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Abstract

This study examines whether implementation of internal CG mechanisms have affected the
performance of non-financial firms listed on the Saudi stock exchange “Tadawul”, since the
implementation of Saudi CG code. A cross-sectional regression analysis is employed on a
sample of 118 non-financial Saudi firms in 2014, to test the hypotheses set out in the study.
Board characteristics assessed include, board size, board composition, board meetings and
CEO duality. Ownership structures include managerial and concentrated ownership. The
study's empirical findings show board size and CEO duality, are amongst those board
characteristics with a positive influence on firm performance. In the case of the second
internal mechanisms of CG ownership structures, the findings suggest only managerial
ownership positively affects performance. The study findings conclude that CG structures
differ in every country, as each has its own social and regulations situation. The study
contributes to existing literature about the CG in Saudi Arabia by reviewing the impact of CG
practices eight years after the CGC. It enhances understanding among practitioners of CG,
and explains how it influences firm performance in Saudi.

Keywords: Capital Market Authority (CMA), Chairman of the Board (COB) , Chief
Executive Officer (CEO) Corporate Governance (CG), Corporate Governance Code (CGC) ,
Firm Performance (FP), Return on Assets (ROA), Return on Equity (ROE)

101



ISSN 2162-3082

\ Macrothll'lk International Journal of Accounting and Financial Reporting
= ™
A Institute 2016, \Vol. 6, No. 2

1. Introduction

Recently there have been studies worldwide, focusing on the role and execution of corporate
governance (CG). This trend gained momentum in response to corporate scandals and the
downfall of several of large global corporations, including Enron (2001) and World Com
(2002). In addition, the worldwide financial crisis that occurred in mid-2008, and the Dubai
crisis, which led to the downfall of the largest company in Dubai, have further emphasised
the need to adopt CG practices. CG stresses transparency and accountability, which are
essential to reassure investors and those with sources of capital funds, and to attain financial
security and stability. Uncertainty and risk are pertinent factors in today’s business
environment, because of increasing competitiveness.

The contemporary business environment makes it difficult to anticipate and regulate elements
that have an impact on companies’ performance (Shleifer and Vishny, 2000). However,
uncertainty and risk can be decreased through application of satisfactory CG procedures,
meaning it has a significant effect in practical terms (Ghabayen, 2012). The adequacy of
existing CG procedures relate to the subject of various discussions, even in developed
markets (Weir et al, 2002). This is why CG guidelines have been formulated by governing
international organisations like the ICGN and the OECD. For example, the OECD published
a guideline for improved CG in 1998 called “Principle of Corporate Governance”; this was
then re-evaluated in 2004. These standards address performance relative to long-term
economics and improvements in financial structures across the globe.

In theory, CG is presumed to improve the performance of a company and secure the interests
of its shareholders. In addition, good CG practices can create a positive relationship between
a company and its wider business environment, drawing in new investors and capital funds.
Adherence to good CG practices leads to improved performance, and supports effective
internal governance and supervision of management.

One theory, commonly associated with CG is agency theory, which asserts that an
organisation involves an arrangement between principals and agents, whereby agents, on the
principals’ behalf, carry out a particular service with the principals delegating a portion of the
decision-making authority to agents (Daily et al, 2003). According to the CG literature, there
are two aspects of agency theory; firstly, a firm’s operations involving two parties, the
managers and its shareholders, and the consistent maintenance of their interests. Secondly,
agency theory presupposes that humans are interested only in personal gain, and are
unwilling to subjugate their personal interests to those of other people (Jensen and Meckling,
1976). Thus, management (agents) normally act in their own interests and do not implement
the most appropriate actions in the interests of the public or their shareholders.

1.1. Problem Statement

The key motivation informing the design of this dissertation is the need to study the impact of
internal CG mechanisms in Saudi listed firms. This need was heightened following the Saudi
financial crisis in 2005, when prospective investors lost faith in existing accounting processes
(Becht et al, 2002). The crisis prompted the introduction of detailed CG regulations by the
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CMA, which is responsible for the workings of the stock market, in late 2006 (Hussainey and
Nodel, 2009).

As a consequence of the new regulatory environment, it is now mandatory for all Saudi-listed
firms to adopt some provisions of the corporate governance code (CGC) (i.e. Article 9,
Disclosure in in the Board of director’s report, Article 10, Main function of board of
director’s, Article 12 Formation of the board and so on). The CGC is unanimously accepted
as a solution to the problems that arise in the business environment, making CG the theme of
several studies carried out in the fields of economics, accounting, and the administrative and
legal field. The aim of these studies has been to illuminate the benefits and positive impacts
of CG (Shleifer and Vishny, 2000). The way a firm’s performance (FP) is influenced by CG
has been formerly studied by a number of authors (e.g. Jensen and Meckling, 1976;EImehdi,
2007;Carcello, 2002;Ramdani and Witteloosuijn, 2009), who assert that satisfactory CG, can
assist a company to better manage and allocate its resources and improve its performance,
which will then have a substantial impact on its share price and enhance a shareholder’s
wealth (Bartholomeusz and Tanewski, 2006).

The studies carried out to date to determine the association between CG practices and FP
have been undertaken in the context of both developing and developed nations. The results of
these studies are, however, inconsistent. In several of the studies conducted it was found that
improved FP is associated with good CG (Siala et al, 2009; Nazlinmum, 2010; Nuryanah and
Islam, 2011; Cheng et al., 2008); however, others have reported a negative association
between CG and FP (Yermack, 1996; Hermalin and Weisbach, 2003; Guest, 2009).
Meanwhile, other studies found no significant association between the implementation of CG
practices and FP (Daily and Dalton, 1992; Brickley et al, 1997; Jackling and Johl, 2009). The
majority of these studies have concentrated on emerging markets without fully compensating
for the fact that developing markets follow different sets of rules to developed ones
(Ghabayen, 2012). In reference to this, Mousa and Desoky (2012b), caution that the CG
practices used in developed markets cannot always be successfully applied to emerging
markets because of cultural variations, economic factors etc. In the Saudi context, there is a
body of research into how CG practices affect FP, which has created a justification and
motivation for carrying out this study. Saudi regulations concentrate on the significance of
internal CG practices, particularly those linked to board and ownership structures.
Additionally, several articles have been made mandatory for firms listed on the stock market,
requiring compliance and disclosure of CG information in their annual reports (cma.org.sa).

1.2. Research Aim

The aim of this study is to examine whether internal CG mechanisms have affected the
performance of firms listed on the Saudi stock exchange, since the implementation of the
Saudi CGC. The study will examine two dimensions effecting internal CG mechanisms: (1)
board characteristics; and (2) ownership structure and its relationship with firm performance
(FP). Therefore, the set of sub questions to be addressed is as follows:
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1.3. Research Questions
1. What is the current practice of the CGC in Saudi Arabia?

2. Do diverse types of board characteristics impact the performance of firms listed on
the Saudi Stock Exchange?

3. Do diverse ownership structures impact the performance of firms listed on the Saudi
Stock Exchange?

1.4 Research Objectives
1. To review the current practice of the Saudi CGC.
2. To examine the relationship between board’s characteristics and FP.
3. To examine the relationship between ownership structure and FP.
1.5 Contribution of the research

To the best of the researcher’s knowledge, internal CG mechanisms and their impact on FP
has not been adequately studied in the Middle East, specifically in Saudi Arabia. Hence, this
study contributes to the existing literature pertaining to CG in Saudi Arabia, by providing an
overview of CG practices in the Kingdom, eight years on from publication of the CGC. The
paper also aims to enhance understanding of CG, as it is a relatively new concept in Saudi
Arabia. The study also seeks to improve on the understanding of practitioners with respect to
how CG procedures impact FP in Saudi Arabia. In addition, it contributes to the wider field of
international research into CG.

1.6. Scopes and Method of Research

The research method used in this study will be quantitative in nature, relying on an Ordinary
Least Square (OLS) regression to assess data acquired from 2014, because this period allows
access to data on the impact of internal mechanisms of CG on FP. The annual report
published by the Tadawul shows 168 firms were listed on the stock exchange in 2014, from
which a sample comprising 118 non-financial corporations was selected for the study (Lucy,
2002). Financial firms are not considered in this study, because of the variations in policies
linked to banks and non-financial organisations (Mehran et al., 2011).

2. Literature Review

The foremost aim of this chapter is to examine and evaluate the scope of CG from diverse
distinct angles. In addition, the chapter discusses essential theories like agency theory and the
role it plays in potential conflicts between shareholders (owners) and the managers who
control organisations. However, the significance of CG will be analysed in relation to the
conflicts that occurred before the pervasive implementation of CGC, including the collapse of
Enron and Barings Bank. The literature will also review and discuss, the introductions of
Saudi stock market, the Saudi CGC and related issues. Finally, several empirical studies will
be discussed to emphasise the relationship between CG internal mechanisms (i.e. board size,
board meetings, etc.) and their impact on FP, as indicated in statistical findings.
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2.1. Corporate Governance Concept and Importance
2.1.1 Definition of Corporate Governance

The business community, policy-makers and capital market regulators are acknowledging CG
to a greater extent; opining that it is a crucial force driving corporate performance (Ghabayen,
2012). The classic publication by Berle and Mean (1932), “the separation of corporate
ownership from control” resulted in the initial spate of studies on CG (Ongore and Kobonyo,
2011). The notion that CG is not defined in standard terms (Fallatah and Dickens, 2012) has
led authors and field experts to define it differently; hence, no standard definition of CG
exists. However, (Bowen et al, 2008) states that attempts have been made to describe the term
so that groups of measurable components can be obtained.

Scholars, analysts and practitioners have examined the terms ‘corporate’ and ‘governance’
separately when offering definitions of their research studies. According to Prasad (2006) and
Gillan and Stark (2000), a corporation is a system comprising varied resources and
components, which demand collaboration between different organisational departments.
Furthermore, they have stated that CG is a process whereby effective management reflects
the company’s interests. These definitions provide a basic outline of what these terms mean,
and communicate the fact that CG refers to the execution of effective management systems in
the best interests of companies (Mallin, 2010).

According to the Cadbury Committee and the Hample Report; CG is a system guiding and
regulating a firm (Gee Publishing LTD, 1998). In addition, Shleifer and Vishny (1997)
considered CG to be a means of introducing methods to encourage the provision of finance to
corporations to guarantee a return on their investments. Hart (1995) defined CG as an
intricate series of restrictions, influencing ex-post bargaining relative to the quasi-rents
developed by firms.

According to Goergen et al (2010), the foundation of CG is that it is a system for managing
and meeting a company’s stakeholders’ interests. Furthermore, not only financial
shareholders are incorporated in this idea; debt holders, customers, suppliers and employees
also benefit (Samaha et al., 2012). Other researchers have shared this perspective; for
instance, Zingales (1998) asserts that a company can raise the matter of the CG when two
conditions are met. The first condition is when there is a conflict with respect to interests, or
when an organisation is unable to connect with one or more of its members such as its staff,
customers, managers or owners. The second condition is when the issues faced by the
organisation, such as business costs cannot be established through agreements.

Alkhudairy (2008) claims several aspects of a corporation are considered in CG practices.
Peng (2008) explained CG more broadly, identifying three main factors as extremely
significant: the Board of Directors, managers, and owners. These factors are demonstrated
and explained in the Peng diagram given below, and the performance of each is linked to the
CGC (Peng, 2008).
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Figure 1: The Tripod of CG (Source: Peng, 2008: 323).

The Triped of Corporate Governance

Hoard of L irectors

{Chwniers Managers

According to (La Porta et al, 2000), CG is a set of tools employed by external investors to
secure their interests from within an organisation. There are likely conflicts between
managers and owners, as pointed out by Bai et al. (2004) who put forward possible solutions
to these kinds of conflicts. According to Sternberg (2004), CG supports the presumption that
all corporate events, tools and resources are regulated to meet shareholders goals. On the
other hand, (Judge et al, 2003) has argued that the interests of other shareholders should not
be included in definitions of CG for two reasons. First, the term CG should only be used to
denote shareholders, as they own the organisation and it exists to fulfil their interests. Second,
when stakeholders are not included in a definition of CG, the rights of shareholders is not
affected. Thus, it is important to apply a standard definition of CG to support understanding
of the system and processes of CG (Chen, 2013). To fulfil CG requirements, it is important to
apply a well-developed system of CG (Jones, 2011). However, no matter what the definition
put forward, researchers frequently consider CG mechanisms to be a part of one of two
classes: internal and external to the firm (Gillan and Stark, 2000).

2.1.2 Importance of Corporate Governance

As mentioned above, the significance of CG has increased following corporate scandals.
There were several unethical corporate practices observed within European firms in the
1990s, and these ethical violations affect moral standards (Sundaram and Inkpen,2004).
Ethics are crucial in all areas of business, especially where trust is required. According to
Mullins (2010), ethics involves choosing whether something is good or bad, or true or false.
(Agrawal and Chadha,2005) state that the corporate scandals during the 1990s negatively
affected the sustainability of the entire financial market. Corporate failures, such as those of
the London Merchant Bank Barings (1995), and the US firm Enron (2001), were a
consequence of poor CG (Demski, 2003;Drennan, 2004; Greener, 2006; Choo, 2008). CG
gained additional significance because of the deregulation and amalgamation of the capital
markets. It was asserted by ICAEW that CG could generate public confidence and encourage
investment, leading to better long-term economic development of the capital market.
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Furthermore, Aljifri and Moustafa, (2007) asserts that CG can improve corporate
accountability, equality and transparency.

The introduction of the capital markets and the growth of the equity markets in the European
Union, particularly in view of the Euro have influenced discussions about CG (Becht et al.,
2005). Various discussions have centred on the rapid development of the European
Corporation, which facilitates the growth of capital market (Levine, 1999). In addition, since
the beginning of the 1990s, privatisation has gained considerable importance and attracted
much interest in the field of economics (Ramady, 2010). The surge toward privatisation was
studied by (Megginson et al, 2001) over a twenty-year period, spanning from late the 1970s
to mid-1990s. The authors found the issue of privatisation was particularly significant in most
countries around the world, although less so in the USA. Furthermore, a large proportion of
the earnings from privatization (approximately 64%) were generated from Spain, France,
Australia and Japan. In combination with privatisation, ownership and the topics associated
with control hold great significance (Wahla et al, 2012). Bia and Peroti (2002) determined
that developing and shaping policies to facilitate shareholder democracy played a major role
in large scale privatisation in the UK, suggesting that good CG is central to effective
privatisation.

2.2. The Roles of CG

Initial phases of CG development focused on solving the agency theory problem, enhancing
transparency and assuring value to shareholders (Alkhudairy, 2008). Wei (2003) asserted that
CG could generate value for stakeholders, as financial turmoil shifted focus onto the interests
of shareholders, stakeholders and integration (Rezaee, 2009). Hence, the current emphasis of
CG is on encouraging business strategies to advance businesses.

Organisational functions can be grouped into two types; i.e. whether their focus is on benefits
for shareholders or benefits to stakeholders. To elaborate on this point Rezaee (2009) and
Darman (2004) created two models. The first model was from shareholders’ perspectives and
also stakeholders’ perspectives.

2.3. Corporate Governance Theoretical Models
2.3.1 Agency Theory

Conflict, as an agency problem, is much discussed by the proponents of agency theory
Shapiro, (2005). Dorrenbacher (2011) states that researchers rarely use the phrase ‘conflict’,
unless it is to describe a specific conflict, distinguishing it from the normal term “agency
problem”. (Thomas, 2005;Dey, 2008) have stated that conflict reflects unfavourable
conditions leading to ineffectiveness, incompetency and dysfunctional results. On the other
hand, Mallin (2010) put forward a discussion by (Fama and Jensen, 1983;Ramady, 2010) in
which they describe agency theory as an agreement to association between principals
(shareholders) and agents (manager). Hence, shareholders are the principals as the company’s
owners, and managers are the agents as its controllers. However, one of the main drawbacks
of agency theory has been that management (that is the agents) has the option to not work in
the shareholders’ (that is the principals’) best interests (Bai et al, 2004; Azam et al, 2011). For
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example, the agents can avert suitable risk when using their financial power to gain benefits.
The agents’ decisions might then not conform to the perspectives of the principals in these
situations (Almatari et al, 2012).

This behaviour is likely to be reflected in the returns generated by the firm and its
performance (Leuz et al., 2003). CG mechanisms are then created to ensure agents prioritise
securing the interests of shareholders and decreasing costs (Davis et al., 1997). Agency theory
also serves as a foundation for the governance of an organisation in different internal and
external systems (Albrecht et al, 2004; Roberts et al., 2005). According to Fama (1980), the
economic objective of CG systems is to regulate those actions undertaken by the
management. In contrast, the function of CG in the UK is to secure the interests of
shareholders by monitoring managers using different means backed by the UK CG Combined
Code (Weir et al., 2002).

In contrast, Solomon (2010) asserts that agents and principals have the opportunity to access
different levels of information. Therefore, agents have more extensive information about their
firms than principals. CG offers a system for monitoring and regulating a company to reduce
conflicts or issues that might impact on shareholders (Mallin, 2010).

2.3.2 Stakeholder Theory

Mary Parker Follett first created the concept of stakeholder theory almost 60 years ago,
however it was further developed in the 1980s (Schilling, 2000). Several later schools of
research have also considered stakeholder theory; for instance, Clark (2004) asserts that a
multiparty agreement is present between a business and its various stakeholders. There are
formal and informal laws governing the organisational relationship between internal
stakeholders like owners and managers (Lehurde et al, 2012). However, external stakeholders
(like customers and suppliers) are equally significant, and there are formal and informal laws
governing their relationships also (Mallin, 2010).

Nonetheless, certain authors have criticised stakeholder theory. According to Blair (1996),
despite the substantial roots drawn into stakeholder theory, it has minimal impact on
corporate decision-making and creativity. Furthermore, Buchholtz et al. (1998) argue that,
through the stakeholder model, several participants in different areas with social or economic
interests in an organisation’s operations are involved such that the firm would be able to fulfil
the interests of various individuals. In addition, it was also suggested in stakeholder theory
that several people are linked to the organisation, such that they are affected by its decision-
making (Gomes, 2006). According to (Freeman et al., 2004), there is a certain relationship
between the goal of value generation and trade and shareholder value. Freeman et al. (2004)
have concentrated on two important areas; firstly, the aim of the organizations and secondly,
the responsibilities of managers to stakeholders. Stakeholder theory is hence believed to be a
satisfactory expression of the interests of managers and the company.

In addition, Carver and Oliver (2002) examined stakeholder’s perceptions regarding non-
financial benefits. Although shareholders are thought to represent the financial value of the
corporation, other stakeholders are also interested in gaining benefits. This means there are
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few stakeholders with non-equity stakes, with the result that managers have to manage
relationships with all stakeholders, not only their shareholders (Murya, 2010). In addition,
Sundaram and Inkpen (2004) opine that it is only stakeholders’ value that holds significance
as supports decisions making and enhances outcomes for all stakeholders. They assert that
recognition of the broad category of stakeholders and their most important interests is not a
practical possibility for managers.

A\\ Mac roth i “k International Journal of Accounting and Financial Reporting

2.4. Background to Saudi Arabia

The Kingdom of Saudi Arabia is situated in the South-western district of Asia in the Middle
East. The Kingdom was founded by Abdulaziz bin Saud in 1932 (Alzharani et al, 2011).
Other Gulf nations adjacent to the Kingdom are Bahrain, United Arab Emirates and Iraq
(Vincent, 2008). The Islamic law forms the basis of the Kingdom’s legal jurisdiction, and this
is derived from the Holy Quran and ‘Sunnah’, the sayings of the Prophet Muhammad (peace
be upon him) (Mead et al, 2009).

The Kingdom is the largest producer and exporter of oil, and has the greatest oil reserves in
the world, amounting to 20.1% of international oil reserves. The Saudi economy is based on
petroleum to a significant extent (75%). The gross domestic product (GDP) in 2013 was
calculated to be approximately $600 billion (Worldbank.gov), and Saudi Aramco has now
been the seventh biggest natural gas producer for over a decade, and is actively seeking
additional reserves to fulfil increasing demand (Uddin and Tsamenyi, 2008).

2.4.1 Saudi Arabian Stock Market

The Saudi stock market dates to the mid-1930s with the creation of the foremost joint stock
company, Arab Automobile (Alkhudairy, 2008). Subsequently, several joint stock companies
were established. By December 31, 2012, 168 were companies listed on the Saudi stock
exchange (Tadawul.com.sa, 2014; Uddin and Tsamenyi, 2008). A Companies Law was
enacted in 1965, marking the first indication of CG in Saudi Arabia (Fallatah and Dickins,
2012). Companies Law regulated the creation of companies (public and private), governance
and bankruptcy (Alzharani, 2011). The regulations associated with Companies Law, and
pertaining to governance, enforced limitations on foreign ownership and the regulation of
Saudi firms (Zattoni and Udge, 2012).
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Figure 3: Saudi Stock Exchange All Share Index 1995-2006 (Source: Tadawul Annual
Report, 2006).

Tadawul All Share Index [TASI] 1995 - 2006

The diagram given above demonstrates a substantial decline in the Saudi stock market in
2006, when it lost 980 points in a single day (February 26, 2006). It fell again by 968 points
in a single day two months later (April 10, 2006), and cumulatively declined to 48% of its
complete market value. Following these events and, there was a decline in investor
confidence, necessitating further corporate regulations (Ramady, 2010;Hussainey and Nodel,
2009). Consequently, the CMA, which was responsible for the workings of the stock market,
implemented the CGC. At present, it is mandatory for all Saudi-listed firms to adopt some
provisions of the CGC (Samba Financial Group, 2009). The conditions of the CGC require
honest, impartial and fair treatment of all parties involved (Abu-Tapanjeh, 2009). This
accords with the standards of the OECD (OECD, 2004) regarding all Islamic economic and
primary actions (Almatari et al, 2012).

The CGC comprises Preliminary Provisions, Shareholders Rights and the General Assembly,
Transparency and Disclosure, Boards of Directors and Closing Provisions (Uddin and
Tsamenyi, 2008;Zattoni and Udge 2012). Regarding provisions concerning the Board of
Directors, the CGC outlines the key roles and responsibilities of the board, the creation of the
board, board committees, nomination and remuneration committee, the audit committee,
remuneration and indemnification of board members, board meetings, and conflicts of
interest within the board. The most significant terms of the CGC, which are pertinent to this
study, became binding after November 10, 2008. These include: separation of COB and CEO
roles, making board members independent (majority categorised as non-executive and at least
one-third as independent), forming an audit committee consisting solely of non-executive
members and forming a nominating and remuneration committee (Alkhudairy,
2008;Ghabayen, 2012). It was mandatory to enforce most provisions by January 1, 2011
(CMA.org.sa, 2013).
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2.5. Empirical Studies of CG Internal Mechanisms and Firm's Performance
2.6.1 Board Size

The number of directors on the board of directors determines board size (Jensen and
Meckling, 1976). There has been much debate on what constitutes an appropriate size for a
board of directors. Several studies assert that board size should be between 7 and 15 directors
(Ogbechie et al., 2009). However, other researchers have reported ideal board size to be no
more than 7 to 8 members (Jensen, 1993;Mak and Kusnadi, 2005).

The requirement of the Saudi CGC is that there should 3 to 11 members in the board of
directors. These accords with Jensen’s (1993) suggestion that when board size is small, FP is
enhanced. He also suggests that when board size increases above 7 to 8 members, the
efficiency of the board decreases and control shifts to the CEO. Ghabayen (2012) also
asserted that firms with small boards function more effectively when compared to firms
comprised of boards with more members. Lipton and Lorsch (1992) also investigated board
size, in the US context, and found that board size in US companies is overly large, leading to
increased costs for shareholders, a decrease in competitive market opportunities and job
losses for employees. The authors suggest that boards should be limited to 7 or 8 members.
They also disclosed that it is difficult for a board of directors to put forward their advice and
suggestions when there are over 10 members on the board. (Bennedsen et al, 2008) found
firms incur most costs when their board size is larger, as it has an impact on decision-making,
communications and harmonisation between board directors. By contrast, (Dalton et al,
1998;Guest, 2009) stated that a larger board size leads to better decision-making, as the
greater the number of directors on a board, the better the expertise of members, leading to
better chances of averting corporate downfalls.

The majority of studies found a negative correlation between board size and FP (Jensen,
1993; Hermalin and Weisbach, 2003;Desoky and Mousa 2012b). Yermack (1996) examined
the association between board size and FP, on 453 USA sampled companies listed on the
stock exchange. The research results showed that a significant negative correlation between
these factors. (Bennedsen et al, 2008) carried out another study in the Netherlands and
Denmark, which investigated the association between board size and FP. The results showed
a negative relationship between these two factors in both countries. Lasfer (2004) took a
sample of 1402 firms listed on the German market and also found a negative association
between board size and FP. Eisenberg et al. (1998) conducted a study on 900 small listed
companies in the UK and found that board size and FP correlated negatively (using ROE as a
measure). Another study, conducted in the Asian context, found that board size was
negatively related with FP (Weir et al, 2002; Haniffa and Hudaib, 2006), mirroring findings in
Switzerland, Japan and Canada (Loderer and Peyer, 2002;Adams and Mehran, 2003;Mak and
Kusnadi, 2005).

Conversely, a positive relationship between board size and FP was obtained in several
studies. These studies showed a large board size resulted in improved FP, because of the
diverse skills and experiences present within the board members, which allowed better
decisions making and supervision of the CEO’s activities (Ho, 2005;Goh et al, 2014). In
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addition, (Bonn et al, 2005) investigated the association between board size and FP, testing a
sample comprising 55 US listed firms over the period from 1978 to 1998. A positive
relationship was obtained in their study. Other studies gave similar findings (e.g.Pfeffer,
1972;Jackling and Johl, 2009;Fallatah and Dickins, 2012;Ghabayen, 2012). Ghabayen,
(2012) investigated the affect of board size on FP using 102 sampled non-financial firms
listed in Saudi Arabia. He used ROA and ROE as FP measures and obtained a significant
positive relationship. Also Chaghdari (2011) who examined 30 Malaysian firms and found
that board size have no relationship with FP (ROA, ROE, Tobin’s Q). In another study,
(Shukeri et al, 2012) also obtained a significant positive association using a sample of 150
listed companies in Malaysia. These various findings may be a consequence of other
variables affecting the results obtained. These variables are discussed below.

2.5.2 Board Meeting

Boards of directors perform important functions and are considered a vital component of CG
systems (Jensen, 1993). The frequency of board meetings is a significant means of finding
out how thorough and effective corporate supervision and discipline processes are (Ntim,
2009). However, similar to the issue of board size, there are multiple theoretical perspectives
regarding the impact of board meetings on FP (Lipton and Lorsch, 1992;Goh et al, 2014).

One theoretical suggestion offered is that the severity of a board’s functions is determined by
the frequency of the board meetings, and the quality or efficacy of their monitoring (\efeas,
1999b; Ntim and Osei, 2011). When all other aspects remain the same, a greater number of
board meetings increases the quality of managerial monitoring, and hence, positively
influences FP (Yusoff and Alhaji, 2012). It has also been asserted that when there are frequent
meetings, directors have more time to discuss and plan strategies and evaluate managerial
performance (Vafeas 1999). This allows the directors to be more aware of significant events
occurring inside the company, which puts them in a better position to address critical issues
as they surface (Mangena and Tauringana, 2008). In addition, frequent meetings, coupled
with informal communication can develop and enhance cohesive relationships between
directors (Lipton and Lorsch 1992), with a positive effect on FP. Sonnenfeld (2002)
suggested frequent meetings are a trade-mark of a diligent director.

A contrasting perspective suggests few authors assert that board meetings do not always
create benefits for shareholders (Elmehdi, 2007). Vefeas (1999a) claimed that the small
amount of time spent by directors working together is not utilised when carrying out
meaningful discussions. Rather, most of the time available for meetings is spent on routine
activities like presentation of management reports and several other formalities, which
decrease the time available to outside directors to effectively supervise management (Lipton
and Lorsch, 1992). In addition, board meetings incur expenses for a firm in the form of
managerial time, travelling costs, refreshments and meeting the charges of directors (Vafeas,
1999). These may have a negative influence on corporate performance.

Jensen asserted (1993) that the boards delivering high FP would be reasonably inactive and
demonstrate minor disagreements. He claimed that instead of organising board meetings
periodically, it is would be more beneficial for the board of directors to develop a framework
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that has the capacity to oversee and respond to emerging difficulties. For instance, meetings
can be carried out more frequently in times of crisis, or when the interests of shareholders are
funder threat, such as when bringing in a new CEO or defending hostile takeovers. This can
mean the relationship between board meetings and FP could be non-linear in which case,
either too few, or too many meetings, could have the same positive effect on FP (Ntim and
Osei, 2011). In this scenario, the elasticity of the board either increases or decreases the
frequency of meetings to manage rising challenges, rather than just the frequency, thereby
affecting FP. Vafeas (1999) argues in line with Jensen’s (1993) view that firms that are
proficient and have the right number of meetings, based on their working situation, are likely
to attain economies of scale in reducing agency costs, which would then improve FP. The
author also asserted that the frequency of board meetings and board size are positively
related, which is consistent with Yermack (1996), who recommended greater firm value could
be attained with smaller board sizes and fewer board meetings. In addition, Vafeas (1999)
investigated the impact of board meetings and FP, using a sample of 300 US companies, and
found companies with fewer Board meetings have the greatest book value. The reason for
this is that regular meetings indicate less efficiency and poor communication.

2.5.3 Board Composition

The composition of the board of directors is a vital aspect of board characteristics, and
pertains to the number of outside directors on the board. Agency theory states that when a
board is composed mainly of outside directors, its efficiency leads to excellent FP (Ramdani
and Witteloostuijn, 2010). Previous studies have discussed board composition to a large
extent, and examined the association between board composition and FP, obtaining mixed
results. However, it is normally presumed that efficient boards comprise a large proportion of
external directors (Ghabayen, 2012; Goh et al, 2014).

(Desoky and Mousa, 2012a) investigated the association between board composition and FP
using two measurement of FP (ROE, ROA and Tobin’s Q) for a sample comprising of 96
listed Egyptian firms in 2011. The findings revealed a significant positive relationship
between board composition and FP. Similarly, Khan and Awan (2012) examined the same
relationship in the Karachi Stock exchange, with a sample of 92 listed firms. Their results
showed firms with a greater number of independent directors demonstrated a higher ROE and
ROA.

O’Connell and Cramer (2010) investigated the association between board composition and
FP in 80 firms listed in Ireland. They showed a positive association between board
composition and FP. In addition, (Kosnik, 1987;Weiback, 1988;Kyereboah et al,
2006;Uadiale, 2010) also found a positive relationship between the percentage of external
board members and FP, linking independence to improved functionality.

On the other hand, some studies have shown that when the majority of directors are
independent, firms perform unsatisfactorily (Brickley et al, 1997;Bhagat and Black
2002;Ghabayen, 2012). Kiel and Nicholson (2003) examined a sample comprising 350
Australian firms, obtaining a negative relationship between board composition and FP. In
addition to, some studies have been conducted to evaluate the association between board
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composition and FP using various types of performance indicators such as ROA and ROE
(Hermalin and Weisbach, 1991), but empirical results failed to find any relationship.

2.5.4 CEO Duality

According to the agency theory, when management is separated from the board, managers are
able to fulfil their responsibilities more fully and can ensure that the managers’ actions are in
line with the objectives of the firm and their shareholders (Faleye, 2011). Hence, chairman
and CEO positions should be held by different people to insure the overall objectives of the
organisation are met during the decision-making process (Fama and Jensen,1983). It has been
demonstrated in several studies that companies in which the roles of Chairman and CEO are
separate offer more powerful governance than companies in which the same person holds
both positions (Finkelstein and Daveni, 1994). In contrast, Boyd (1995) asserts that the CEO
duality and FP are negatively related to each other in respect to sales and growth.

In addition, Kula (2005) reported that when the role of Chairman was detached from that of
general manager, company performance was positively influenced. This study involved 386
small and unlisted firms in Turkey. Kiel and Nicholson (2003) found a negative relationship
when examining the relationship between CEO duality and FP in Australia. More recently,
there was an increase in the number of regulations worldwide, which indicated a need for
separation in the positions of Chairman and CEO to insure a lesser number of firm collapses
(Fan, 2004). Meanwhile, other studies have demonstrated that there are weak or no
associations between CEO duality and FP (Ho, 2005;Lam and Lee, 2008;Yusoff and Alhaji,
2012;Shukeri et al, 2012).

2.5.5 Managerial Ownership and FP

Managerial ownership central to the quality of an ownership structure, and is characterised by
the percentage of shares owned by a company by insiders and boards of directors’ members
or internal ownership (Jaafar and EL-Shawa, 2009;Mandaci and Gumus, 2010;Almatari et al,
2012). Insider ownership functions as an efficient corporate system; although, managerial
ownership is counted by Jensen and Meckling (1976) as a sign that the shareholders’ interests
and needs must be brought in line with those of managers.

The association between managerial ownership and FP has been investigated through
theoretical and empirical proofs, delivering mixed results (Wahla et al., 2012;Khan et al,
2012). The ensuing discussion will analyse the inconclusive nature of these outcomes.
Agency theory is discussed first, linked to Jensen and Meckling’s (1976) finding that
managerial ownership brings about an improvement in the principle-agent agency conflict,
because agents own the majority of a company’s shares and so have the motivation to
maximize their job performance to attain an excellent performance. In contrast, high
managerial ownership seems to bring about management entrenchment, leading to intense
agency issues (Fama and Jensen, 1983; Khan et al, 2012).

Additionally, Jensen and Meckling (1976) and Shleifer and Vishny (1988) asserted that
agency costs and managerial ownership have a negative relationship, although a positive
relationship exists between FP and managerial ownership. On this subject, (Morck et al,
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1998;Liang et al, 2011), assert that a high managerial stake in company ownership can lead to
an alignment of interests between managers and owners, which will ultimately affect a firm’s
market value. In contrast, resource dependence theory encourages the participation of
external sources, as this can offer a company a variety of sources and experiences to enhance
shareholder rights and those of other parties related to the company (Khan et al, 2012). This
finding concentrates on incorporating confiscated resources and integrating them, so that the
highest value for experience and confiscation can be obtained, assisting in attaining the
objectives of all parties associated with the company (Liang et al,2011). Hence, a high degree
of ownership among board members does not bring about better firm performance (Pfeffer,
1972). Furthermore, the same outcomes are obtained in several researchers’ empirical studies
(Jensen and Mecking, 1976;Morck et al., 1988; Hliermalin and Weisbach, 1991), which
claimed that when managers fully own the company the firm incurs no agency costs. In
contrast, Fama and Jensem (1983) claimed that when there is greater managerial ownership,
there are greater costs, which are not congruent with the interests of managers and
shareholders. In addition, they presented a new hypothesis to discuss the negative association
between managerial ownership and FP. In addition, Almatari et al. (2012) asserted that insider
ownership and FP are unrelated. Researchers such as Stulz (1999) presented a different sort
of association between managerial ownership and FP; i.e. one that is non-linear. This made it
possible to demonstrate a positive association between insider ownership and FP, in which
there is a small proportion of explanatory power (R square is merely in the range of 3% and
7%). Therefore, the association between managerial ownership and other ownerships is still
unclear.

Morck et al. (1998) found a positive association when investigating the association between
managerial ownership and FP. The authors determined the true purpose of managerial
ownership was to establish company resources to fulfil their personal interests, which were
distinct from those of external stakeholders. According to Kaplan (1989), FP can be improved
upon when large manager buyouts take place. Smith (1990) reported a similar result,
asserting that progress in FP may be due to paying the optional expenses of a firm; for
instance, advertising, research and development, and planning and property.

2.5.6 Concentration Ownership and FP

The aspect of the CG system of the ownership structure, as assessed in this study, pertains to
concentration ownership. It is a response to the different levels of legal security offered to
minority shareholders in different countries (Almatari et al, 2012). Concentration of
ownership is also described in terms of the percentage of a firm’s shares retained by the
majority shareholders (Azam et al., 2011). Similarly, ownership concentration is determined
by the ratio of shares retained by the 5 greatest shareholders, or by the most important
shareholders (Sanda et al., 2005; Karaca and Eksi,2012).

In fact, Berle and Means (1932) found a positive association between ownership
concentration and FP, although researches demonstrated a lack of association between the
two variables (Demsetz and Lehn, 1985;Singh and Gaur, 2009). However, this does not reject
the significance of ownership concentration, as Shleifer and Vishny (1997) asserted;
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ownership concentration, alongside legal security constitutes once of the two main factors
establishing CG. That is, large shareholders can provide advantages to minority shareholders
because they offer influence and incentive to prevent managers from indulging in asset
stripping or expropriation. Considering this, ownership concentration can be thought of as an
efficient governance scheme. Agency theory proposes that ownership concentration is a
crucial element supporting better CG (Omran, 2009; Siala et al., 2009). However, when there
is a high degree of ownership concentration, an opportunity to control shareholders and
managers by ensuring that minority shareholders do not become involved in expropriation is
provided (Bolbol et al., 2003;0biyo and Lenee, 2011).

Keeping in view the detailed discussion presented previously regarding agency theory,
empirical evidence and resource dependence theory, no conclusion has yet been reached
concerning the association between ownership concentration and FP. Several international
authors have stated that there is a positive correlation between ownership concentration and
FP, even in developed countries (Alfarooque et al,2010). However, Shleifer and Vishney
(1997) assert that FP is positively associated with a certain degree of ownership, as there is
greater motivation for a larger group of block holders. Soliman (2012) reported similar results
as demonstrating a powerful association between large shareholders and firm worth.

Grosfeld (2006) found a strong effect of ownership application in Japan. La Porta et al.
(1999) investigated 28 developing countries and found firm’s ownership structures are not
well known for minority shareholder groups. Furthermore, Claessens et al. (2000) examined
3000 companies in the Middle East and Asia, and found that in over 65% of the sampled
companies, there is a single large shareholder controlling the company, because they have the
majority of the shares. La Porta (1999) stated that concentration of ownership is higher in
Asian countries, than in others such as Europe.

In summary, the major elements of CG have been elaborated on in the literature review in
context with this research study. Various possible factors affecting FP have been introduced
and the topic has referenced distinct outlooks regarding CG, in particular its significance
combined with empirical studies and essential theories (i.e. Agency theory), in order to fulfil
the intentions of the critique.

3. Research Methodology
3.1. Introduction

The previous chapter reviewed the relevant theoretical and empirical literature, suggesting
study designs procedures and methods, some of which have been adopted by the researcher to
achieve the aim and objectives of this study. To choose an appropriate research philosophy,
methodology and methods the research onion was also utilised (Saunders et al, 2009), as
described herein. The main source of data is a secondary data search, which supplies a variety
of information to inform the research and analytical data to support problem solving (Lucy,
2002). The study also utilises a substantial data set, collected from the annual reports of listed
firms on the official stock market trading website (the Tadawul), detailing CG board
structure, and ownership structures, to investigate FP (Ghabayen, 2012). In addition,
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secondary data studies, including journal articles, and the CG codes of Saudi Arabia will also
help to enhance the study analysis.

Figure 4: The Research Onion (Source: Saunders et al, 2009:183)
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The diagram above presents various methods of research, which will be identified as:
3.2 Research philosophy

According to Chapman and (Giddings, 2006), there are various philosophical positions that a
researcher can conveniently access. One of which is positivism, the foundation of which
claims that truth is an independent and irretrievable factor, requiring the observer to not act
on real assumptions or utilise the ability to uncover empirical evidence and experiments to
verify the truth (Gephart, 2004).

3.3 Research Approaches

The research approach taken in this study will be as shown in the second layer of the so-
called ‘research onion’ (Saunders et al., 2007). Deductive tools will be employed to support
the researcher in preparing a conceptual model. By utilising a deductive approach, the
researcher will be able to access a wider range of information and data, enabling
generalisability, which is merely utilised in inductive studies, as conveyed by (Saunders et al,
2007). The findings collected are referred to as more convincing and trustworthy, as the
guantitative data was collected utilising structured questions. The researcher made use of a
deductive approach; based on an understanding of the impact of the internal CG mechanisms
on FP in Saudi Arabia.
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Figure 5: Conceptual Model (Source: Aljifri and Moustafa, 2007;Ghabayen, 2012; Khan et
al, 2011)
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The above diagram is the conceptual model applied in this study after adaptation from the
works of (Aljifri and Moustafa, 2007;Ghabayen, 2012;Khan et al, 2011). It shows that the
independent variables i.e. board characteristics, including board size, board meeting, board
composition and CEO duality and Ownership characteristics, including managerial and
concentrated ownership are the factors determining internal governance mechanisms. The
leverage and firm size are also included as independent variables, because these elements
have a direct influence on FP, as depicted by the accounting measures, ROE and ROA and the
market measure, Tobin’s Q. These two types of measurement are utilised in prior studies to
examine CG, as illustrated by (Demsets and Lehn, 1985;Yermack, 1996;Alkhouri,
2006;Yermack, 1996;Klein et al, 2005). Using these methods can have two significant
consequences. Alkhouri (2006) described the first consequence, i.e. the utilisation of market
measures demonstrates the extent of value and respect from investors in an organisation,
while accounting measures are utilised to assess its structural form and the extent of control
by accounting rules. In addition, Klein et al. (2005) described a second consequence, i.e. by
means of market measures; the future of the firm can be anticipated as demonstrating market
expectations, while the accounting measures help to concentrate the firm’s earlier
performance.

3.4 Research Hypotheses

Lucy (2002) explained that a hypothesis is a testable proposition, which can be useful when
testing the relationship between distinct variables, if utilised empirically. Additionally,
another type of hypothesis, a statistical hypothesis can be utilised for determining the
probability and distribution of parameters, where probability refers to the relationship
between independent and dependent variables. These are utilised to determine a null set
hypothesis (HO) and an alternative (opposite) hypothesis (H1). However, hypotheses are
utilised and included to identify and analyse research problems. A table is given below
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comprising certain hypotheses, which have been constructed based on the findings of the
preceding literature review chapter:

Table 1: Study hypotheses

C{z mechanism Hypotheses

Board size H1: There is a relationship between board size and firm performance

Board meeting H2: There is a positive relationship between board meeting and firm
performance

Board H3: There is a positive relationship between board composition and firm

composition performance

CEQ duality H4: There is a negative relationship between CEQ duality and firm
performance

Managerial HS5: There is a positive relationship between managerial ownership and

ownership firm performance

Concentration H&: There is a positive relationship between concentration ownership and

ownership firm performance

3.5 Research Strategies

The third layer of the research onion is the research strategy. In order to achieve the aim and
objectives of the research, an OLS regression will be conducted, to provide empirical
evidence to examine the relationship (if any) between board and ownership characteristics
and FP using SPSS. The data will be collected from the annual reports of listed firms on the
official trading market stock website, the Tadawul. However, other secondary data resources,
such as journal articles, and the CG codes of Saudi Arabia, will be used which will help to
enhance the study analysis.

3.6 Research Choice

The fourth layer of the research onion, as proposed by Saunders et al, (2009), involves
overcoming the element of choice. Moreover, the outcomes of empirical work are attained
with the application of “Mono-method”, along with its benefits regarding quantitative data
collection techniques. However, this research option is only suitable for a single data
collection technique (Saunders et al., 2009).
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3.7 Time-horizon

The time horizon in a research study refers to the amount of data presented, effecting the
decision to present a long-term observation, or a snap shot of a specific point in time. While
linking data to a snap shot of events, the researcher found the variables linked with the
research question could be assessed using a narrow time span, something that is possible
when using simultaneous data, as illustrated by Saunders et al. (2009). Therefore, the study
period will be restricted to 2012, because it was not possible to test more recent data from
2013 due to the availability of the data. Meanwhile, the 2012 period includes data to assist in
examining the impact of CG internal mechanism on FP. Hence; it meets the aim and
objectives of the study.

3.8 Techniques and procedures
3.8.1 Data Collection

This research study is based on a data population of non-financial firms listed on the Saudi
Arabian Stock Exchange, the Tadawul (Tadawul.com.sa, 2014). (Adams and Mehran, 2003)
elucidated two major discrepancies in governance, affecting the non-financial and banking
sectors. The first major discrepancy is that a banks’ business is relatively complicated, having
the potential to alter quickly, and there are a larger number of stakeholders in a bank than in
non-financial firms. As per (Almatari et al, 2012), there seems to be greater obscurity in the
implementation of formal regulations within the banking sector, which complicates the
financial sectors. According to (Ghayaben, 2012;Moustafa and Aljifri, 2007), financial firms
are not considered here due to the discrepancies in the regulation of non-financial firms and
banks. Thus, the data sample comprises data from 118 firms instead of 168, whereas the data
is attained from the annual report of Tadawul, as is the number of listed organisations in 2014
(Lucy, 2002). Table A.1 in appendix A shows the firms selected for analysis.

3.8.2 Procedures of Data Collection

For the purpose of conducting a study on the CG mechanisms (Ownership and board
characteristics) and FP, the data will be accumulated from the annual reports of the selected
firms. The data sources for determining the CG included annual reports from the CG’s
corporate information and a statement and the director’s profile.

Naoum (2013) stated that the secondary data was distinctive of problem solving and research.
Meanwhile, the secondary data was accumulated for the purpose of leniency in accessibility,
and to attain the answers to research questions; thus, all the data will be gathered from the
annual reports of the listed firms on the official Tadawul website.

3.8.3 Data Analysis

In order to analysis the data, the multiple regression method is employed to examine the
relationship between the FP in Saudi and board size, board meeting, board composition, CEO
duality, managerial ownership and concentration ownership.
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The result of regression analysis is a model that presents the best prediction of a dependent
variable from numerous independent variables. This model is utilized when the independent
variables are associated with each other’s and with the dependent variable (Lucy, 2002;
Ghabayen, 2012).
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The following regression models that show the relationship between FP and CG internal
mechanisms are estimated as follow:

FPERF B0 | fi1Bsize | B2Bmeeting | F3Bcomp | p4Cdual | A5Fz | féLlev | £ (1)

FERF P01 fiManown | f2Cnown | g2Fz | f4lev | F (2)
FERF

A0 | A1lBsize | p2Bmecting | F3Bcomp | B4Cdual | A5Manown BeCnown
A7Fz | f3Lev | £

©)

The general models above will be examined using multiple regressions; the first model shows
the relationship between the board characteristics only as independent variables, and FP
(Tobin Q, ROA and ROE) as dependent variable. The second model shows the relationship
between ownership structure only and FP. The third model shows the relationship between all
internal CG mechanisms and FP. However, to clearly examine the effect of internal CG
mechanisms, each of the models above will be examined twice. Firstly without including the
firm size and leverage variables and secondly, which includes the firm size and leverage.
Table 2 below shows the description of each variable shown in the models above and the
source that will be used to collect that variable.
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Table 2: List of variables

Type Variahle Abbrev | Description Source
Independent
Board Size | Bsize Number of director on the board Annual
Report
Board Board Bmeeti | Number of Board meeting held in the last Annual
Characteristics | Meeting n accounting period reported Report
Board Beomp | Number of independent directors on the board Annual
composition Report
CEQ Cdual | This variable is a dummy variable, If the chairman | Annual
Duality of the board is the CEQ manager at the same time. If | Report
yes then a value of one will be considered Otherwise
the value of zero should be considered.
Managerial | Mnown | The proportion that managers and board of director | Tadawul
Ownership | Ownership own in the firm .com.sa
Characteristics | Concentrati | Cnown | The proportion that large shareholder who own Annual
on more than 5% in the firm Report
Ownership
Dependent
Tobin Q TQ Book value of debt plus Market value of equity Tadawul
Firm divided by total assets .com.sa
Performance | Returnon | ROA | Operating Income divided by total Assels Tadawul
Measures Asset JCOITLER
(ROA)
Returnon | ROE Operating Income divided by total Equity Tadawul
Equity [COM.53
(ROE)
Control
Financial Firm Size | FZ Log of total asset will be used to present the value of | Tadawul
Characteristics firm size ,COM.58
Leverage Lev Total Non-current liabilities over Total assets Tadawul
LCOM.58

3.9 Limitations

The results are subject to some limitations. Firstly, the data is based on facts and figures from
only one year, i.e. 2013, as earlier records were unavailable. If a longer period were examined
it may lead to more comprehensive and reliable findings. Secondly, the FP measures
employed, i.e. ROA, ROE and Tobin’s Q, to test the dependent variables, may not show the
real values as the original figures for FP might be subject to management manipulation
(Jones, 2011). Thus, the study does not show a full picture of all factors. Thirdly, the study
only includes data from non-financial firms, so the findings do not represent the entire
market. If financial industries were included, the findings may have differed. Fourthly, the
research is concentrated only on the internal mechanisms of CG, entirely excluding external
ones. This also hinders provision of the bigger picture.
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In summary, this chapter presents the methods and procedures used to answer the central aim
and research questions of the study and its limitations, which are to examine whether internal
CG mechanisms have affected the performance of firms listed on the Saudi stock exchange
since the implementation of Saudi CG code. Meanwhile, the next chapter will provide an
empirical analysis of the study.
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4. Empirical Analysis
4.1 Introduction

The previous two chapters discussed the relevant CG literature and explained the
methodology and data that will be examined, to meet the study objectives. This chapter
consists of three main sections, which will be analysed and discussed. Firstly, it presents the
descriptive statistics of the data. Secondly, the correlation analysis is displayed and the third
section focuses on the regression analysis and discussion the results, and its meaning.

4.2 Descriptive Statistics

Table 3: Descriptive Statistics

Descriptive Statistics
M Minimum | Maximum | Mean Std.
Deviation

Feturn on Assets %o 118 G042 45.00 672 11,085
Return on Equity % 118 =20.70 115.00 12.43 15,85
Tohin ) 118 i) .59 1.94 1.12
Board Size 118 4 13 ®.50 1.63
Board Meel:inE 118 1 17 553 244
Beard Composition 118 ] 12 3.90 1.49
Chairman CEQ Fole Share 118 L1 1 0.13 034
ManaEerial Ownership¥ 118 LERL L] QR.00 17.66 20193
Concentration Ownership 118 5.00 98.00 | 36.17 23.95
e
Firm Size (log of total 118 4.62 B.53 635 g2
assets)
Leverage o 118 45 30 326,53 3635 6220
Valid M (listwise) 118

The table above displays all the variables considered in this study. There are three dependent
variables, used as FP measures for the 118 firms. Firstly, ROA (first accounting measure),
which shows a minimum value of -60.42% and a maximum of 45%. The mean is 6.72%
while the standard deviation is 11.06%. With ROE (the second accounting measure), it is
evident that the mean is 12.43%, with a standard deviation of 15.85%, while the minimum is
-20.70% with a maximum of 115%. For the Tobin’s Q (the market measure), the mean is
1.94% with a standard deviation of 1.12%. The minimum value is 0.69%, and the maximum
value is 6.59%.
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With regard to the independent variables, table 3 also displays information concerning the
four board characteristics variables. The table reveals that the minimum board size of the
listed companies is 4, while 13 directors is the maximum, and the mean is 8.50. This result
was consistent with that of (Dogan and Smyth ,2002;Mak and Kusnadi, 2005;Ghabayen,
2012), who found a mean of 8.5 for board size. Jensen and Ruback (1983) suggested that a
board size of not more than 8 or 9 members is legitimate for ensuring efficiency and
effectiveness. Recent thoughts were built on smaller boards. Jensen (1993) and Lipton and
Lorsch (1992) argued that large boards are less active making them easier for a CEO to
monitor.

Table 3 show that the board meetings, have a minimum of 1 and maximum of 17 with a mean
of 5.53 meeting annually. This means that the companies in Saudi Arabia hold a board
meeting at least once each year, which complies with the Saudi CGC (Article 16, 1). This
result is consistent with (Carcello, 2002) finding of a mean number of board meetings of 5.50
in the South-African market. However, the table also shows board composition involves a
minimum of zero and a maximum of 12 independent members, with a mean of 3.9 for listed
companies. This result is similar to Mousa and Desoky (2012a), who found a mean of 3.5 on
the Bahrain Stock Exchange for 2012. The table also illustrates CEO duality is a maximum of
1 and a minimum of zero with a mean of 13%. This result is consistent with findings reported
by Goh et al. (2014).

Table 3 also shows the descriptive statistics for ownership characteristics. The concentrated
ownership variable delivers a minimum of 5% and a maximum of 98%, with a mean of 36%.
This result is similar to the findings of Soliman (2012), who found a mean of 30% of
ownership concentration in Saudi market in 2011. However, managerial ownership, which
refers to the percentage of shares owned by the group who manages the company, has a
minimum of zero and a maximum of 98% with a mean of 17.66%.

With regard to control variables, firm size returns a minimum of 4.62 and a maximum of
8.53, with a standard deviation of 72%. Saudi companies leverage has a minimum of -45.30%
and a maximum of 326.53%, with a mean of 36.35%, and a standard deviation of 62.2%
which is a reasonable amount of leverage when compared to other markets; e.g. Bahrain
(Desoky and Mousa, 2012D).
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4.3 Regression Analysis and Discussion of results
4.3.1 Board characteristics and FP

Table 4: Regression between board Characteristics and FP Measures

Market Performance Accounting Performance Accounting Performance
Tobin Q) model 1 ROA model 2 ROE model 3
Variables Without With firm | Without firm | With firm | Without firm | With firm
firm size size and size and size and size and size and
and leverage leverage leverage leverage leverage
leverage
Board | B = 1TER** =104 107 =043 2.132%* 2.000%*
Size [Sig|  (.009) (.123) (.874) {.953) (.028) (.048)
Board 006 014 - 486 -514 436 353
Meeting ] (.734) (.234) (234) 473) (.554)
Board 1.922E-5 =24 =419 -434 =541 =830
Compostion | (1.00) (672) (490) (A82) (532) (332}
CEO Dualtiy =404 -359 5.628% 5.625* 2886 3262
(.194) (.220) [072) (.074) [.515) (452)
Firm Size Nil ~420%* Nill 1.159 Nil 2376
(.016) (.332) (.336)
Leverage Nil =002 Nil =010 Nil =(73%=*
(.204) (.626) .011)
Constant 3.439 3618 9.457 3.941 -6.276 =16.028
{.000) (.000) (.106) (.713) .450) (.282)
No. of 118 118 118 118 118 118
Observation
R. Squared 074 193 041 045 050 108
F value 2.151 4.411 L1215 0.568 1489 2.234

Sigmifcanta 1960+, S5+, 105 (7 levels,

Table 4 summarises the results from the first regression model examining the relationship
between board characteristics (i.e. board size, board meeting, board composition and CEO
duality) and FP (i.e. Tobin’s Q, ROA and ROE). It presents two classes of results. First, the
relationship between CG mechanisms and FP not including firm size and leverage variables,
and secondly the relationship between the CG mechanisms and FP including firm size and
leverage variables. Those results will be compared with the alternative hypotheses
constructed based on previous studies reported in table 1 in the methodology chapter.

The first alternative hypothesis (H1) in table 1, identifies a relationship between board size
and FP. In reference to model 1, table 4 shows a negative and significant relationship between
board size and Tobin’s Q, at the 1% significance level (p=0.009, F value=2.251), and with R
squared at 7.4%, which means other elements affect the performance of Tobin’s Q by 92.6%.
This negative relationship indicates that larger board size leads to a worse firm value. This
may indicates that Saudi firms do not choose their board size ideally which result in lack of
harmony, and leads to worse decision making that affect the FP negatively. The possible
reason for this relationship is that firms with large board finds difficulties in controlling the
board than smaller boards, which reflect in FP. However, when examining the model again,
including the firm size and leverage variables, the result shows no relationship between board
size and Tobin’s Q. This means firm size and leverage have affected the previous findings,
and therefore board size does not impact FP (Tobin’s Q).

In reference to model 2, table 4 shows no relationship between board size and ROA. Even
when including firm size and leverage in the model, the result still shows no relationship
exists. The result is similar to that found by (Guest, 2009; Ghabayen, 2012), who examined
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Middle East non-financial firms and found no relationship between board size and FP (ROA).

In reference to model 3, table 4 shows board size have a positive and significant relationship,
at a 5% significance level with ROE (p=0.028, F value= 1.489) and an R squared value of
5%, which means other elements affect the performance of ROE by 95%. However, when
considering other non-CG variables (i.e. firm size and leverage), board size is shown to have
a positive relationship with ROE at a 5% significance level (p=0.048, F value= 2.234) and R
squared level of 0.108, which means that 10.8% of the variation in ROE is explained by all
the regressors included. This positive relationship indicates a larger board leads to a better
performance and vice versa.

The second alternative hypothesis in table 1, depicts a positive relationship between number
of board meetings and FP. Table 4 shows there is no relationship between board meetings and
FP (Tobin’s Q, ROA and ROE). Even when including firm size and leverage in the model, the
result shows no relationship between number of board meetings and FP measures. Table 3
shows Saudi firms have an average of 5.53 meetings, which has been described as a
reasonable number of meetings (Johl et al., 2014). A possible explanation for the irrelevance
of number of board meetings is that they may not meet the quality required by the CGC, and
therefore their effectiveness is less. This result confirms Vefeas’ (1999) argument that the
number of times a boards meets does not reflect on performance, as meetings do not
necessarily represent a full exchange of ideas between directors, making them meaningless.
This result is consistent with (Elmehdi, 2007; Vefeas, 1999a; Carcello, 2002), who found no
relationship between board meetings and FP.

The third alternative hypothesis presented in table 1 state there is a positive relationship
between board composition and FP. The empirical result in table 4 shows no relationship
between a board’s composition and FP (Tobin’s Q, ROA and ROE). Even when including
firm size and leverage in the model the result still shows no relationship between the board
composition and the FP measures. The reason why independent directors do not affect FP
could be due to the full compliance with the CGC (Ghabyen, 2012). The Saudi CGC requires
at least three independent directors or 33% independent directors on a board of directors.
However, it was found (see table 3) that some large firms did not comply with the code
(Cma.com, 2014). This empirical result is consistent with (Daily and Dalton, 1992; Brickley
et al, 1997; Bhagat and Black 2002; Yermack, 1996) who found no relationship between
board composition and FP, contradicting the work of Weiback (1988) and O’Connell and
Cramer (2010), who found a positive relationship between board composition and FP. It
could be concluded that board composition, does not affect FP. Therefore, H3 is rejected.

The fourth alternative hypothesis given in table 1, states there is a negative relationship
between CEO duality and FP. The empirical results in table 4 show no relationship between
CEO duality and FP (Tobin’s Q and ROE). However, there is a significant and positive
relationship between CEO duality and ROA at the 10% significant level (p=0.072, F
value=1.215) and an R squared of 4.5%, which means there are other elements affecting the
performance of ROA by 95.5%. Even when including firm size and leverage in the model, the
result shows the relationship between CEO duality and other FP measures are unchanged.
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This means that separating the Chairman’s role from that of the CEO could lead to a slightly
better FP. A possible reason for this relationship is that the Saudi CGC does not allow for
duality in firms (Ezzine, 2012). Table 4 shows, roughly 13% of firms failed to comply with
the CGC, but the remaining 87% of the sampled companies did so, as apparent in the
regression analysis. The result is consistent with the result reported by Uddin and Tsamenyi
(2008) who examined Jordanian listed firms, and found FP improved when duality was
separated. In addition, Sanda et al. (2003) examined firms listed in Nigeria and Kula (2005)
and firms listed on the Turkish stock exchange, and found a positive relationship between FP
and CEO duality. However, they claimed that the nature and effect of the duality relationship
could differ from country to country depending on the CGC and culture. This contradicts
reports by (Boyd, 1995; Kiel and Nicholson, 2003), who found a negative relationship
between CEO duality and FP. These findings do not support H4. Therefore, the hypothesis is
rejected.

With regard to firm size, table 4 shows that for model 1 there is a negative and significant
relationship between firm size and Tobin’s Q at the 5% significance level (p=0.016, F
value=4.41) and an R squared of 19.3%. This relationship indicates smaller firms are more
inventive and inspired to boost their value. One possible explanation is that as Saudi is an
emerging market, investment opportunities coincide with economic growth, which attracts
investors to invest in smaller firms and newly listed firms to maximise their wealth. The other
possible explanation is that large firms have more power financially and greater resources
than smaller firms, although they were less able to attract investors, as smaller firms grew
their value more quickly than large firms. This finding is consistent with prior studies in the
Saudi context (Hudaib and Haniffa, 2006; Aljaaidi, 2011). For models 2 and 3, there is no
relationship between firm sizes and ROA or ROE, which is similar to the findings of Aljifri
and Moustafa (2007).

With regard to leverage, table 4 shows models 1 and 2 have no relationship with Tobin’s Q or
ROA. However, model 3 shows a negative and significant relationship between leverage and
ROE at the 5% significance level (p=0.011, F value=2.234) and R squared of 10.8%. This
relationship indicates firms with lower debts tend to perform better. One possible explanation
for this is that firms with high leverage face a rise in their operational expenses to try to meet
their financial obligation to pay a high rate of interest, which leads to results and cash
problems, and reduces the earnings of the firm. Therefore, this affects FP negatively. This
result is consistent with those reported by (Weir et al, 2002; Aljifri and Moustafa, 2007) and
contradicts that of Mousa and Desoky (2012), who reported a positive relationship between
leverage and FP.
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4.3.2. Ownership Structure and FP

Table 5: Regression between Ownership Characteristics and FP Measures

Market Performance Accounting Accounting Performance
Tobin () model 1 Performance ROA ROE model 3
model 2
Variables Without With Without | With firm | Without firm | With firm
firm size | firmsize | firmsize | size and size and size and
and and and leverage leverage leverape
leverage | leverage | leverage
Concentratio | B =005 007 =013 =031 079 (D85
n Owmership “g™™377) (.153) (773 (.564) (.224) (253
i
g
Managerial 010* A0 JOE** 17 108 {080
Ownership (.057) (433) (.039) (032) (.145) {289)
Firm Size Nil - B56%*" Mill 1.00% Nil 2.600
(.000) (.600) (330
Leverage Nil -.001 Mil ooz Nil -T2k
474 (538 (010)
Constant 1.902 5.800 5.289 -.6E9 T.678 -5.936
(.000) (.000) (005) (.251) (.005) (-704)
Moo of 118 118 118 118 118 118
Observation
F. Squared 032 A82 038 042 Ode 1oz
F value 1919 6.696 2.292 1.23% 2.781 3.198

Wote: P-values are presented in parentheses.
Significant at 1%%(***), 5%(**}, and 10% (*) levels.

The table above shows the results for the regression examining the relationship between
ownership characteristics (i.e. Ownership concentration and Managerial ownership) and FP
(i.e. Tobin’s Q, ROA, ROE). The regression results will be compared with the alternative
hypotheses constructed based on the previous studies in table 1, in the methodology chapter.

The fifth alternative hypothesis in table 1, states there is a positive relationship between
managerial ownership and FP. In reference to model 3, table 5 shows no relationship between
managerial ownership and ROE, but model 1 indicates a significant and positive relationship
between managerial ownership and Tobin’s Q at the 10% significance level (p=0.057, F
value=1.919) and an R squared of 3.2%, as the variation in Tobin’s Q is explained by all
regressors. However, when including firm size and leverage variables in the model, no
relationship was found.

In model 2, table 5 shows a positive and significant relationship between managerial
ownership and ROA at the 5% significance level (p=0.039, F value=2.292) and an R squared
of .038, which means a 3.8% variation in ROA is explained by regressors. Even when
including firm size and leverage in the model, the result remains significant and positive at
the 5% significant level (p=0.032, F value=1.238) and an R squared of 4.2%. However, the
above findings indicate higher managerial ownership is linked with higher firm value and
performance. In other words, firms that have a large proportion of managerial ownership
perform better than firms with a small proportion of managerial ownership do. The possible
explanation for this relationship is that firms with higher managerial ownership have lower
agency costs, which means that they save on some monitoring costs, and FP is expected to
increase as claimed by (Morck et al., 1988; Soliman, 2012; Kumar and Singh, 2013). In this
situation, the agency problem seems to be less influential in a condition where firms have a
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large proportion of managerial ownership, as the agency conflict is less (Jensen and
Meckling, 1976).

The sixth alternative hypothesis in table 1 reports a positive relationship between
concentration of ownership and FP. Table 5 shows no relationship between concentration and
FP (i.e. Tobin’s Q, ROA and ROE). Even when including firm size and leverage variables, no
relationship was found. This means the concentration of ownership does not affect FP.

Table 5 shows a significant and negative relationship between firm size and Tobin’s Q at the
1% significance level (p=0.000, F value=1.919) and R squared of 19.2%. However, there is a
negative and significant relationship between leverage and ROE at the 1% significance level
(p=0.010, F value= 3.198) and an R squared of 10.2%. These results are similar to previous
findings, reported in table 4.

5. Conclusion
5.1. Conclusion

In conclusion the study met its aim and objectives by examining the relationship between
internal CG mechanisms and FP. The methodology employed was to create an OLS model of
multiple regressions, taking CG mechanisms and company’s respective performances as
independent and dependent variables respectively for a sample of 118 non-financial Saudi
firms in 2014. The study concludes that three of the CG mechanisms, i.e. board size, CEO
duality and managerial ownership as well as firm size and leverage variables, had an impact
on FP in Saudi Arabia. Whereas, the other three internal mechanisms, board meeting, board
composition, and concentration of ownership were found to have no impact on FP. It could be
concluded that the insignificant impact of CG variables was due to lack of compliance with
CGC, as discussed in the analysis above. For future research it is suggested to take into
account that both internal and external mechanisms (i.e. regulations) associated with CG
should be examined in mixed sample of the financial and non-financial industries together, to
examine which industry is most affected by the CG code.
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Appendix

(Firms selected for analysis)

Table A.1: Firms selected for analysis

Petrochemical Industries

Industrial Investment

Real Estate Development

2330 - Advanced Petrochemical
Company

1214 - Al
Ibrahim Shaker

Hassan Ghazi

4150 - Arriyadh Development
Co.

2170 - Alujain Corporation

1213 - Al Sorayai Trading And
Industrial Group Company

4300 - Dar Alarkan Real Estate
Development Company

2001 -
Company

Methanol Chemicals

2340 - ALABDULLATIF
INDUSTRIAL INVESTMENT
CO.

4220 - Emaar The Economic
City

2210 - Nama Chemicals Co.

1212 - Astra Industrial Group

4250 - Jabal Omar Development
Company

2060 -
Industrialization Co

National

1210 -
Industries Co

Basic Chemical

4310 -
City

Knowledge Economic

2002 - National Petrochemical
Company

2180 - Filing and Packing
Materials Manufacturing Co.

4100 - Makkah Construction and
Development Co.

2380 - Rabigh Refining and
Petrochemical Co

2220 - National  Metal
Manufacturing and Casting Co.

4020 - Saudi Real Estate Co.

2260 - Sahara Petrochemical
Co.

1211 - Saudi Arabian Mining
Company

4090 - Taiba Holding Co.

2020 - Saudi Arabia Fertilizers
Co.

2230 - Saudi Chemical Company

2010 - Saudi Basic Industries
Corp

4140 - Saudi Industrial Export Co

2250 - Saudi
Investment Group

Industrial

2300 - Saudi Paper Manufacturing Co.

2310 - Saudi International

2070 - Saudi Pharmaceutical Indust.& Med. Appliances Corp.
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Petrochemical Co

2350 - Saudi
Petrochemical Company

Kayan

1201 - Takween Advanced Industries

2290 - Yanbu National
Petrochemical Company

2150 - The National Co. for Glass Industries

Hotel & Tourism Industries

Media and Publishing

Transport

1810 - Al-Tayyar Travel Group
Holding Co.

4270 - Saudi Printing and
Packaging Company

4040 - Saudi Public Transport
Co.

4010 - Saudi Hotels & Resort
Areas Co.

4210 - Saudi
Marketing Group

Research and

4110 - Saudi Transport and
Investment Company

4170 - Tourism Enterprise Co.

4070 - Tihama Advertising &
Public Relations Co.

4030 - The National Shipping
Co. of Saudi Arabia

4260 - United International
Transportation Company Ltd.

Retail Cement Industry Energy & Utilities Industries
4001 - Abdullah Al Othaim | 3091 - AL JOUF CEMENT | 2080 - National Gas &
Markets Company COMPANY Industrialization Co.

4200 - Aldrees Petroleum & | 3010 - Arabian Cement Co 5110 -  Saudi  Electricity
Transport Services Co. Company

4290 - Alkhaleej Training and
Education Company

3003 - City Cement Co

Multi-Investment

4004 - Dallah Healthcare | 3080 - Eastern Province | 2140 - Al-Ahsa Development Co.
Holding Company Cement Co.
4240 - Fawaz Abdulaziz | 3001 - Hail Cement Company | 4130 - Al-Baha Investment and

AlHokair Company

Development co

4180 - Fitaihi Holding Group

3002 -
Company

Najran  Cement

4080 - Aseer Trading, Tourism &
Manufacturing Co.
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4190 - Jarir Marketing Co 3004 - Northern Region Cement | 4280 - Kingdom Holding
Company Company
4002 - Mouwasat Medical | 3030 - Saudi Cement Company. | 2120 -  Saudi  Advanced

Services Company

Industries Co.

4160 - National Agriculture
Marketing Co.

3050 - Southern
Cement Co.

Province

2030 - Saudi Arabia Refineries
Co.

4005 - National Medical Care
Company

3090 - Tabuk Cement Co.

2190 - Saudi Industrial Services
Co.

4050 - Saudi Automotive | 3040 - The Qassim Cement Co
Services Co.

4006 - Saudi  Marketing | 3020 - Yamama Cement Company
Company

4003 - United Electronics | 3060 - Yanbu Cement Co.
Company

Building & Construction

Agriculture & Food

Industries

Telecommunication &
Information Technology

1330 - Abdullah A. M. Al-
Khodari Sons Company

6070 - Al-Jouf Agriculture
Development Co.

7040 - Etihad  Atheeb
Telecommunication Company

2320 - AL-BABTAIN POWER
&TELECOMMUNICATION
CO

2280 - Almarai Company

7020 - Etihad Etisalat Co

2200 - Arabian Pipes Company

4061 - Anaam
Holding Group CO.

International

7030 - Mobile
Telecommunications  Company
Saudi Arabia

1302 - Bawan Company

6060 - Ash-Shargiyah
Development Company

7050 - Saudi Integrated Telecom
Company

2370 - Middle East Specialized
Cables Co

6080 - Bishah Agriculture
Development Co.

7010 - Saudi Telecom
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1310 - Mohammad Al Mojil

6001 - Halwani Bros

Multi-Investment

Group Company

2090 - National Gypsum | 6002 - Herfy Food Services Co | 2140 - Al-Ahsa Development Co.
Company

4230 - Red Sea Housing | 6090 - Jazan Development Co. | 4130 - Al-Baha Investment and

Services Company

Development co

2160 - Saudi Arabian Amiantit
Co.

6010 - National Agriculture
Development Co.

4080 - Aseer Trading, Tourism &
Manufacturing Co.

2110 - Saudi Cable Company 6020 - Qassim Agriculture Co. | 4280 - Kingdom Holding
Company
2040 - Saudi Ceramic Co. 6004 - Saudi Airlines Catering | 2120 -  Saudi  Advanced

Company

Industries Co.

2130 - Saudi Industrial | 6050 - Saudi Fisheries Co. 2030 - Saudi Arabia Refineries
Development Co. Co.
1320 - Saudi Steel Pipe | 2270 - Saudia Dairy and | 2190 - Saudi Industrial Services
Company Foodstuff .Co Co.

2360 - Saudi vitrified clay pipes
co.

2050 - Savola Group

1301 - United Wire Factories
Company

6040 - Tabuk Agriculture Development Co.

2240 - Zamil
Investment Co

Industrial

2100 - WAFRAH FOR INDUSTRY AND DEVELOPMENT
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