains the same regardless of the number of royal family members on the board.
Alghamdi (2012) measures royal family members on the board of directors as a dummy variable

that takes one if the board of directors includes at least one royal family member or powerful and

e Earnings management (EM) is a proxy for earnings quality.
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rich family member and zero otherwise*’. However, it is likely that “Individual power is fairly
diluted, but family power is high” (Halawi & Davidson, 2008). This statement can be reflected in
the measure of the number of royal family members on a board of directors. Therefore, the
precise meaning of the statement is that increasing the number of seats held by the royal family
might affect the decision-making process more than the individual royal family. Thus they may
affect the quality of earnings, firm performance and firm value as well. Unlike Al-ghamdi (2012),
in this thesis, the royal family members’ variable represents the percentage of royal family

members on the board of directors, which is their ratio to the board of directors.

In addition, for research question three, this researcher is interested in examining meetings and
royal family members on the board. Hence, both variables are merged and create a variable called
the attendance of royal family members at board meetings, and the examination of the effect of
this variable is beside other variables of the royal family and CG on firm performance and firm
value. The primary variable in research question three is the attendance of royal family members
at board meetings. The board of directors is more likely to have more than one royal family
member presenting on the board. Thus, to be rational and logical, their attendance is measured
through a weighted average of participation of royal family members at the board as follows: the
involvement of royal family one + the attendance of royal family two divided by the total number
of the board meetings and the number of directors on the board (board size). Following Vafea
(1999), non-physical attendance at the board meeting is uncounted because it is difficult for them
to have adequate monitoring. Additional royal family member’s variables have been considered
such as their share and their status on the board to examine research question three. Independence
of royal family is a dummy variable which takes a value of one if the royal family member on the
board is independent directors and zero otherwise. The study also examines whether a close
relationship between a royal family member on the board and the Saudi King (royal highness)
matters and influences firm performance and firm value. Thus, the study investigates this issue by
creating a variable called KING DIRECT which is a dummy variable taking a value of one if the
royal family member on the board is closely related to the current Saudi King and zero otherwise

(Alghamdi, 2012).

Regarding government officials on the board of directors, the study follows prior studies

conducted by Firth et al., (2011) and Fan et al.,, (2007) in China. The government official

*’ He did not account purely for royal family on the board as he considered rich family members with them.
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members are distinguished by either their representation of government share or job affiliation
with the government in annual reports or a recognised name in the government; sometimes they
are called Sheikh as a sign of respect. The first two are part of the stock market authority

requirements for the company to disclose annual reports to the users.

Table 4.4.2.B. Variables Definition: Royal Family Members and Government Officials Variables
Variable Name of Variable  Description of variable

Number of royal The ratio of royal family members on the board to the total
ROYAL family members directors.

Royal family
members attendance The weighted average of the attendance of royal family

members at the board meetings= the attendance of royal
family one + the attendance of royal family two divided by the
number of the board meetings and a number of the directors

MEETR on the board (board size).

Independence of

Royal family Dummy variable takes a value one if a royal family member
INDR members on the board is independent director and zero otherwise.

Government The ratio of government officials’ members on the board to
GOV officials the total board of directors.

A close relation to Dummy variable takes a value of one if the royal family
the current Saudi  member on the board is closely related to current Saudi King
KING DIRECT King and zero otherwise.

4.4.2. C. Ownerships Structure Data

This study concentrates mainly on family-owned companies (FOC), state-owned companies
(SOC) and institutional ownership (INSTAT) as a standard feature in the GCC countries. Section
(3.2.3), in the literature review, provides a comprehensive discussion of different definitions of
these ownership structures and the motivation of choosing operational definitions of these
ownership structures. Briefly, the operational definitions of family ownership, state ownership,

and institutional ownership outlined below.

1- Family Owned companies (FOC)

A family-owned company (FOC) used as a dummy variable which takes a value of one when
family members hold at least 20 percent of direct shares and serve on the board or in
management, and zero otherwise; following Claessens et al., (2000); La Porta et al., (1999);
Miller et al., (2007), Saito, (2008), Jaggi et al., (2009) as the most used definition in literature.

However, this study does not include indirect ownership or cross-sectional control of family
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members because it is difficult to obtain this information reliably and accurately in the case of
GCC countries. Therefore, this study argues that when families own at least 20 percent of shares
and serve on the board or in management, this can significantly influence decision-making and

active monitoring of management.
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2- State Owned Companies (SOC)

A state-owned company (SOC) defined as a dummy variable that takes the value of one when the
State holds more than 30 percent of the shares and zero otherwise (Prowse, 1992; Wang & Judge,
2011).

3-Institutional Ownership (INSTAT)

Institutional owned companies (INSTAT) are defined as a dummy variable which takes the value
of one when the 5 percent or more of shares held by institutional investors (such as banks,
financial service companies, insurance companies, mutual fund companies and pension fund
companies) and zero otherwise (Celike & Isaksson, 2013; Dian, 2014; Namazi & Kermani, 2013;

Barako et al., (2006).

Table 4.4.2.C Variables Definition: Ownership Variables

Symbol Variable Name of variable

A dummy variable that takes the
value of one if a family own at
FMAC-DUMMY Family ownership least 20% of shares and a family
member serves on the board or
inmanagement and zero otherwise.

A dummy variable that takes the
value of one if at least 30% of

STATC-DUMMY State ownership
shares are owned by agovernment
and zero otherwise.
A dummy variable that takes the
INSTATC-DUMMY Institutional ownership value of one if institutional

investors own 5% of the shares
and zero otherwise

The percentage of shares held by
OWN Concentration of ownership shareholders owning at least 5%
of the ordinary share capital

To study the association between different kind of ownership variables, and to give a more
accurate picture of the effect of ownership structure on EQ, firm performance, and firm value,
the study investigates the ownership structure in three ways as follows to take a closer look at

ownership variables:
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1- The study examines the three ownership structures as three separate variables namely family
ownership, state ownership, and institutional ownership is based on the study operational
definition of ownership structure. Following prior studies Claessens et al., 2000; Elghuweel

2015; Bartov et al., 2001

2- The study examines the curvilinear (non-linear relation or U-Shaped relationship) effect of
family ownership, state ownership and institutional ownership (Morck, Shleifer, & Vishny,
1988) on EQ, firm performance and firm value. Following prior studies Keasey et al., (1994);
Agrawal & Knoeber, (1996); Steiner,(1996); Bohren & Odegaard, (2001); Fernandez & Gomez,
(2002); Connell & Servaes ,(1990), this study is using individual variable of ownership structure
and their square terms (ex, FAMC= the percentage of family shareholding in firm; and FAMC;®

= the squared percentage of family shareholdings in firm;

3- The study examines the concentration of ownership without emphasizing any particular kind
of ownership using the sum of ownership concentration. In other words, the research focuses on

direct ownership (Fama & Jensen,1983; Sanchez & Meca, 2005).

4.5 Measurement Models

This section describes the empirical setting. It begins with a general discussion about diagnostic
tests, regression model, and control variables. The study uses STATA a quantitative data-

analysis software to conduct all the model analysis

4. 5.1 Diagnostic Tests

First, descriptive statistics were carried out to understand the characteristics of data and then a
correlation matrix was carried out to find out the relationship between the two paired variables.
The testing of econometric assumptions is mandatory before diving into the regression analysis
when researcher plans to use multiple regression to test the hypothesis. Thus, this thesis
conducted some diagnostic examinations to check the assumptions before the main analyses the
models. These assumptions are normality, heteroskedasticity, and multi-collinearity. The multiple

regression (Pool OLS) is appropriate to conduct for the data analyses once these assumptions are
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met. Besides that this thesis performs other statistical procedures to solve any problems

associated to achieve these assumptions.

First, normality, which refers to examine whether or not residual normal distributed. If there is a
sufficiently large deviation from normal distribution all resulting statistical test are invalid (Hair
et al., 2006). The thesis testes the departure of normality using Shapiro-Wilk W test to check the
normality assumption. The results are that the residual deviate from a normal distribution. Table
4.5.1.A presents the results of Shapiro-Wilk W test for three regression models. However, several
econometric techniques aid employed to improve the linear fit of a model, which potentially
enhances the normality of residuals. To correct for non-normality of residuals, the transforming of
variables can include achieving normal distribution. Hence, the thesis deals with non-normal
distribution of data by applying a transformation of the natural log* of numbers of variables such
as growth, leverage and firm size besides others in the specific models of three research
questions. Additionally, through plotting the data, the graph shows some extreme values
(outliers). To deal with this issue and to avoid the reduction of sample size, the method of
winsorization (5%) employed to deal with outliers in the study. Homoscedasticity is also
important to check because the variance of the dependent variable should not dominate in only a
limited range of the explanatory value. Thus, the thesis also tested heteroskedasticity, which may
lead to the non-normality of financial data (Brooks, 2007). Breusch-Pagan/ Cook—Weisberg test
for heteroscedasticity used to detect the problem. If heteroscedasticity exists in the model, the
robust standard error correcting for heteroscedasticity computed. The result of Breusch-Pagan/
Cook—Weisberg test was significant (Table 4.5.1.A), and robust standard error should be used to
control for heteroscedasticity. Concerning multicollinearity, it examines the extent to which both
dependent and each independent variable in the study are related. The current thesis conducts a
correlation matrix among all variables for the three research questions to check the relation
among explanatory variables. Tables in chapters 5, 6, and 7 illustrates there is no severe
multicollinearity among variables. Further, multicollinearity tests using Variance Inflation Factor
(VIF) factors. The results from table reveal that there are no multicollinearity problems in the

current study as the VIF values far from 10 (Gujarati, 2003). After checking and correcting some

*® In order to mitigate non-normalities data transformation of the data (natural log) has been used to achieve normal
distribution. However, any remaining non- normality would not be a major problem causing a serious violation of the
OLS assumptions. Books (2007) indicate that the violation of the normality assumption is virtually inconsequential if
the sample size is sufficiently large. As the current thesis has 1,215 observations for Q1; 1,096 observations for Q2;
491observations for Q3 firm-year observations; this thesis can consider the error term as asymptotically distributed.
Thus, the researcher can consider error as systematically normal.
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of the econometric assumptions, conducting pool OLS regression is possible for analyses of the

model.

However, due to advantages of panel data regression, it was preferred and used. It has time series
and cross-sectional observations, more degrees of freedom and less collinearity among variables
(Wooldridge 2002; Gujarati 2003). Panel data, variables should be tested for unit root or
stationary by using the Fisher type unit root test* to accept or reject the null hypothesis that the
variable has a unit root. Appendix B shows the results of Fisher unit root tests. Different statistics
suggest different conclusions; however, the study relies on the inverse normal Z statistic, which
offers the best trade-off between size and power Chio (2001). Based on the results in paper one
(CG and EQ), only in the cases of STATC, INSTITC, and CEOD, the study fails to reject the null
hypothesis that all panels contain unit roots, and conclude that except these three variables, the
rest are stationary. CEOD is a dummy variable and ignores non-stationary, but in the case of
STATC and INSTITC, the study needs to use them in the model in the form of the first
differences. For paper two (CG and firm performance and firm value) the results of this test
suggest that the null hypothesis are accepted at least at the 1 percent level of significance as all
variables have no unit root except institutional ownership, board size, royal, government officials,
and audit size. This thesis corrects non-stationary variables by taking the differences between
these variables. For the third paper (attendance of royal family members at board meetings and
firm performance and firm value), the thesis considers the differences of royal and board size
variables based on the result of Fisher type unit root test. Autocorrelation also called serial
correlation refers to the correlation of time series with its past and future value. In Panel data set,
the serial correlation is likely to have a more substantial influence on the estimated covariance
matrix of the least square estimator than heteroscedasticity. Woodridge test has been used to test
for serial correlation.. Table 4.5.1.A presents the results of this test. The results indicate the
presence of serial correlation as both the F statistics and Chi-square reject the null hypothesis of
no serial relationship at the 1% level of significance. To control for autocorrelation issues, the
study re-estimate the initial model with autocorrelation robust standard errors. There are two
regression models under panel data; fixed effects and random effects model. Each model has its
own assumption concerning the error term. The study utilises the Hausman (1978) test in this
thesis to choose between the two approaches (fixed effect and random effect estimation). The
Hausman specification test conducts the correlation between the x variables and the individual

random outcome. If no association is evident, then random effects model is preferred, but if the

*° The stationary test conducted for all variables in each model.
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relationship exists, fixed effects should be applied (McKnight & Weir, 2009, Park, 2005). The
result of this test decides which method fixed effect or random effect would best suit the research
model. In this study, the results of the Hausman test in table 4. 5.1.B is insignificant Pro>Chi*’
and higher than 5 percent which shows that the assumption of the random effect estimation with
the robust standard error should be considered to investigate the relationship between CG, EQ,
firm performance, and firm value. In other words, Hausman test suggested that the random effect
is more suitable, and appropriate for the data. After checking and correcting of some of the
econometric assumptions, this indicates that multiple regression (pool OLS) and panel data
regression are appropriate statistical estimation to conduct the study’s analyses. Moreover,
Breusch & Pagan (1980) lagrange multiplier test is used to decide between pooled regression and
alternative fixed and random effects respectively if the null hypothesis is rejected at 5%
significant level the study should use panel data regression either fixed or random effect. In all
cases, the null hypothesis rejected at 5% significant level. Hence, the study uses a panel data
approach. However, endogeneity in CG research cannot be ignored. The section below refers to

endogeneity problem in detail and how GMM®' help to reduce the problem of endogeneity.

4. 5.1.A. Diagnostic Tests

Variance
Normality Inflation
Q ofresidual Heteroscedasticity Autocorrelation Factor (VIF)
Q1 Prob>z=0.00 Prob>Chi’= 0.00 Prob>F=0.08 Mean =1.18
Q2* Prob>z=0.00 Prob>chi2= 0.00 Prob>F= 0.06 Mean =1.33
Q3 Prob>z=0.00 Prob>chi2= 0.00 Prob>F=0.00 Mean =1.46
4.5.1. B Hausman Test
Q1: CG and EQ Prob>chi=0.38 Random effect
I?ii:nc\?;lﬁérm Performance And Prob>chi=0.10 Random effect
Q3: Attendance of Royal Family
Members at Board Meetings, Prob>chi=0.45 Random effect

Firm Performance, and Firm
Value

50Probabili'[y greater than Chi-square.

*! Generalised Method of Moments (GMM).

>2 All these diagnostic tests have been conducted for all dependent variables of question two and the results is similar
that the data has problem with normality, Heteroskedasticity, and Autocorrelation, etc.
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4. 5.2 Endogeneity

There are two sources of endogeneity problem 1) unobservable heterogeneity, which stems from
the unobservable factor that influences both the dependent and independent variables 2)
simultaneity, which stems if the independent variables are a function of the dependent variables
or expected values of the dependent variables. most of the empirical researchers ignore the
problem, which affects the relationship inference. In addition, many studies in an area of CG, EQ,
firm performance and firm value are not accounting for endogeneity problem. Harris & Raviv
(2008) among others provide evidence that the board of directors’ structure and ownership
structure are not exogenous and are not a determinant of performance; instead, both are a function
of other variables. Wintoki et al., (2012) also claim that the relationship among observable
characteristics of firms is dynamic which is the source of endogeneity. Wintoki et al., (2012) and
Naguyen et al., (2014) provide evidence that the adequate empirical model to examine the effect
of CG structure on firm performance, and firm value is a dynamic model where past performance

is considered as an explanatory variable.

It is important to test CG variables in the model using different techniques: residuals versus
xplots, and the Hausman test to check the endogeneity of regressors. The graph in Appendix C
display residuals versus xplots: this plot shows whether there is a relationship between residuals
and regressor. The study identifies a path in the graph indicating that there is a correlation, whilst
the regressor is not exogenous and there are endogeneity issues. Hausman specification™ test
(Hausman Wu test) is used to test for endogeneity to decide between OLS and GMM. Under the
null hypothesis of the Hausman test, there is no endogeneity, and the Ordinary Least Square
(OLS) estimates are consistent (Gujarati, 2003), but if the test is rejected the null hypothesis (P-
value<0.05); the GMM estimators should be preferable to OLS estimator. Based on the results in
the table 4.5.1.C test the study rejects the null hypothesis and accept there is an endogeneity
problem and it is better off using the GMM approach. The use of GMM allows the researcher to
control the effect of endogeneity problem that identified in the literature. In other words, Pool
OLS regression, and panel data tradition cannot be utilised as it would lead to a biased outcome.

Therefore, the study should employ a GMM dynamic panel as advanced econometric techniques

> The specification test proposed by Hausman (1978) is the most accepted procedure to select the proper regression
technique in cases when the researcher is not sure about the test to use (Baltagi, 2005).
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that provide unbiased estimates. The use of GMM regression in CG studies is recommended in

addressing the statistical problem (Wintoki et al., 2012; Naguyen et al., 2014)

Following Wintoki et al., (2012) and Naguyen et al., (2014), the study examines how many
numbers of lags of dependent variables it needs for the dynamic regression model. the study
employs a pool OLS regression of current earnings quality and performance on two lags of past
EQ or performance. Similar to Naguyen et al., (2014), the coefficient of two lags of previous EQ
or performance is not statistically significant, the study uses one year lagged by Winktoki et al.,
(2012) among others. Following Wintoki et al., (2012) and Naguyen et al., (2014), the study
considers that country dummies, industry dummies, and year dummies are exogenous variables.
Importantly, the primary analysis of the three questions based on GMM regression results™.
Finally, the study conducts several robustness checks to see if the main findings remain
unchanged using different measurements and estimations. Sections 4.6.3, 4.7.4 and section 4.8.1

explain the detailed discussion of robustness tests for each research question.

4.5.1.C Endogeneity test

Research question Hausman Wu test
QI: CG and QE Prob>Chi2=0.033
Q2: CG, firm performance and firm value Prob>Chi2=0.011

Q3: attendance of royal family members at board Prob>Chi2=0.000

meetings, firm performance, and firm value

4. 5.3 Univariate Analysis
To check the importance of royal family members on EQ, and firm performance®. The study

conducted the paired of the two test variables to compare the differences in the means between
two groups. The t-test checks if the mean of these differences is equal to zero which indicates the
association between a royal family member on the board, earnings quality, and firm performance.
The univariate testing starting point to check the relationship between two variables. However,
conducting regression analysis would give a clear picture of the effect of royal family members

on the board on firm EQ, firm performance and firm value.

>* For each question, the GMM results reported in the analysis chapters deal with statistical issues and OLS regression
results and panel data regression results reported in the Appendix to avoid confusing the readers of different outcomes
and conclusions. However, in the analysis chapters the researcher wrote briefly about the OLS and panel data
regression results .

** The study was not able to run the t-test between Tobin’s Q (firm value measure) and royal family members on the
board or attendance of royal family members at the board meetings because of limit variation of royal family members
on the board, attendance of royal family members at the board meetings and Tobin’s Q.
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4.5.4 Parsimonious Model

The study examines the effect of CG on EQ, firm performance, and firm value in five GCC
countries as a single population and individual country as well. The study avoids the rigidity of
the models being tested and makes sure that each research question has parsimonious models to
be tested across the three research questions when conducting the model for the whole population
and individually.Importantly, an econometric model should be robust, rigorous and parsimonious.
Parsimonious model means that the model is one with the least assumption and variables but with
greatest explanatory power. Measures of model parsimony take into account goodness of fit the
data and model complexity. If two models have the same number of the parameter the one with
the better goodness of fit will be the more parsimonious. If two models have the same goodness
fit (an event which rarely happens) (Greene, 2003) the model with fewer parameters will be the
more parsimonious. In general, more parsimonious models should give better predictions. The
study employs the Akaike Information Criterion (AIC) and Bayesian information criterion (BIC)
to evaluate the models (Guja-rati, 2003) and comparing the goodness of fits for these models.
These techniques help to choose better model specification. The lower value of the AIC and BIC
implies a better-specified model (Greene, 2003) or the better the result. On the other words, AIC
and BIC estimate the quality of each model relative to each of the other models. Thus, AIC and

BIC provide a means for model selection. The results of these tests reported in the appendix.

Moreover, the study has applied the step-wise regression method to remove the variables having
an insignificant’® effect on the dependent variable: beta coefficient. Thereby, the study reports
parsimonious models, which include only the relevant variables that significantly affect the beta
coefficient. The results of these tests reported in the appendix. Thus, conducting these procedures,
the researcher believes that these models provide a rigorous and parsimonious framework for

studying the effect of CG on EQ, firm performance and firm value in five GCC countries.

4. 5.5 Regression Models

*® Not all non-significant variables should be dropped because important variables should always be in the multiple
linear regression models, even if they are not significant, otherwise we will have omitted variables bias. The only case
we can omit important variables and have unbiased estimation is when is when the omitted variables are not correlated
with included ones (Greene, 2011).
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reg (pooled OLS with the robust standard error), xtreg (panel data with random effect and the
robust standard error) and xthound (GMM) command were used in STATA to ensure the validity
of the statistical results. These commands were valid for balanced and unbalanced panels.
However, the thesis reported GMM regression results in analysis chapters as the primary results
of three research questions. GMM! is better than other methods since it is robust concerning
heteroskedasticity, serial (auto) correlation, sample gaps in unbalanced panels non-normality and

measurement error and allows us to control of the problems of endogeneity by using instruments.
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The General Regression Model

Y = a+ B4 £ CG variables + B, £ control variables + &;;(1)

In equation (1), while the coefficient 8 signal if the relationship is positive (negative) between Y,
ownership structure, CG variables and control variables, P-value represent if the relation statically
significant (insignificant) between these variables. Therefore, if the relationship is statically
significant positive (negative), the null hypothesis is rejected, and the relation is significantly
positive (negative) between the variable and EQ, firm performance and firm value. However, if
the relationship is statically insignificant positive (negative), the variable suggests the acceptance

of the null hypothesis.

4.5.6 Control Variables

Although the core objective of the research is to investigate the effect of CG structure on EQ,
firm performance and firm value, there are other factors, which can influence EQ, firm
performance and firm value and various characteristics of CG, and they should be controlled.
These controlled variables were used to avoid some limitation inherent in each of these models.
Therefore, if they are left uncontrolled, the result may not be reliable or valid (Kothari et al.,
2005; Dechow et al., 1995). According to Archambeault, (2002), there are other variables such as
management style, integrity, and corporate culture, which should be controlled due to their
influence in EQ, firm performance and firm value; however, they are difficult to measure”’. There
are general control variables used in three research questions such as growth, leverage, firm size
and big4. Big4 represents as control proxy for external governance mechanism. Other control

variables: country dummy, industry dummy™®, and year dummy.

571t is hard to obtain these data in public domain and most of studies Muna (2011), Yurdakul & Ozturkcan , (2014), Al-
shabbani (2015), OECD, 2015 used survey and questionnaires to measure these variables, which consume a lot of times
and out of the scope of the study. In addition, the majority of CG studies not control these variables as they hard to
obtain in public domine data information especially in emerging markets like GCC countries.

58 The industry dummy is defined based on the first digit of the SIC code. According to Pedersen & Thomsen (1997;
1998) industry effect has a significant influence due to the inter industries accounting differences.
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Table 4.5.6.Control Variables - Variables Definition

Symbol Variable Name of variable
. The annual change in net sales
GROWTH Firm growth divided by total assets
LEVERAGE Leverage Total liabilities divided by total
assets
LN SIZE Firm size Natural logarithm of total assets.
A dummy variable takes a value
BIG-4 Big -4 audit firm of one if the company audited

by one of the BIG-4 and zero
otherwise.

4.6. Measurement of Earnings Quality for Question One (CG &EQ)

Regarding the evaluation of EQ, many approaches employed in the literature to measure EQ; yet
there is no unique model. Dechow et al., (2010) published an insightful, comprehensive and
informative paper about EQ and different measurements used in the literature. Dechow et al.
(2010) summarised more than 300 documents about EQ and classified three ways to measure EQ:
properties of earnings, investors’ responsiveness to earnings and external indicators of earnings
misstatements. Under each category, there are some proxies. This study focuses on the effect of
internal control which includes the board of director’s composition and ownership structure over
financial reporting and most of the studies have the same focus and interest and use properties of
earnings proxies such as accrual quality and persistence. Therefore, the study ignores the last two
categories and focuses on the first category. The difference between these EQ proxies is that each
proxy focuses on different attributes of earnings, which in the end influence decision usefulness.
Also, it is good to choose a better model to allow for comparable results across countries and to
differentiate and understand if the change occurs because of the institutional setting and the firms’
differences or if the change occurs because of the employment of different proxies. Therefore,
besides choosing the most effective method in literature to measure EQ to meet the focus of the
research question, the availability of information about an emerging market influences the

choosing methodology.

As mentioned earlier, there is no universal definition of EQ, and it depends on the context under
study. The study defines Earnings Quality (EQ) already as follows: faithful representation of
financial performance for the current period, which enables financial report users to develop

reasonable expectations of future performance (Wahlen et al., 2012). This definition indicates that
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high EQ is free from opportunistic EM, which allows investors to make accurate decisions. Also,
it is observed that EM is the dominant aspect investigated in the literature and firms largely
practice EM (Graham et al., 2005). Additional, Meek & Thomas (2004) recommend more
investigation of EM worldwide to discover if EM is just an American phenomenon or is also
present elsewhere. Thus, this research question attempts to measure EQ through opportunistic
EM, and so the vast majority of studies have looked at and employed discretionary accruals as a
proxy for EQ (Dechow et al., 2010; Dechow et al., 1995; Guary et al., 1996). Even though
abnormal accrual models have received a lot of criticism and suffered from limitations, it is still
considered the most accepted measure as a proxy for EQ. Furthermore, these models go through
some developments and improvements, which are considered to be healthy for developing a more

rigorous proxy of EQ (Defond, 2010; Dechow et al., 1995; Dechow et al., 2010).

Larcker & Richard (2004) state that accrual accounting is more flexible than cash accounting,
thus leading to the finding that the cash flow components of earnings are more credible and
reliable than the accrual component of revenues. Moreover, accrual accounting alleviates the
problem of mismatching by using cash flows as a short-term performance measure. Furthermore,
accrual accounting has better ability to reflect the present performance of the firm and its ability
to predict and generate future cash flows for the next period than cash flow. However, due to the
flexibility of accrual accounting, which allows judgment and estimations, managers may use
accrual accounting to hide or delay some crucial information about the firm’s performance which
influences decision usefulness and also leads to lower EQ (Dechow et al., 1995). Therefore, a
model is required to detect the discretionary components within the earnings (Dechow et al.,

1995).

Abnormal Working Capital Accrual (AWCA) Based on Defond And Park Model (2002):

Following prior studies by Carey & Simnett, (2006), Francis & Wang, (2008), Maijoor &
Vanstraelen (2006), Defond & Park (2001); and Orebcipe & Bar —Yosef, (2011) which were
conducted in Europe and other international settings, this study employed the Defond & Park
(2001) model, which estimates the abnormal (discretionary) working capital accrual model
(AWCA). According to Defond & Park (2001), Ashbaugh et al., (2003), and Becker et al.,
(1998); managers have the greatest discretion over working capital accruals. Additionally, Defond
& Jiambalvo (1994) and Teoh et al., (1998) claim that working capital is more sensitive and is
easier to manipulate than nonworking capital. The rationale for selecting this model is that this

model estimates only the firm-specific accounting information rather than the average
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information per industry (Defond & Jiambalvo, 1994). Furthermore, the Defond & Park (2001)
model is more potent than total accrual in deducting EM. To avoid the problem mentioned above
and since this research question is focusing on a small emerging stock market with a compared to
USA (Defond & Park, 2001; Francis et al., 2009), the Defond & Park (2001) model is considered
the best to detect EM in this study.

AWCA is a proxy of EM, which calculates abnormal (unexpected) working capital accrual as the
difference between the actual (realised) working capital accrual and the expected working capital
accrual. In other words, this model covers both intentional and unintentional accrual estimation
error by management. They see that the difference represents working capital accrual that is not
likely to sustain into the future and predicts a reversal against future earnings. Calculations of

AWCA is as follows:

WC_q
AWCAt_l = WCt' ( ) * St
St-1
In the primary analysis, AWCA is considered in its absolute value. The purpose of this study is to
investigate EM per se, rather than income-increasing and income-decreasing policies. This
approach is preferred as there is no expectation of direction of EM (Warfield et al., 1995; Becker
et al., 1998; Francis et al., 1999; Bartov et al., 2000; Prencipe & Bar-Yosef, 2011; Menon &
Williams, 2004; Prawitt et al., 2009; Defond & Park, 1997).

Table 4.6. Variables Definition: CG and EQ - Defond and Park (AWCA)

Symbol Variable Definition

The absolute value of abnormal
Abnormal working capital working capital accruals for firm
accrual iin year t calculated from
equation (2)

AWCA,

Non-cash working capital
accrual at the end of year t
computed as (current assets —
cash and short-term investment)
— (current liabilities — short-term
debt) in year t.

WC Current working capital

Working capital at the end of

WCt-1 Previous working capital year t-1

total annual sales at the end of

St Current total annual sales
year t

Total annual sales at the end of

St-1 Previous total annual sales
year t-1
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4.6.1 Control Variables

1- Growth

Firm growth is included as a control variable due to the likelihood of differences in the extent of
information asymmetry at different points in the life cycle of the firms (re-writing) (Aljifri &
Hussainey, 2007). Carcello et al., (2004) notes that management may have the incentive to
manage earnings to meet the targeted rate of growth or to conceal downturns. Matsumoto (2002)
states that management is more likely to alter the earnings figure in fast-growing firms.
Moreover, growth influences working capital accrual, which influences EQ as well. Some studies
Abdul arahman & Ali, (2006); Huang et al., (2008); Dimitropoulos & Asteriou, (2010) and
Matsumoto (2002) document the positive association between firm growth and EM. The study
expects the correlation between growth and AWCA because both have a significant change in
sales component. There is an expectation that there exists a positive relationship between growth
and EM. Finally, calculations of firm growth are shown by the annual change in net sales divided

by total assets.

3- Leverage

Leverage reflects firm debt structure. In addition, many studies use leverage as control variable or
as proxy of debt violation (Erickson et al., 2004; DeAngelo et al., 1994; Gul & Tsui, 2001;
Agrawal & Knoeber, 1996; Jelinek, 2007; Jiang et al., 2008; Dimitropoulos & Asteriou, 2010).
Leverage captures the risk which associates with high debt and which influences EQ as well
(Elayan et al., 2008). Leverage has a positive association with EM as a way to avoid debt
covenant violation (Efendi et al., 2007; Jiang et al., 2008; DeFond & Jiambalvo, 1994). On the
other hand, a set of studies found a negative relationship between leverage and EM (Becker et al.,
1998; Ismail & Weelman, 2008). A positive relationship is expected between leverage and EM.

Leverage is measured and calculated as total liabilities divided by total assets.

4- Firm Size:

Jensen & Meckling (1976) argue that the larger the firms, the higher the agency cost due to the
increase of opportunistically managerial discretions. Pincus & Rajgopal (2002) note that large
firms put more pressure on managers to report more predictable earnings. As a result, managers

have the incentive to alter the earnings figures, taking advantage of the complexity of the firm’s
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operations and the difficulty of understanding (Lobo & Zhou, 2006). Moreover, large firms are
more likely to manage earnings downward (Bartov, 1993) to reduce political attention, such as
government and unions (Watts & Zimmerman, 1990 Young, 1999; Gore et al., 2001). However,
Lennox (1999), Gore et al.(2001), Klein (2002), Xie et al. (2003), and Abdul Rahman & Ali
(2006) document a negative association between firm size and EM as the large firms care about
their reputation and earn high profits and have more sources. Therefore, large firms avoid EM.
Expectations are that there will be a negative association between firm size and EM. The firm size
as a proxy for the complexity of operations. Firm size is the natural logarithm of total assets at
the end of the year following (Jaggi et al., 2009; Machuga & Teitel, 2009; Dimitropoulos &
Asteriou, 2010).

5- Big4

“Compliance with accounting standards in GCC countries is driven by auditor quality and thus
this study controlled for auditor quality by including external Big4 audit firm (Alshammari et al.,
2008).” There are two standpoints regarding the effect of the Big4 on a firm’s EQ. On the one
hand, Francis & Krishnan (1999&2002) provide evidence that investors have more confidence in
reported earnings audited by Big4 auditing firms. Argument of the necessity of the Big4 to
improve financial reporting in the country with poor disclosure is mandatory (Hail, 2002). As
expressed by Healy & Lys (1986), Lennox (1999) and Colbert & Murray (1999), the difference
between Big4 auditing firms and those who are not part of the Big 4 is reputation, re