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ABSTRACT

This thesis examines the relationship between CG mechanisms and firm performance
among firms in the Saudi Stock Exchange (Tadawul) for the periods 2007-2011. Two
models have been developed using the framework of agency theory, stewardship theory,
and resource dependence theory to test this study’s hypotheses. Model 1 comprises three
categories of determinants. The first category is board of directors’ characteristics: board
Royal family members, board size, independence, board meetings, board financial
knowledge, CEO duality, and board multiple directorships. The second category of
determinants is audit committee characteristics: audit committee outside financial
expertise, multiple directorships, size, independence, meetings, and financial expertise.
The third category is ownership structure: Royal family, non-Royal family, government,
and domestic corporate ownership. Model 2, including ownership structure, comprises
board of directors’ effectiveness score and audit committee effectiveness score. This
study utilizes the Weighted Least Squares (WLS) models. The final sample comprises
573 observations. The results showed that Royal family members, board size, and CEO
duality are positively associated with firm performance. In contrast, board meetings,
board financial knowledge, and board multiple directorship are negatively associated
with firm performance, whereas board independence has no association. Audit
committee characteristics, outside financial expertise, size, independence, and meetings
are negatively associated with firm performance. In contrast, financial expertise is
positively associated with firm performance, whereas multiple directorships have no
relationship. For both models, ownership structure—Royal family, non-Royal family,
government, and domestic corporations—is positively associated with firm performance.
Board of directors’ effectiveness score and audit committee effectiveness score are
positively associated with firm performance. It should be noted that the findings
established in this study could be useful to regulators, especially the Ministry of
Commerce and Industry (MCI), the Capital Market Authority (CMA), Tadawual, and
the Saudi Organization for Certified Public Accounting (SOCPA) to improve CG
practices. For companies, this study proposes that they should put more emphasis on
enhancing the role and the quality of the board of directors and audit committee members, as
they are involved in the decisions that improve firm performance.
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ABSTRAK

Tesis ini mengkaji hubungan antara mekanisma CG dan prestasi firma dalam kalangan
firma di Bursa Saham Saudi (Tadawul) bagi tempoh 2007-2011. Dua model telah
dibentuk dengan menggunakan kerangka teori agensi, teori pengawasan (stewardship
theory), dan teori kebergantungan sumber bagi menguji hipotesis kajian. Model 1 terdiri
daripada tiga kategori penentu. Kategori pertama ialah ciri-ciri lembaga pengarah: ahli
keluarga diraja lembaga, saiz lembaga, kebebasan, mesyuarat lembaga, pengetahuan
kewangan lembaga, dualiti CEO, dan pelbagai jawatan pengarah lembaga. Kategori
penentu kedua ialah ciri-ciri jawatankuasa audit: kepakaran luar kewangan jawatankuasa
audit, pelbagai jawatan pengarah, saiz, kebebasan, mesyuarat, dan kepakaran kewangan.
Kategori ketiga ialah struktur pemilikan: keluarga diraja, bukan keluarga diraja,
kerajaan, dan pemilikan korporat domestik. Model 2, termasuk struktur pemilikan,
terdiri daripada skor keberkesanan lembaga pengarah dan skor keberkesanan
jawatankuasa audit. Kajian ini menggunakan model Weighted Least Squares (WLS).
Sampel akhir terdiri daripada 573 penelitian. Kajian menunjukkan bahawa ahli keluarga
diraja, saiz lembaga, dan dualiti CEO berkait secara positif dengan prestasi firma.
Sebaliknya, mesyuarat lembaga, pengetahuan kewangan lembaga, dan pelbagai jawatan
pengarah lembaga berkait secara negatif dengan prestasi firma manakala kebebasan
lembaga tidak mempunyai sebarang hubung kait. Ciri-ciri jawatankuasa audit, kepakaran
kewangan luar, saiz, kebebasan, dan mesyuarat berkait secara negatif dengan prestasi
firma. Sebaliknya, kepakaran kewangan berkait secara positif dengan prestasi firma
manakala pelbagai jawatan pengarah lembaga tidak mempunyai hubung kait. Bagi
kedua-dua model, struktur pemilikan—keluarga diraja, bukan keluarga diraja, kerajaan, dan
korporat domestik—berhubung kait secara positif dengan prestasi firma. Skor keberkesanan
lembaga pengarah dan skor keberkesanan jawatankuasa audit berhubung kait secara positif
dengan prestasi firma. Dapatan kajian yang diperoleh berguna bagi pengawal selia
terutamanya di Kementerian Perdagangan dan Industri, Lembaga Pasaran Modal (CMA),
Tadawual, dan Saudi Organization for Certified Public Accounting (SOCPA) bagi
menambah baik amalan CG. Bagi syarikat pula, kajian ini mencadangkan agar syarikat
memberikan lebih penekanan terhadap penambahbaikan peranan dan kualiti lembaga
pengarah dan ahli jawatankuasa audit memandangkan mereka terlibat dalam membuat
keputusan yang boleh meningkatkan prestasi firma.

Kata kunci: prestasi firma, tadbir urus korporat, Arab Saudi

Vi



ACKNOWLEDGEMENTS

In the name of Allah, the Most Gracious and the Most Merciful

I sincerely thank Almighty Allah for his guidance and blessing on all aspects of life,
especially this work, which could have not been accomplished without His will. Prayers
and peace be upon Mohammed His servant and Messenger, All praise be to you, we have
no knowledge except what you taught us. My excessive gratefulness is to my parents who

bless me all the time and work for my best until they pass away (god pleasing them).

Thanking Allah would not be perfect without thanking the people who have helped and
supported me throughout this thesis. First and foremost | want to thank my supervisor, Prof.
Dr. Ayoib Che Ahmad, for his guidance and encouragement. Without his understanding,
consideration and untiring advice, this thesis would not have been accomplished

successfully.

| also would like to express my deep appreciation and gratitude to my lecturers Prof. Dr.
Kamil Md. Idris, for the course (Research Methodology in Accounting); Associate Prof. Dr.
Zuaini Ishak and Prof. Dr. Wan Nordin Wan Hussin for the course (Seminar in Corporate
Governance), and Prof. Dr. Zaini Abul Karim for the course (Applied Economietrics). My
thanks extend to Associate Prof. Dr. Shamharir Abidin for his advice through my proposal
defense. My thanks and appreciation also go to Dr. Noor Afza Amran and Dr. Khaled
Salmen Aljaaidi for their advice and support. | also must acknowledge the assistance of

UUM academic and administrative staff in completing this journey.

vii



| also would like to say thank you to my family, especially my wife and my Kids,
Mohammed, Mohanad, Sarah, Sadeem and Norah. They are the ones that gave me power

and motivation to finish this thesis.

My heartfelt appreciation to all those involved in making this thesis a reality and those who
have contributed towards this profound learning experience. | would like to say to all

people who helped me thanks so much.

viii



TABLE OF CONTENTS

CONTENTS

TITLE PAGE

CERTIFICATION OF THESIS WORK
PERMISSION TO USE

ABSTRACT

ABSTRAK(BAHASA MALAYSIA)
ACKNOWLEDGEMENTS

TABLE OF CONTENTS

LIST OF TABLES

LIST OF FIGURES

LIST OF ABBREVIATIONS

CHAPTER ONE: INTRODUCTION

1.1 Background and Motivation of the Study

1.2 Problem Statement

1.3 Research Questions

1.4 Research Objectives

1.5 Research Significance and Expected Contribution
1.6 Research Scope

1.7 Research Structure

PAGE

Vi

vii

XVii

xviii

Xix

11

12

13

16

17



CHAPTER TWO: SAUDI ARABIAN BACKGROUND AND
INSTITUTIONAL ENVIRONMENT
2.1 Introduction
2.2 Background of Saudi Arabia
2.3 Ownership Structure in Saudi Arabia
2.4 Institutional Framework in Saudi Arabia
2.5 Regulatory Organizations
2.5.1 The Ministry of Commerce and Industry (MCI)
2.5.2 The Capital Market Authority (CMA)
2.5.3 The Saudi Stock Market (Tadawul)
2.5.4 The Saudi Organization for Certified Public Accounting (SOCPA)
2.6 Accounting and Auditing Development in Saudi Arabia
2.7 Corporate Governance Development in Saudi Arabia
2.7.1 The Company Act
2.7.2 The Code of Corporate Governance
2.7.2.1 Board of Director
2.7.2.2 Audit Committee

2.8 Summary and Conclusion

CHAPTER THREE: FIRM PERFORMANCE AND ITS RELATED
THEORIES: A REVIEW AND SYNTHESIS OF
THE LITERATURE

3.1 Introduction

20

20

25

28

31

31

32

34

36

37

39

40

41

43

45

45

47



3.2 Theories Associated with Firm Performance
3.2.1 Agency Theory
3.2.2 Stewardship Theory
3.2.3 Resource Dependence Theory
3.3 Firm Performance
3.3.1 Market-based Measurement (Tobin’s Q)
3.3.2 Accounting-based Measurement (ROA & ROE)
3.4 Corporate Governance Definition
3.5 Corporate Governance Mechanisms
3.5.1 Board of Directors Effectiveness
3.5.1.1 Board Royal Family Members
3.5.1.2 Board Size
3.5.1.3 Board Independence
3.5.1.4 Board Meetings
3.5.1.5 Board Financial Knowledge
3.5.1.6 CEO Duality
3.5.1.7 Board Multiple Directorships
3.5.1.8 Board of Directors’ Effectiveness Score
3.5.2 Audit Committee Effectiveness
3.5.2.1 Audit Committee Outside Financial Expertise
3.5.2.2 Audit Committee Multiple Directorships
3.5.2.3 Audit Committee Size

3.5.2.4 Audit Committee Independence

Xi

48

48

o1

52

54

54

55

55

60

60

63

65

70

75

77

80

86

88

91

95

97

98

100



3.5.2.5 Audit Committee Meetings 102

3.5.2.6 Audit Committee Financial Expertise 105

3.5.2.7 Audit Committee Effectiveness Score 108

3.5.3 Ownership Structure 110
3.5.3.1 Royal Family Ownership 113

3.5.3.2 Non-Royal Family Ownership 114

3.5.3.3 Government Ownership 118

3.5.3.4 Domestic Corporate Ownership 121

3.5 Summary and Conclusion 122

CHAPTER FOUR: RESEARCH DESIGN AND METHODOLOGY

4.1 Introduction 123
4.2 Theoretical Framework 124
4.3 Hypotheses Development 129
4.3.1 Board of Directors 129
4.3.1.1 Board Royal Family Members 129

4.3.1.2 Board Size 131

4.3.1.3 Board Independence 132

4.3.1.4 Board Meetings 133

4.3.1.5 Board Financial Knowledge 134

4.3.1.6 CEO Duality 135

4.3.1.7 Board Multiple Directorships 137

4.3.1.8 Board of Directors’ Effectiveness Score 138

Xii



4.3.2 Audit Committee

4.3.2.1 Audit Committee Outside Financial Expertise

4.3.2.2 Audit Committee Multiple Directorships

4.3.2.3 Audit Committee Size
4.3.2.4 Audit Committee Independence

4.3.2.5 Audit Committee Meetings

4.3.2.6 Audit Committee Financial Expertise

4.3.2.7 Audit Committee Effectiveness Score

4.3.3 Ownership Structure
4.3.3.1 Royal Family Ownership
4.3.3.2 Non-Royal Family Ownership
4.3.3.3 Government Ownership
4.3.3.4 Domestic Corporate Ownership

4.4 Measurements of Variables

4.4.1 Dependent Variables

4.4.2 Independent Variables
4.4.2. 1 Board of Directors Effectiveness
4.4.2. 2 Audit Committee Effectiveness
4.4.2. 3 Ownership Structure

4.4.3 Control Variables
4.4.3.1 Firm Size
4.4.3.2 Leverage

4.4.3.3 Firm Age

Xiii

142

142

143

144

145

146

148

149

151

151

153

154

155

156

157

157

157

162

166

168

169

170

171



4.4.3.4 Management Change 171

4.4.3.5 Financial Crisis 173

4.4.3.6 Market Penalty 174

4.5 Models Specification 176
4.6 Data Collection 180
4.6.1 Sample Selection 180
4.6.2 Procedures 183
4.7 Summary and Conclusion 183

CHAPTER FIVE: RESULTS AND DISCUSSIONS

5.1 Introduction 185
5.2 Sample Description and Sample Statistics 186
5.3 Descriptive Statistics 188
5.3.1 Independent Variables 188
5.3.1.1 Board of Directors Effectiveness 189

5.3.1.2 Audit Committee Effectiveness 190

5.3.1.3 Ownership Structure 191

5.3.1.3 Control Variables 191

5.3.2 Dependent Variables 192
5.4 Panel Data and Diagnostic Tests 194
5.4.1 Panel Data 194

5.4.1.1 Choosing between Random Effect and Pooled OLS Regression 195

5.4.1.2 Choosing between Fixed Effect and Random Effect models 196

Xiv



5.4.1.3 Results of Fixed Effect

5.4.2 Diagnostic Tests
5.4.2.1 Test of Multicolinearity
5.4.2.2 Test of Heteroscedasticity
5.4.2.3 Test of Autocorrelation

5.5 Multivariate Results

5.5.1 Multivariate Results for Model 1
5.5.1.1 Board of Directors Effectiveness
5.5.1.2 Audit Committee Effectiveness
5.5.1.3 Ownership Structure
5.5.1.4 Control Variables

5.5.2Multivariate Results for Model 2
5.5.2.1 Board of Directors’ Effectiveness Score
5.5.2.2 Audit Committees Effectiveness Score
5.5.2.3 Ownership Structure
5.5.2.4 Control Variables

5.6 Sensitivity Tests

5.6.1 Testing Both Models Before Excluding Outliers

5.6.2 Testing Both Models Including the Audit Committee Members to the

Board of Directors

5.7 Summary and Conclusion

XV

197

200

201

205

206

208

208

211

217

221

224

226

228

229

230

232

235

235

239

243



CHAPTER SIX: SUMMARY AND CONCLUSION
6.1 Introduction
6.2 Summary of Results
6.2.1 The Results of Model 1
6.2.2 The Results of Model 2
6.3 Implications of the Study
6.3.1 Implications for Theory
6.3.2 Implications for Practice
6.3.4 Implications to Academia
6.4 Limitations of the Study and Suggestions for Future Research

6.5 Conclusion

REFERENCES

XVi

246

247

247

253

255

255

257

259

260

262

266



TABLE
2.1
2.2
2.3

4.1
4.2
4.3
4.4
4.5
4.6
4.7
5.1
5.2
5.3
5.4
5.5
5.6
5.7
5.8
5.9
5.10
5.11
5.12
5.13
5.14
5.15

5.16

5.17

LIST OF TABLES

Saudi Arabian Key Economic Data

Summary of Saudi market statistics 1990- 2011

the names of committees and their members’ background and
their numbers

Summary of operationalization and the expected sign of the
board of directors for firm performance

Summary of operationalization and the expected sign of the
audit committee for firm performance

Calculating board of directors’ effectiveness Score
(BDE_SCORE)

Calculating audit committee effectiveness Score
(ACE_SCORE)

Summary of Operationalization and the expected sign of the
ownership structure for firm performance

Summary of operationalization and the expected sign of the
control variables for firm performance

Analysis of the sample

Descriptive Statistics of Continuous Variables

Descriptive Statistics (percentage) for dummy variables
Lagrange Multiplier Test

Hausman Specification Tests

Model 1, Fixed-Effects results based on TOBINS_Q, ROA,
and ROE

Model 2, Fixed-Effects results based on TOBINS_Q, ROA,
and ROE

Correlation Matrix of Independent Variables Model 1
Correlation Matrix of Independent Variables Model 2
Tolerance (1/VIF) and Variance Inflation Factor (VIF)Tests
for model 1 & model 2

Breusch-Pagan/Cook-Weisberg Test

Durbin-Watson Test TOBINS_Q, ROA, and ROE

Model 1,WLS results based on TOBINS_Q, ROA, and ROE
Model 2, WLS results based on TOBINS_Q, ROA, and ROE
Model 1, WLS results based on TOBINS_Q, ROA, and ROE
(Before Outlier)

Model 2, WLS results based on TOBINS_Q, ROA, and ROE
(Before Outlier)

Model 1, WLS results based on TOBINS_Q, ROA, and ROE
without excluding the audit committee members from the
board of directors

Model (2), WLS results based on TOBINS_Q, ROA, and
ROE without excluding the audit committee members from
the board of directors

Xvii

PAGE
24
35
37

141
151
162
166
168
176
182
193
193
196
197
198
200
202
203
204
205
207
210
227
237

239

241

243



LIST OF FIGURES

FIGURE DESCRIPTION PAGE
1.1 Research Structure 19
4.1 Research Framework 128
5.1 Durbin-Watson Value 207

XViii



Abb.

CG
CMA
CML
CPA
ESIS
FE
GAAP
IFRS
KSA
LM test
MCI
MENA
OPEC
RE
ROA
ROE
SAMA
SEC
SOCPA
SOX
SSRC
Tadawul
VIF
WLS
WTO

LIST OF ABBREVIATIONS
Full List

Corporate Governance

Capital Market Authority

Capital Market Law

Certified Public Accounting

Electronic Securities Information System
Fixed Effects models

General Accepted Accounting Principles
International Financial Reporting Standards
Kingdom of Saudi Arabia

Lagrange Multiplier Test

Ministry of Commerce and Industry
Middle East and North-African
Organization of the Petroleum Exporting Countries
Random Effects models

Return on Assets

Return on Equity

Saudi Arabian Monetary Agency

Securities Exchange Commission

Saudi Organization for Certified Public Accountants
Sarbanes—Oxley Act

Saudi Share Registration Company

Saudi Stock Exchange

Variance Inflation Factor

Weighted Least Squares

World Trade Organization

XiX



CHAPTER ONE

INTRODUCTION

1.1 Background and Motivation of the Study

Firm performance has been under scrutiny, especially after the Asian, Russian Federation,
and Brazil financial crisis that started in 1997, and the failing of some companies in the
United States such as Enron, Xerox, Worldcom, and Parmalat, and the Saudi Stock
Exchange (Tadawul) crash in early 2006. In addition, the separation and conflicts of
interest between shareholders and managers in companies may lead to agency problems
(Berle & Means, 1932; Fama & Jensen, 1983; Ishak & Napier, 2006; Jensen & Meckling,
1976; Mustapha & Che Ahmad, 2011). Corporate Governance (CG) is one solution to the
problems stemming from these crises and to align shareholder and management interests,
or to reduce conflicts of interest which will, consequently, result in enhancing firm
performance (Al-Abbas, 2008; Al-Hamidy, 2010; Al-Hussain, 2009; Al-Moataz & Basfar,

2010; Al-Twaijry, 2007).

Most empirical studies have documented a positive link between CG mechanisms and
CG, even though it is not easy to establish the link between the two (Bhagat, Bolton &
Romano, 2008). There is a wide belief that CG best practices could lead to superior firm
performance (Young, 2003). Different ideas and theories have surfaced; the most
important issue is that a huge amount of empirical research in the firm performance
discipline has reported an association between the practice of good CG and firm

performance in different contexts in the world. For example, Aguilera and Cuervo-

1
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