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Abstract

The underlying objective of this study is to empirically investigate the relationship between the
degree of compliance with the rules of the code of Corporate Governance (CG) that became
effective in 2009 and profitability of Palestine Exchange Listed firms. Compliance with CG
rules is measured based on a criteria of ten corporate governance indicators identified in the
study of Abdelkarim and Ijbarah (2010), while profitability is measured by the percentage of
change in ROI reported in year 2008 and its average over the period 2009-2015. The Use of
ROI as a dependent variable in this study is based on the theoretical assumption that CG should
have positive impact on efficiency in terms of cost management and increase in sales due to
increase in market share. Prior research in developed economies reported a significant impact
of corporate governance on firm performance particularly if measured as a change in market
value. However, in Palestine there was only one study that investigated the relationship
between corporate governance measured as the level of ownership concentration and firm’s
performance measured using Tobin’s Q (Abdelkarim and Alawneh, 2005).

Using regression analysis, this study provides empirical evidence that there is no statistically
significant relationship between the degree of compliance with the rules in the code of
corporate governance and profitability of sample firms. Explanations for this key finding are
provided in this study.

Keywords: Corporate Governance, Profitability, Return on Investment (ROI), Audited
Annual Financial Reports, Disclosure.

31 www.macrothink.org/jmr



ISSN 1941-899X

\\ M acrot h i n k Journal of Management Research
A Institute™ 2017, Vol. 9, No. 1

1. Introduction

Corporate governance has become an important topic in practice and academic literature in
recent years. To ensure a competitive position, to attract capital, to ensure sustainability, to
rationalize cost of operations, and to combat corruption; companies from developing countries
need to put in consign good governance institutions. According to Monks and Minow (2004)
the importance of corporate governance has increased dramatically in 2002 when a series of
events led to the bankruptcies of large U.S. companies and the loss of thousands of jobs. The
way companies are governed determines their fate as well as that of the economy in general.
The investors are attracted to those companies with sound corporate governance practices
because, according to OECD (2002), corporate governance specifies the rights and
responsibilities among different stakeholders in the company, such as managers, shareholders
and creditors, and identifying the rules and procedures for making decisions on company’s
affairs. In this way, it also provides the structure through which company’s objectives are set,
the means of attaining those objectives and monitoring performance. Thus, deficiencies in
corporate governance may have as a consequence not only scandals and corporate failures but
also financial crises and economic instability.

Corporate governance is often defined as the system by which companies are directed and
controlled for the benefit of shareholders. Better governance practices allow firms to access
capital markets on better terms and can lead to higher firm valuation, and higher rates of return.
By mitigating the misalignment of interest among stakeholders; better governance can also
reduce the scope for undertaking irrational investment decisions and, therefore, boost growth.
The separation of ownership and control in the corporation gives rise to agency problems that
have been studied extensively in the theoretical and empirical literature. “Agency problem is
the difficulties financiers have in assuring that their funds are not expropriated or wasted on
unattractive projects” (Shleifer & Vishny, 1997, p.741).

The necessity for good corporate governance is addressed from the need for financial funds to
maintain the progressively complex nature of company's activities that compete in an
integrated world market. In this global economy, in order to attract foreign capital, companies
are gradually more concerned with good governance as they need to guarantee that foreign
investors’ rights are appreciated. Corporate governance is very important for the
maximization of the company value as it helps to diminish the cost of foreign financing by
ensuring trust among foreign investors .Accordingly, developing and emerging markets have
a chance to raise their share of international portfolio investment. Further, Corporate
Governance would enhance the operational efficiency of companies via cutting cost and
increasing sales. All of these positive effects are expected to lead to higher profitability.
In recent years, both national and international authorities have recognized the importance
of corporate governance as one element in the quality of a country’s financial supervision and
the strength of its financial performance. Improvements in corporate governance in many
countries have been motivated by high profile failures of significant companies and financial
institutions. Corporate governance reform has ranked high on policymakers’ agendas in many
countries since the late 1990s. New laws and regulations aimed at
improving corporate governance have been introduced in many countries. In the case of
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Palestine the code of corporate governance became effective in 2009 by the Palestine Capital
Market Authority (PCMA). And there were few studies addressed corporate governance, its
relationship with performance, and the degree of compliance by Palestinian listed firms. The
distinctiveness of this study will add to the work of other researchers in this field.

1.1 Purpose of the study

This study aims at investigating the relationship between the degree of compliance with the
code of corporate governance that became effective in 2009 and the profitability of Palestine
Exchange Listed firms. Profitability is measured for this purpose as Return on Investment
(ROI). In other terms, the key research question of this study is: Has the compliance with code
of CG improved rate of ROI of Palestine Exchange listed firms?

The remainder of this paper is organized as follows: Section One reviews and synthesized prior
researches in the area of corporate governance. Section two explains the methodology used.
Section three discuss and report’s findings of the study. Section four offers concluding
remarks and future research that may still be warranted in this section.

2. Literature Review

Prior research illustrated a significant impact of corporate governance on firms' performance.
Developing economies are analyzing extensively the effect of ownership distribution on a firm
performance and valuation. As cited by (Shleifer & Vishny, 1997; Holderness, 2003),
separation of ownership and control allows managers to pursue interests that conflict with
firm’s value maximization. By a common approach to empirical studies in this field, is to focus
on the impact of ownership on firm value through a common (D’Souza and Megginson, 1999).
According to Shleifer & Vishny (1997) a major key in resolving the agency problem is by
separation of ownership and control or “management and finance” as they called it. “Agency
problem is the difficulties financiers have in assuring that their funds are not expropriated or
wasted on unattractive projects” (Shleifer & Vishny, 1997, p.741). However, there is a required
change in the optimal size of firms by industrial and technological revolution, which makes a
single individual incapable of having sufficient wealth to own a controlling interest, as a result,
firms faced “the dissolution of the old atom of ownership into its component parts, control and
beneficial ownership” (Berle and Means, 1932, p.8 ).

On the other hand, the literature identifies a non-linear relationship when examining the
correlation between a firm's value and internal ownership in emerging economies. [ Demsetz
and Villalonga (2001)] thought that even though conceptual and empirical support for the
ownership structure, many studies have failed to take this into account estimating the effect of
ownership structure on performance.

Corporate Governance Codes and Principles

Recently, serious efforts to develop corporate governance by establishing international
standards have gained huge attention. Most of the regional development banks, such as the
World Bank, the Organization of Economic Cooperation and Development and the various
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national development agencies have made severe efforts towards establishing code of
corporate governance in the last several years.

The news of falsified practices and company directors in boardrooms at high-profile firms, are
questioning the accounting practices and the appearance of excessive managerial
compensation at other firms, which is making corporate governance a public debate. In
response to the scandals, (DeYoung et. Al., 2005) argued that Sarbanes—Oxley Act of 2002
aimed at improving the quality of audits, enhancing the financial expertise of directors, and
increasing the accountability of managers at publicly traded firms. An important relationship
between the three key anchors of the firm: shareholders, the board of directors and company
management, this relation defined as corporate governance (Wheelen & Hunger, 2004). This
rigid conceptualization is a major key point of the OECD’s corporate governance principles
issued in the mid-1999 and reviewed in 2004 which are represented under five topics:

1-The Rights of Shareholders and Key Ownership Functions

The corporate governance framework should protect and facilitate the exercise of
shareholders’ rights.

2-The Equitable Treatment of Shareholders

The corporate governance framework should ensure the equitable treatment of all shareholders,
including minority and foreign shareholders. All shareholders should have the opportunity to
obtain effective redress for violation of their rights

3-The Role of Sakeholdersin Corporate Governance

The corporate governance framework should recognize the rights of stakeholders established
by law or through mutual agreements and encourage active co-operation between corporations
and stakeholders in creating wealth, jobs, and the sustainability of financially sound
enterprises.

4-Disclosure and Transparency

“The corporate governance framework should ensure that timely and accurate disclosure is
made on all material matters regarding the corporation, including the financial situation,
performance, ownership, and governance of the company.

5-The Responsibilities of the Board

“The corporate governance framework should ensure the strategic guidance of the company,
the effective monitoring of management by the board, and the board’s accountability to the
company and the shareholders

The Palestinian Context
Overview of the Economy

Thirty years of occupation in the West Bank and Gaza (WBG) has left a seriously imprecise
economy in a state that is almost completely dependent on the Israeli economy. While other
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countries in the area have developed and industrialized, the Palestinian economy retains the
hallmarks of a less developed economy. After Oslo Accords (September 1993); It was hoped
that the Palestinian private sector would take off, Palestinian entrepreneurs would rapidly
invest, and the flourishing economy would attract foreign investment. Unfortunately, this did
not happen and the economy has suffered even more since Oslo. Growth in the West Bank and
Gaza was reasonable after the signing of the Paris Protocol in 1994. Real per capita GDP grew
around 3%. Unemployment rates turned down considerably from nearly 28% in 1996 to
approximately 11% in 1999.

Prior to the eruption of the Second Intifada in September 2000, the trade between the WBG;
and Israel had effectively became domestic, reflecting a customs union regime and majority of
Palestinian workers were employed by Israeli firms. The next six years of ascending conflict in
the WBG have left the Palestinian economy stuck in catastrophe. It contributed significant
declines in investment, employment, and trade resulting into a decline in per capita income of
48% and in high rates of poverty and unemployment. Following the 2006 public elections the
economic crisis became even worse. Real GDP have fallen within a range of 5 to 10 percent in
2006, leaving average real per capita GDP at almost 40 percent below its 1999 level, and
unemployment and poverty at totally unprecedented rates. Since 2007 this economy has
changed course and witnessed an average growth rate of 6% per annum. This growth, however,
was driven by public spending and not private investment, and was thus characterized as
unsustainable and not evenly distributed, leaving poverty and unemployment rates unaffected.
More troubling than the negative growth rates over the past few years is the changing
composition of the economy, as GDP is being increasingly driven by government and private
consumption from remittances and donor aid, while investment has fallen to exceedingly low
levels, leaving little productive base for a self-sustaining economy.

Financing

Financing options are not sufficient enough for the Palestinian private businesses neither in
amount nor in variety. The financial system cannot be described as deep, well-functioning or
efficient. To the contrary, the financial intermediation through the banking industry has
increased in recent years, yet remained low as reflected in the credit to deposits ratio of around
40% (Palestine Monetary Authority, Annual Report, 2015). .Additionally, more than two
thirds of banking credits extended to private businesses have been either in the form of
short-term loans or overdrafts, while long— term financing is almost none existent. That
clarifies why the Palestinian corporation's capital structure is driven heavily towards equity
financing, with extremely low indebtedness (leverage).

The establishment of Palestine Securities Exchange (PSE) in 1997 has provided public
shareholdings with new opportunities for long — term equity financing, at a time when banks
exercise conservative credit policies when it comes to finance long term investment.
Palestinian Capital Market Authority (PCMA) was established in February 2005, in
accordance with the Securities Law number 12 for year 2004. The PCMA is the sole legal
entity that is responsible for monitoring the trading activities at the PSE as well as for
organizing the conduct of the listed companies and the brokerage member firms. The total
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listed firms at the PSE stands now at 49 with market value of around $2500 million
representing only around 20% of GDP. This low ratio indicates that the role of the PSE in the
economy is still far below its potential.

The Private Sector

The Palestinian Private sector is unique in more than one important aspect. In addition to small
and medium family enterprises, poor performance and low governance are a majority in the
private sector. The number of relatively large corporations is still too low. More than 95% of
business enterprises are classified as small and medium. Conventionally, the private sector has
played a significant role in the development of the Palestinian economy, particularly in
absorbing labor force. The majority of firms have traditionally been concentrated in services
(restaurants, retail, hotels, and business services) and industry (food and beverage, metal
fabrication, textiles\ garments and furniture) and private employment is nearly 70% of the
domestic labor force.

The PSE Performance

PSE's performance has developed over years. Yet, it is still performing under its potential, and
it still invites considerable reforms. Policy makers and investors are still concerned with
Governance, disclosure and efficiency issues. Another issue is the high degree of ownership
concentration in the Palestinian corporations traded. It is widely perceived that this observable
fact has been negatively affecting the fair pricing of stocks and therefore weakening confidence
in the PSE as a whole. This explains why the PSE continues to lack sufficient depth and
liquidity.

Very few studies were conducted to study the corporate governance issue in Palestinian firms.
Previous studies of corporate governance of companies in Palestine found that listed
corporations compliance with the average corporate governance index is higher than unlisted
corporations. Abdelkarim and Alawneh (2008) found some evidence of the relationship
between firms' performance as measured by Tobin’s Q and corporate governance expressed by
ownership concentration, they argued that ownership concentration is negatively related to
firm's value.

The interests of stockholders in publicly traded firms to establish a good corporate governance
structure consists largely of three major bodies. First, corporate board of directors, who
oversight and monitors the activities of the company’s management, Second, the PCMA along
with the PSE which issued a disclosure code of conduct in 2006, as well as undertaking
considerable efforts of establishing codes of corporate governance in Palestine. The PSE, in
cooperation with the PCMA, regulates and manages trade transactions of listed stocks on the
basis of fairness and minority interest protection.

3. Research Methodology
3.1 Objective and Hypothesis

As stated earlier, this study aims at investigating the relationship between the degree of
compliance with the code of corporate governance that became effective in 2009 and
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performance of Palestine Exchange Listed firms. Compliance to corporate governance is
measured based on a criteria of ten corporate governance factors identified in the study of
Abdelkarim and Ijbarah (2010). Performance, on the other hand, is measured by the percentage
of change in ROI between the year 2008 (prior to enactment of Corporate Governance Code)
and the average ROI over the period 2009- 2015.

The hypothesis of the study is stated in null form as follows:

Hol: Thereis no impact of level of compliance with the Code of Corporate Governance and
ROI of PSE listed firms. Namely, thereis no statistically significant difference between the ROI
of firms that comply with the Code of corporate governance and the ones that don’t.

3.2 Population and sample

The population of this study is all the companies listed at t PSE and they are 49 companies. We
excluded banks since the Banking Law number 2, 2002, that was issued by the Palestinian
Monetary Authority has already imposed corporate governance rules on banks operating in the
Palestinian Territories. These rules were even tightened by the recent amendment of law issued
in 2011. We also excluded all the companies listed in 2009 and thereafter, and they are 10
companies, since the code of corporate governance became effective only in 2009. And finally
two suspended companies were excluded. Thus study sample is formed of 28 companies that
represent 61% of the population.

3.3 Data gathering

For analysis purposes profitability was measured using the Return on Investment indicator
(ROI). Thus, calculation of Profit Margin (NI/ SALES) and asset Turnover (NET SALES/
NET ASSETS) was made for both samples for the years 2008- 2015.

Then the ROI was calculated by multiplying the Margin with the Turnover.

Table 1 below presents the ROI for the year 2008 and the average over 2009-2015 for all
sample firms
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Table 1. Classification of sample firms based on level of CG Compliance and ROI data

Company Classification ROI 2008 Average ROI 2009-2015

4 low degree of compliance 0.035559443 0.033624231
5 low degree of compliance 0.001838771 0.000828472
6 low degree of compliance 0.094817733 0.060257961
7 low degree of compliance -0.018970321 0.094857572

“ low degree of compliance 0.085374281 0.169

18

low degree of compliance

0.092452324

12 low degree of compliance 0.087608316 0.032714096
13 low degree of compliance 0.104390563 0.177915914
14 low degree of compliance 0.001462828 0.036579765
15 low degree of compliance 0.067180362 0.011129283
16 low degree of compliance 0.051380014 -0.144703866

0.109041821

19

low degree of compliance

0.032897891

0.040554951

low degree of compliance -0.015286013 -0.115726852

24

26

low degree of compliance

low degree of compliance

-0.035

-0.034

27

low degree of compliance

-0.066120337

0.060872485

Sample companies were classified into two groups; companies with high degree of compliance
with the Code of Corporate Governance, and companies with low degree of compliance with
the Code of Corporate Governance. Classification was made based on the criteria specified in
evidence on corporate governance compliance by Palestine securities exchange listed firms
(Abdelkarim and Ijbarah, 2010). This parameter is formed of 10 factors that are highly related
to corporate governance and they are:

1. Shareholders are provided with adequate information about meetings

2. Shareholders priority subscription rights are protected
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Enough information about major shareholders' ownership

bl

Disclosure about best practices
Financial statements disclosure
Better disclosure about the board of directors' activities
Qualified independent directors

Separating the CEO from the board chairman position

A S AN

Formal annual evaluation of the board of directors and the directors
10. Formal CEO evaluation

Based on the above criteria, sample companies which get 6 or above out of ten are classified as
companies with high level of compliance. And companies which get less than 6 are classified
as companies with low level of compliance. The classification is shown in table 2 below:

Table 2. Classification of Palestinian listed companies in terms of level of compliance with
Code of Corporate Governance

classification percentage of total
companies with high degree of compliance 13 46%
companies with low degree of compliance 15 54%
total 28 100%

Table 2 shows that 13 companies representing 45%, of sample have high degree of
compliance to corporate governance. While 15 companies, 55%, have low degree of
compliance to corporate governance

4. Hypothesis Testing

Based on data gathered for sample firms the percentage of change in ROI between the years
2008 and 2010 is calculated, required calculations are illustrated in the table 3 below:
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Table 3. percentage of change in ROI between 2008 and 2015

Company Percentage of
change in ROI
1 -0.98
2 -0.19
3 0.19
4 -1.95
5 5.71
6 -0.27
7 -2.37
8 0.07
9 -0.83
10 0.90
11 0.38
12 -0.62
13 0.72
14 24.01
15 -0.83
16 -3.82
17 2.02
18 0.18
19 0.23
20 -0.36
21 6.57
22 -1.26
23 0.62
24 7.73
25 -0.03
26 0.27
27 -1.92
28 -0.35

Regression analysis of the relationship between the degree of compliance for the sample listed
firms with the code of corporate governance and profitability measured by the change in ROI
was calculated. Table 4 below shows the regression results.
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Table 4. Regression Analysis Results

Model Sum of Squares Mean Square Sig.

1 Regression 26.491 26.491 325°
Residual 682.941 26.267
Total 709.432

The results show that there is no statistically significant relationship between the degree of
compliance with the code of corporate governance and percentage of change in ROIL
Therefore, the null hypothesis of the study is accepted.

This result may be explained in the framework of the following information:

1. The time lag between the issuance of the Code and the study timeframe may not have
been long enough to allow for the capitalization of the impact of compliance with the Code.

2. The Palestinian economic environment and performance has been unstable over years;
thus, regardless of compliance to corporate governance rules, uncontrolled economic factors
may have had stronger effect on firms’ performance.

5. Conclusions and Further Research

Corporate governance has become an important topic in practice and academic literature in
recent years. To ensure a competitive position, to attract capital, to ensure sustainability, and to
combat corruption; companies from developing countries need to put in consign good
governance institutions. This study aims at investigating the relationship between the degree of
compliance with the code of corporate governance that became effective in 2009 and
performance of Palestine Exchange Listed. Profitability was measured using the Return on
Investment indicator (ROI). ROI was calculated as a multiplication of Net income over Sales
(NI/ SALES) and asset Turnover (NET SALES/ ASSETS). And since the results show that
there is no empirical relationship between the degree of compliance with the Code of Corporate
Governance and ROI, it encourages further research to investigate a more specific relationship
between the degree of compliance to corporate governance and other independent variables
such as Net income over Sales, assets Turnover, and profit margin (gross profit/net sales.
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