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Abstract

This thesis aims to examine the effects of corporate governance (CG) attributes and
external auditing oaccrualbased earnings management (EM) and real EM (REM) activities
in the Egyptian context. CG attributes are divided into ownership structure, the board of
directors (BOD) and audit committee (AC) mechanisms. EM activity based on discretionary
accrualgDAs) is measured using the modified Jones model (1995), Kasznik (1999), Kotahri,
/IHRQ DQG :DVHO\|V PRGHO DQG 5DPDQ DQG 6KDKUXUT'
DFWLYLWLHY DUH PHDVXUHG XVLQJ 5R\FKRZGKXU\fV
(ABCFO), abnormal production cos(ABPROD), abnormal discretionary expenditures
(ABDISX) and aggregate proxies.

This study finds that a theory explaining the general pattern of association between CG
attributes and EM practice has not since been establishedEM @lationship is based on
various conflicting theoretical perspectives, such as agency theory, institutional theory,
stewardship theory and resource dependence theory. Thus, these conflicting theories have
resulted in inconsistent empirical findings on €& relationship.

The dynamic panel systegeneralized method of momen§ éstimator is used as the
main analysis to alleviate dynamic endogeneity concerns between the CG mechanisms and
EM. Furthermore, this study selected a sample of 78 Egyptian ExcH&@e)-listed
companies for the period 20@8)17 representing a total of 780 observations. Organisations in
the mining, financial and insurance and regulated industries are eliminated from the sample
because of distinctive accrual options and valuatiorFgiov VHV )XUWKHUPRUH 6HR
(2016) dynamic panel threshold analysis is usedietoonstratéhe existence of a ndimear
DVVRFLDWLRQ EHWZHHQ &* PHFKDQLVPV DQG (0 DQG &* DV
achieve the minimum level of EM.

On onehand, results fronsYSTEM GMM reveal that managerial and institutional
RZQHUVKLS WKH ERDUGYV VLIH LQGHSHQGHQFH DQG GLY
negatively significantly correlated with DAs. On the other hand, family and government
ownershipand AC size positively significantly related to DAs. In the terms of REM, the results
from SYSTEM GMM reveal that managerial and family ownership, AC independence and
PHHWLQJ DQG WKH ERDUGYV VL]H DQG GLYHUVLW\ QHJDW
proxies, except for BCFO measure. Whereas, board meetings and AC size are positively and

significantly related to REM except forBICFO. By contrast, government and institutional



ownership, board independence, CEO duality and external audit provided vasuttg due
to different REM proxies.

Dynamic panel thresholgroposeshe presence of a ndmear relationship between
RZQHUVKLS VWUXFWXUH %2'fV FKDUDFWHULVWLFVY DQG $&
finding supports the alignmetgntrenchmeniiypothesis. Théindings from almost o$tudies
that are conducted iteveloped markets may not be generalized to developing countries due
to different institutional settings. Hence, this work contributes to the literature in developing
countries to determe whether CG compliance constrains EM. EGX participants and
policymakers and stock markets similar to the Egyptian context can benefit from the results of
this study. That is, they can identify essential CG attributes and their optimal threshold value
that canenhancehe quality of published information and achieve the minimum level of EM,
respectively. Moreover, this study sheds light on the importance obfisad determinants
and characteristics of institutional settings in monitoring REM anebB#el EM based on the

sample of Egyptian firms.

Keywords; Corporate Governancemechanisms, AccruaBased Activity Earnings
Management, Reddased Activity Earnings Management, Generalized Moment Method

system, Dynamic Panel Threshold Analysis.
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Chapter One
Introduction

1.1.Overview

This study examines the relationship between corporate governance (CG)
FKDUDFWHULVWLFV DQG ILQDQFLDO UHSRUWLQJ TXDOLYV
examining accruabased and reddased earnings management (EM) of organisatio
listed on the Egyptian Stock Exchange (EGX). This study utilised EM literature by
Healy (1985), Roychowdhury (2006) and Cohen et al. (2008), who concluded that
managers manipulate firm earnings (e.g. window dressing financial performance before
aninitiDO SXEOLF RIIHULQJ >,32@ UDLVLQJ WKH PDQDJHUV
and reducing regulatory costs) due to personal motives and incentives. They manipulate
earnings through accrubbsed and real EM which impair the quality of financial
reports XEPLWWHG WR LQYHVWRUV )J)ROORZLQJ -HQVHVQ DQC
&* DGGUHVVHV VKDUHKROGHUY DQG PDQDJHUVY DJHQF\
UXOHV UHJXODWLRQV SURFHVVHV DQG SHRSOH WR VD\
directing and cotrolling of management activities with good business practices,
integrity, transparency and objectivity. CG structure encompassessof internal and
external mechanisms (Man and Wong, 2013; Ji, Ahmed, and Lu, 2014).

Within the broader context of glolsadtion, corporate scandal and corruption,
liberalisation and deregulation, organisations worldwide compete in promoting
financial reporting quality, accountability and reliability to attract additional potential
LQYHVWRUV DQG L QF U Hebdé Hoovpir@d\seak e akUevdalédRi@t L G
managers use accounting estimates (discretions) to provide misleading information
about the financial positions of their companies-Gklamdi, 2012). They often
opportunistically exploit the flexibility of accoting standards to exercise their
judgment in financial reporting. Hence, academics and policymakers have been actively
promoting the application of CG structure to help prevent and detect such opportunistic
management behaviour. Moreover, regulatory bodiedeveloped and developing
countries have committed to promoting financial reporting integrity, validity, quality
and reliability (Raafat, 2018).

According to Samaha et al. (2012) and Hassouna (2014), CG reforms in

developed and developing countries havsignificant impact due to their structural



and legislative changes in political, economic and historical experiences. Furthermore,
several reasons increase the tendency of developing countries towards CG reform
including the following:

- Developing coutries suffer greatly from a weak economic performance that
influences negatively their relationship with international financial bodies, such as the
International Monetary Fund (IMF) and the World Bank. Thus, they should restrict and
impose aggressive rideand regulations and a series of liberalisation measures, referred
to as structural adjustment programs, to address CG issues (Samaha et al., 2012; Amer,
2016).

- The government legitimises public undertaking of liberalisation and
privatisation policiesd promote the effectiveness of corporate structure in enhancing
organisational growth (Reed, 2002)

- Globalisation significantly pressure developing countries to compete globally;
hence, they need to reform their governance system.

- Developing countries ra highly likely to minimise the problems of
information asymmetry and agency costs to enhance investor assurance on the
reliability of the published accounting information.

Therefore, CG reform is highly essential for developing countries, such as
Egypt, to mitigate their financial problems due to frequent government intervention,
increased ownership concentration, human resource uncertainties, illiquid stock market
and weak legal and judiciary system, investor protection and economic uncertainties
(Reed,2002; Samaha et al., 2012). Furthermore, these countries are likely to enhance
their growth, employment, economic development and credit rating. Additionally, CG
reform can also help corporations promote their confidence degree for current and
potential rgional and international investors regarding their investment opportunities
in the emerging market and increase their savings mobilisation ability (Amer, 2016).
Consequently, this condition supports the competitiveness of the private sector,
improves the #ectiveness and efficiency of economic sectors by securing financing
tools for projects and decreases the ability of the bureaucracy and politicians to engage
LQ pVHEWLQJYT EHKDYLRXU WKDW XQGHUPLQHV HFRQRF
Dahawy, 2008)

Amongthe Middle East countries, Egypt is the most important and influential
FRXQWU\ DV LW SOD\V D FHQWUDO UROH LQ WKH UHJLRC
institutional contexts differ from common law countries, such as the US and the UK.



Egypt is acivil law country and thus characterised by ineffective and inadequate
regulatory system, noncompliance with the disclosure requirements of the Egyptian
accounting standards, specifically voluntary disclosure, high conformity of accounting
earnings to taxale income, absence of control and monitoring mechanisms to check
compliance with accounting standards that negatively influences the role of the
FRXQWU\TY VWRFN PDUNHW WR UDLVH FDSLWDO 6DPDKI
2012).

.DPHO DQG (OEXD uyDr§éaled that EM is a common practice in
Egypt along with accounting and auditing manipulations, resulting in investigations of
the Egyptian capital market in recent years. Egyptian organisations have deliberately
presented a fraudulent pictuwétheir financial position and operating results to attract
additional investments, maintain a high financial performance and increase their share
prices and credit rating. Empirical evidence has indicated that Egypt face major barriers
to CG applicationsuch as the predominance of government ownership, lack of research
and development (R&D) capabilities, wide business network, weak investor protection,
illiquid stock market, weak legal control and economic uncertainties and low level of
information discbsure (Soliman, 2013; Ebaid, 2013).

Thus, compared with those in common law countries, the Egyptian capital
market has been described as inefficient, which affects negatively its level of
transparency and value relevance in the financial market compatedhase of the
Western countries (Soliman, 2013; Hassouna, 2014). Furthermore, CG application in
Egypt differs from those in developed countries. That is, CG implementation in Egypt
is neither mandatory nor legally binding; rather, they motivate corpasato direct
and control their system according to international best practice to confirm that
management directs and controls their organisations in the best interest of owners and
other stakeholders (Kamel and Elbanna, 2009; Ebaid, 2013; Mostafa, Plodréfore,
the level of CG application is not sufficient to develop stock exchange performance and
control EM practices (Samaha et al., 2012; Kamel and Elbanna, 2012).
1.2.Research Problem

CG has broad and critical implications not only from an economic @&igp
but also from social welbeing perspective as it is greatly concerned with promoting
accountability and transparency in equal distribution of rights among shareholders,

corporations and society (Dahawy, 2008; Samaha et al., 2012). However, Emerging



economiebregarding the CG structure do not have a completely effective code of rules

and regulations for good governance. Consequently, developing countries adopt
GHYHORSHG FRXQWULHVY OHJDO V\VWHP DQG &* IUDPHZ
system dudo their international demands and internally driven reforms. However,
developing countries failed to implement informal institutions, such as laws and
regulations on accounting requirements, enforcement level, securities trading,
disclosure and transpa@ndue to improper implementation, ineffective institutional
environment and unqualified regulatory agencies (Ebaid, 2013). As a result, the CG
structure applicable in developed countries does not have a prominent role and
institutional support in emergingarkets (Young et al., 2008; Hassouna, 2014).

Various literature suggests several constraints regarding CG implementation in
emerging markets. These constraints include (1) excessive governmental interference,
(2) extremely high ownership concentratioB) (ack of external discipline in the
corporate sector, (4) fragile legal systems and regulatory framework, (5ypaldsy
financial reporting, (6) insufficient investor protection and (7) lack of developed capital
market that undermine the efficiency @nployed CG mechanisms as suggested in
Hashim and Devi (2012), Samaha et al. (2012) and Kenawy andEiyady (2013).

When Egypt has begun to appreciate CG application in their business
environment, many fundamental issues that hinder CG developmergrhavged: (1)
family-RZQHG RUJDQLVDWLRQVY FRQWURO RYHU WKH (J\SW
and judiciary frameworks; (3) limited proficiencies in R&D competencies,
interconnections in the center of governments and neighbouring areas; (4) liquidity

problems in the stock market, limited investor protection and restrained legal control,

! Emerging market have become major players in the global economy and the primary source for
economic growth in Zicentury. These countries are middle/low income economies with high potential
economic growth with more tendency to shift from imperfection and instability to more rapid growth
and industrializationAn emerging market, also known as emerging economieigveloping countries,

are the nations that are moving away from traditional economies to more productive capacity. An
emerging markets have soraiributesof the developed countries but do not satisfy standards to be
termed as developed countriddeyerand Peng, 2016; Meyer and Grosse, 2018)

Emerging economies are the developing market that are expected to grow relatively fast, given their
increasing labor force and expanding market potentials versus the developed economies, which are
mostly replacema markets. These countries are expanding their role both in the political frontier and in
the world economy.

International Monetary Fund (IMF), Morgan Stanley Capital International (MSCI), Standard and poor’s
(S&P), Russell and Dow Jones are the fiveiingons that put a classification for the countries that are
classified as emerging countries. MSCI, S&P, Dow Jones classified Egypt as one of emerging countries
(Meyer and Peng, 2016; Meyer and Grosse, 2018)



(5) insufficient knowledge of CG concepts and benefits; and (6) fragility of the
Egyptian economy (Desoky and Mousa, 2012; Soliman, 2013; Hassouna, 2014; Amer,
2016). Moreover, as confirmed by Kenawy and Albldjany (2013), Egypt has various
family-owned small and mediwsized enterprises (SMEs), thus rendering CG
implementation more challenging. The Egyptian CG system is characterised by an
insiderdominated system, inhich publicly listed companies are controlled by a few
major shareholders including mainly the government, founding families, a small group
of controlling shareholders, such as lending banks, and other companies (Dahawy,
2008; Samaha et al., 2012)

Since 1997, Egypt has conducted several trials to harmonise Egyptian and
international accounting standards. However, these international standards offer more
opportunities and flexibility for managers to manipulate earnings. Egypt is classified
under code law auntries, where accounting standards and rules are recognised and
enforced by the government and the financial market is dominated and controlled by a
banking system (Ebaid, 2003). This situation gives additional opportunities to release
low-quality finangal reports, though adoption to accounting standards and principles is
mandatory (Desoky and Mousa, 2012; Kenawy and-Blgany, 2013)

At this stage, the Egyptian capital market may be concluded to be less efficient.
This condition negatively affects trgyaency level, financial reporting quality and
value relevance in the capital market in comparison with those of the Western countries.
Studies conducted in Egypt, such as Kamel anddfina (2010), revealed that
Egyptian firms deliberately presented atifigral picture of their financial position and
operating results to attract additional investment, avoid being delisted and obtain the
right to issue additional shares in addition to existing shareholdings (Egyptian Capital
Market Authority, 2002, P.431). Additionally, Egyptian managers of statened
enterprises (SOEs) offering IPO, such as the implementation of the privatisation
program, may have contradictory incentives to participate in increasing income or
declining EM practices (Kamal, 2012). Gaguently, based on results and pieces of
evidence revealed in the Egyptian capital market, this study aims to investigate whether
the compliance with CG practice reduces opportunistic EM practice. Accordingly,
Egypt can be considered as a typical examopla developing country that faces the

same challenges in enforcing CG in its capital market.



Furthermore, prior studies (e.g. Omran, Bolbol, and Fatheldin, 2008; Hassouna,
2014; Amer, 2016) argued that CG implementation difficulties faced by developing
countries where partly due to the characteristic differences between them and the
developed countries whose the CG practices they try to adopt. Moreover, the following
dilemmas in CG problems in the capital market also contribute to these difficulties:

First, internal and external CG mechanisms can be applied effectively in
emerging economies compared with developed countries due to the difficulty in
designing an identical framework of CG system that has evolved in the developed
countries due to differenceés cultural values and economic conditions in emerging
economies (Samaha et al., 2012). The possibility of establishing an entirely new CG
structure in the emerging economies may be an unpredictable event. Therefore,
emerging countries are recommended évedop and implement their existing CG
structure based on political, economic, social, historical and environmental
circumstances (Elbayoumi, Awadallah, and Basuony, 2019).

Second, developed countries are largely interested in promoting external CG
mechamnsms and enhancing transparency, disciplinary takeover, legal requirements for
selecting external directors and fraud regulations. On the contrary, developing countries
work hard with these external mechanisms due to an inefficient stock market and
ineffecive banking system (Hassouna, 2014)

Third, the board does not perform its responsibilities and functions as defined
in CG guidelines. This neperformance of responsibilities may be one of the main
causes of corporate corruption and failure in developigiries. The dominance of
SXEOLF RZQHUVKLS DQG SRZHU PLVEDODQFH DPRQJ
capability to control and maximise shoand longterm objectives. Hence, the board
should be at the centre of the policy debate on CG reform andicagnibcademic
research. This action requires law regulators, governance practitioners and many
academics to devote considerable attention to the conformance and role performance
of the board (Hassouna, 20 Raafat, 2018

Fourth, the significant differences between the internal mechanisms of CG
structure in emerging markets, such as ownership structure, board of directors and audit
FRPPLWWHHIV $& FKD UBRuetwedirl devaldpdd \ecdn@hiies.&Por
instance, theancept of ownership is debatable because the interest of capital has been
neglected due to joint ownership among corporations, private and foreign individual
owners, private sectors, managers, employees, the state and public corporate bodies;

V\



thus, thelalt RI UHDO RZQHUV PD\ GHJUDGH WKHteXDOLW\ RI
LQWHUHVW 2PUDQ HW DO ,Q DGGLWLRQ FODLPV F
(2004) suggested that poor CG and the presence of dominant owners were key factors
contributing b corporate crises as result of controlling their firms for their interest.

Fifth, the lack of ethical business behaviours at work is another drawback of
poor CG practice in developing countries. This characteristic is combined with
increased nepotism amgmanagers, politicians, businessmen and civil servants who
work on maximising their interest at the expense of stakeholder interest. Therefore, any
reform to restructure the CG framework will not work effectively without inculcating
ethical and moral vaks among stakeholders (Amer, 2016). Furthermore, following
YD Z]\ 'DKZD\ $PHU DQG (EDLGTYV F
developing markets, CG practices used in developed countries may not be directly
applicable in the Egyptian capital marklete to political, economic, technological and
cultural differenceskFifth, the lack of ethical business behaviours at work is another
drawback of poor CG practice in developing countries. This characteristic is combined
with increased nepotism among marnageoliticians, businessmen and civil servants
who work on maximising their interest at the expense of stakeholder interest. Therefore,
any reform to restructure the CG framework will not work effectively without
inculcating ethical and moral values amatgkeholders (Amer, 2016). Furthermore,
IROORZLQJ )DZ]\ 'DKZD\ $PHU DQG (EDLGY
on developing markets, CG practices used in developed countries may not be directly
applicable in the Egyptian capital market dueaébtigal, economic, technological and
cultural differences.

It is clear from the above that, as a developing countries, Egypt was in need to
properly address CG, taking into account the characteristics of the Egyptian context.
The initial release of thEgyptian CG guidelines was in 2005 by the Egyptian Institute
of Directors (EloD). These guidelines were released to compensate for the lack of
protection in the legal system and are, therefore, likely to be adopted in civil law
countries (La Porta, Lopade Silanes, and Shleifer 1999; Claessens, Djankov, and
Lang, 2000). The ECCG (2005) provided guidelines and a comprehensive set of
principles for the private sector to help them comply with CG and disclosure
requirements and achieve the highest level oVIBLQDELOLW\ DQG HIILFLHQF\
of CG, which presents comprehensive guidelines for those enterprises, was introduced



in July 2006. This code is described as an integrated framework for the general
guidelines to CG principles in Egypt (Rafaat, 20H8)wever, the ECCG issued neither
on a mandatory basis (such as that of the US) nor on a camekplain basis (such
DV WKDW RI WKH 8. (EDLG 7KH FRGH LV pSDUWLDC
more implementation and enforcement difficultiesKk TV ILQGLQJ MXVWLILHV O
VWXG\ RQ (J\SW WKDW FRQFOXGHG MdP(QIRUFHPHQW F

FKDOOHQJHY 7KXV LQYHVWRUV LQ HPHUJLQJ PDUNHW
asymmetry, extreme deficiencies in transparency and discotasecps and lack of
integrity on the financial reporting system (Kamel andB&hna, 2009; Samaha et al.,
2012; Ebaid, 2013). This code involves several rules about CG aspects, particularly the
board, AC, internal audit, external auditing, disclosure @fiad strategies and
avoidance of conflict of interest. In 2011, the EloD in cooperation with different entities
reviewed the ECCG in October 2005 to update it based on regional and global best
practices. The EloD also tackled corporate social respomgiaiid recommended the
DSSOLFDWLRQ RI WKH pFRPSO\ RU H[SODLQY UXOH )LQI
released by the EloD after upgrading and updating the previous codes and consolidating
them into one single code. The application of this code hastlbeadened in terms of
generality and comprehensiveness, which guides legislators in enacting the regulatory
legislation and instruction regarding CG application. The code does not contradict with
the Joint Stock Law No. 159 of 1981, the Capital Market DNaw 95 of 1992 and the
EGX listing and delisting rules issued by the EFSA board of directors. This updated
version of the ECCG provided detailed guidelines about financial andimenrcial
information disclosure, the role of the board of directors aloitg the associated
committees, the regulatory framework of corporations, the importance of including a
responsible person for shareholders and corporate internal codes and policies that
should be implemented to confirm the proper CG enforcement (EGX,.2016)

Based on summarized CG dilemmas described above with regards to the
HPHUJLQJ PDUNHWY FRQWH[W WKLV VWXG\ HIDPLQHV WK
UROH LQ SURPRWLQJ ILQDQFLDO UHSRUWLQJ TXDOLW\ DC

issued CG praites and recommendations.



1.3.Research Aim, Objectives and Questions

The main objective of the thesis is twofold: it is empirically investigating EM
exercisesncluding the motivations and techniques applicaridexamining to what
extent the CG mechams and external auditing can support organisations to minimise
the aggressive earnings manipulations in the Egyptian context. To fulfill this, the study
has the following suobjectives;
1- To examine to what extent the ownership structure influences tdiyqof
financial reporting.
2- TR H[SORUH WR ZKDW H[WHQW WKH ERDUG RI GLUH
RUJDQLVDWLRQTY FDSDELOLW\ LQ FRQVWUDLQLQJ WE

3- To investigate to what extent AC characteristics enhance the organisations in

constaining the opportunistic EMs.

4- To investigate to what extent the external auditing assists the listed companies
of the Egyptian stock exchange in detecting and controlling earnings

manipulations.

5- To determine the optimal threshold value regarding teehanisms of CG
that can achieve the minimum level of EMs.
The research seeks to fulfill these objectives by collecting and analyzing secondary data
from companies listed on the Egyptian stock exchange to provide answers to the
research questions:
Which type of ownership structure (managerial, family, institutional, and
governmental ownershigpuld promot the superiority of financial reporting?
What is the role of eaclklimension ofboard of director(board size, board
independence, board diveysitCEO duality, and board meetings) in constraining
the opportunistic earningsehaviof
To what extent AC characteristics (AC size, AC independence, and AC meetings)
enhance the organisations in constraining the opportunistic earnings manipulations?
Doesthe external audit perform a significant role @anhancingthe quality of
financial reporting?
What is the optimal threshold value for each mechanism of CG that can reduce the

level of EMs?



1.4. Research Contributions

Studies on the relationship between @@l different types of EM practices in
the Middle East and those in developed countries, such as the UK and the US, differ
significantly in coverage and findings. Consequently, the recent study may provide
intriguing, primary evidence from one of the diey@ng countries with a different
business environment and regulations. It may be described as a representative country
of the Middle East and Arabian countries.

Financial reporting has great value for financial statement users in making
appropriate dasions. Consequently, research on EM practice is expected to be
significant and critical to existing and potential users. This study presents a new
contribution to EM literature by examining to the extent of CG mechanisms (different
types of ownership sttWXUH ERDUG RI GLUHFWRUVY FKDUDFWHU
$& DQG DXGLWLQJYV UROHV LQ UHGXFLQJ (0 SUDFWLF!
emerging market economy with a weltablished stock market.

This thesis extends the existing research amireg the impact of the CG
qualities on real and accrdahsed EM using advanced research design and data.
Limited research has thoroughly investigated the influence of CG mechanisms on EM
approaches. Thus, this study postulates further evidence on #&m¢ ekinternal CG
mechanisms and external auditing in Egypt in mitigating actraséd and real EM
practices. The study aims to support the policy agenda of several important
organisations, such as the World Bank, the IMF and the Capital Market Authority
(CMA), to encourage the government to promote CG standards as a broad CG reform.

This thesis addresses not only acchaded EM but also real EM activities to
examine whether both EM approaches are influenced by CG mechanisms, where
research in this pacular area is scarce, especially for organisations in the Egyptian
context. Many previous works of literature have focused exclusively on the practice of
discretionary accruals. Therefore, recent research should focus more on real and as
accruaibased B activities to have a better understanding of EM practice (Cohen and
Zarwin, 2010).

Substantial evidence regarding REM practice in most organisations is available.
However, most academic researchers focused on atraset EM. Several studies
such as EKalla (2017), and Enomoto and Yamaguchi (2017) suggested that switching
the organisations between accrbaked and real EM is ignored by investors, making

10



regulators pay significant attention to investigate those EM practices. Therefore, this
study focises on investigating how CG variables reduce both types of manipulations.

The relationship between gender diversity and EM practices has been always an
issue with a few research dealing with. Outcomes of prior studies on this issue cannot
be extrapolatecand may not be applicable internationally due to differences in
regulatory and economic systems, cultural norms, capital market size and efficiency of
CG mechanisms. This study is one of the few types of research that investigated the
relationship betwee RPHQYV H[LVWHQFH RQ WKH ERDUG DQG (0 S

In terms of measuring dependent variable, to the best of my knowledge, this
study is the first to detect the earnings manipulation practice (EM) in the Egyptian
context using several models of accrbaked EM: a modified Jones model (1995);
.RWKDUL /HRQH DQG :DVOH\TV PRGHO .DV]JQLNTV
6KDKUXUYV PRGHO )XUWKHUPRUH WKH VWXG\ XVHV
developed by Roychowdhury (2006) to be confirmednftbe validity, reliability and
robustness of study findings.

Most of the literature such as Saleh, Iskanar and Rahmat (20GAjmAl
(2009), Baxter and Cotter (2009), Amer and Abdelkarim (2011), Nosheen and
Chonglerttham (2013) and Soliman and Rag#@i42 have selected one and two years
to describe the association between CG and EM practice. This approach may not
provide a significant and valuable explanation. Therefore, using a longer period may
offer a more irdepth explanation and accurate findingtbe impact of CG on EM.

The methodology used in the analysis helps the study to control efficiently for
several econometric problems that are observed in previous empirical literature, such
as dynamic endogeneity problem, individual and tim&riant heterogeneity and
autocorrelations in panel data. Hence, the study uses an appropriate and advanced
empirical strategy to tackle these problems and thus can report a consistent and robust
finding.

Most previous studies in CG and EM (e.g. Elsayed, 200deA-attah, 2008;
Roodposhti and Chashmi, 2011; Wang and Campbell, 2012; Horvath and Spirollari,
2012; Issarawornrawanich, 2015; Khalil and Ozkan, 2016) used pooled regression
analysis and static panel data analysis (GLS). These techniques are comnside reat
appropriate due to dynamic endogeneity and unobserved firm heterogeneity that
appeared in the relationship between CG and EM. Therefore, research that used

advanced techniques to deal with dynamic endogeneity problems has certain
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limitations. Ths present study employs one of the most advanced models, that is, a
system generalized method of moments (GMM) estimator, to control dynamic
endogeneity issues and unobserved firm heterogeneity and thus improve the validity
and reliability of results. Thefore, this study investigates and compares whether
methodological choice can potentially influence research findings and evaluates the
influence of potential endogeneity issues on research findings.

To the best of my knowledge, after a literature revirewhis area, this study is
considered as one of the few research on emerging economies that used a dynamic panel
threshold regression model developed by Seo and Shin (2016). The model is utilised to
obtain empirical evidence on the nlimear relationstp between CG variables and
discretionary accrual as a proxy for EM. Moreover, this technique investigates whether
an optimal structure for the CG variables can achieve a lower level of EM in the
Egyptian context. Furthermore, this study suggests a triaMrand CG literature to
find the optimal characteristics of the directonsthe boar@nd AC attributes thabuld
diminish opportunisticEM practices This study also suggests empirical evidence of
the nonlinear relationship of different types oWwnership structure, board of directors
and AC qualities with EM in the Egyptian context.

The diversity of ownership structure may influence éffectivenesof other
CG mechanisms in the Egyptian capital market. Thugremt awarenesef the
importan@ of ownership structure in firm performance could support policymakers in
developing appropriate policies and guidelines for the CG system.

This thesis follows a more comprehensive and integrated perspective not only
to analyze how CG attributes detenmithe discretionary behaviors of managers but
also to moderate this argument by considering the institutional setting of the Egyptian
FRQWH[W DV GHWHUPLQDQWY RI WKH PDJQLWXGH RI PDQI
be beneficial for legislators, regubas and external auditors in mitigating the incidence
of EM and promoting financial reporting quality. Furthermore, the current study
encourages them to increase the significance and effectiveness of CG variables in

reducing EM practice.
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1.5. ResearchMethodology

This study aims to develop an explanatory model that can be used to explore
whether the current Egyptian CG mechanisms and external auditing influence the
quality of financial reporting. Figure 1.1 summarize the -testep process for the
present study.

Describe the hstitutional Setting in the Egyptian Gontext

Reviewthe EM Literature

ReviewCG Theories and their links with CG Mechanisms and External
Audit

Review the Empirical Literature regarding CG Mechanisms,External
Audit, and EM in both Developed and Beveloping countries

Identify the research gap regarding the impact of CC mechanisms,
external audit and earnings management

Theoretical framework and Hypotheses development

Research mehodology

CG mechanism, external CG mechanismsgxternal The optimal threshold for
audit and EM based on audit and EM based on real CG mechanisms in relation
accruals activities to earnings management

Empirical analysis and Findings

Further discussion: Attempt to develop the Egyptian CG mechanisms

Summary and Recommendations

Figure 1.1: The Research Process
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To achieve the research objectives, the researcher pursued the following steps:

1. Reviewing andexplaining several theories of CG such as, Stakeholder Theory,
Stewardship Theory, Agency Theory, Institutional Theory and Resource
Dependence theory and linking them with ownership structure, the board of
GLUHFWRUVY FKDUDFWHUL \pMte their 2lgriGnssig widhW W U L E X W
practices of EM from theoretical perspectives.

2. Reviewing and analyzing preceding studies that addressed the impact of the
internal governance mechanisms and external auditing on the practices of the
EM to develop research hytheses.

3. Conducting quantitative analysis focusing on a sample of 780 observations
including the listed firms in the Egyptian stock market during the period-2006
2017.

4. Data about ownership structure, the board of director attributes, audit
committee, exterm auditing, control variables, and EM are obtained from
different sources including the annual report published by Egyptian stock
market, DataStream, Egyptian Disclosure books, Coface Egypt finance
\HDUERRNV DQG WKH FRPSDQ\YV datagetsl WH SURYLGHG

5. Descriptive statistics, Correlation analysis, Dynamic System Generalized
Method of Moment$YSTEM GMM) estimator and Dynamic Panel threshold
data analysis are the appropriate statistical tools to test the research hypothesis.
Feasible generaked least square analysis, fixed/random panel data (GLS), and
OLS using robust errors are used as robustness check using Stata version (14.1)
and SPSS version (24).

1.6. Theoretical Model

The theoretical model of the current research (Explained in detail jpectsax)
depicts the variables of the study that can be considered as the main description of the
research problem and the overall research framework for the current study.

JLIXUH EHORZ SUHVHQWYV WKH VWXG\fV WKHRUHWL
relationship between two groups of determinants (CG mechanisms and external audit
and earnings manipulation practices). The first dimension is CG mechanisms which
consist of four types of ownership structure, five elements of the board of directors, and
three mechanisms of the AC as well as external auditing. The second dimension
includes different models used to measure acdéraséd and reddased EM using ten
different models (explained in detail in chapter Three and Six).
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Figure 1.2: The Study's Theoretical Model
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1.7.Thesis Structure and Chapter Content

This thesis consists of eight more chapters. Chapter Two covers essential aspects
of the Egyptian context of theresent study, in particular historical background, the
development of the Egyptian stock market, the legal system applicable in the Egyptian
context, the development of CG, the role of accounting and auditing profession,
privatization program, the cultdraalue, business environment and the impact of the
25th January 2011 revolution. A good understanding of these aspects provides insights
to the backgrounaf research objectivesand importance of researchypotheses
development

Chapter Three addressasgeneral understanding of the nature of EM and the
motivations behind the practices of earnings manipulations. Then, the chapter discusses
the difference between accruals and -temded EM and the various techniques of
measuring the accrublased EM andeatbased EM activities, justifying the techniques
that are employed in the current study for detecting the practices of earnings
manipulations. It presents to what extent CG mechanisms and external audit work as
monitoring devices of opportunistic earngnigianipulations.

Chapter Four presents briefly the most common theories of CG, such as Agency
Theory, Stewardship Theory, Institutional Theory, Stakeholder Theory, and Resources
Dependency theory, which are used to analyze theoretically the relationshigebe
CG mechanisms, external audit &d practice

Chapter Five reviews the various accounting and finance studies that investigated
the different conflicting and debate opinions regarding the relationship between
different mechanisms of CG and latitudé EM practices to afford a critical and
comprehensive review of the recent literature that helps the study identify the research
gap and suggestions for how to fill that gap.

Chapter Six is dedicated to clarifying the adopted methodological approacties use
in this study. It chapter introduces various methods of measuring the dependent
variables (earnings management) and illustrating the operationalization of independent
variables (CG mechanisms and external audit). Moreover, the chapter indicates the data
sources which are mainly gathered, from the annual reports of the listed companies,
financial statements, disclosure books and official websites along with describing the
rationale behind the selection of study sample. The chapter also presents aed justifi

the analytical procedures and techniques choices.
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Chapter Seven presents and discusses the statistical results and main findings. it
demonstrates the empirical evidence obtained from the descriptive statistics, correlation
matrix, Dynamic Generalized Nfeod of Moment $YSTEM GMM) estimator to
analyze the relationship between CG, external audit with DAs as a proxy for accrual
based EM activity, along with the suggested justifications for these results. The study
outcomes are compared with previous redeangtcomes in which differences and
justifications are illustrated. In addition to the further analyses that are made to highlight
the additional outcomes, some robustness checks are utilized to test the accuracy of the
main outcomes.

Chapter Eighshowsand discusses thresearch findings which the descriptive
statistics come at the beginning, followed by the correlation analysis and the
demonstration of theesults oBystemGMM aboutthe relationship between the internal
mechanisms of CG, external audit aR&EM using six models of Roychowdhury
(2006). Also, the findings are compared with prior findings to explain the similarities
and differences between the different contexts. Fugthalysis and robustness checks
are also conducted to highlight extra findings and check the sensitivity of the analysis
by implementing FGLS analysis and random/fixed effect panel data analysis.

Chapter Nine presents Dynamic panel threshold regressioel rdedeloped by
Seo and Shin (2016), which is an extension of the traditional least squared estimation
method This technique is used tietermine the optimal threshold that can achieve the
lowestearning manipulations and to examine whether or not ttsee norlinear
relationship between each attribute of CG andiidded on Kasznik moddlhis model
is useddue to the creditability of this measure as a proxy for the EM measurement, and
the difficulty on using the other models at the same time.

Chapter Ta presents a synopsis of this research by drawing conclusions and
implications. It also pinpoints the study limitations as well as provides future research
recommendations and avenues. The next chapter presents a broad overview of the

Egyptian business emenment from social, economic and political perspectives.
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Chapter Two

The SocieEconomic Context of Egypt:
Institutional Setting

2.1. Introduction

The current study is applied in the context of Egypt, which is an important and
influential country inthe Middle East. That is, the country has a central role in politics
in the region due to its influential culture, geographic location and economic
development. Egypt has different characteristics and institutional contexts compared
with common law countes, VXFK DV WKH 8. DQG WKH 86 7KLV FKDSW
business environment by describing the mienod macrdevel factors that influence
the accounting and auditing profession and CG implement@iaafat, 2018).

Globalisation leads to increag competition, information transfer,
international portfolio investment, human capital mobiligghnological advancement
and global foreign capital inflow. Foreign capital transfer into the emerging markets
inspires stock market growth. However, thesgestments may bring additional
challenges for corporations as they are accompanied by several risks, such as political,
economic and structural problems, in addition to the difficulty in obtaining reliable and
highly qualified financial reportsShehataDahawy and Ismail, 2014; Almadani, 2014;
Abbas, 2015Raafat, 2018

Moreover, corporate disruption, accounting flaws, corporate profiteering,
remuneration and exaggerated and incompetent disclosure practice of big corporations,
such as World.Com, Enrorgwissair, Arthur Andersen, Parmalat, Adecco, Yukos,
Baring Bank and UBS, have led shareholders to be more suspicious of their global
portfolio investments. On the heart of these scandals was the phenomenoR, of EM
which has received considerable attentiorong stock market regulators, practitioners,
researchers and investors as a result of its considerable negative influence on financial
reporting value and investor perception on firm performagoaifl, 2013)

Accordingly, inside and outside boardroonmgluding government, regulators,
LQYHVWRUVY SURWHFWLRQ DJHQFLHV GLUHFWRUV DQG

2 EM practice isuse of managers judgmeim financial reporting and in structuring transactions to
GHOLEHUDWHO\ PDQL Sfhabial Fepid KaH miBleal HDéxtgkeholders about the
F R P S DUpdéring economic performance or to influence contractuigomesased on the reported
accountingudgmentgHealy and Wahlen, 1999365
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enacting international standards, rules and regulations into law. These laws aim to

protect the economy from these rapid changes and comrproblems resulting from

the differences in financial reporting practices. This approach can help reduce
misunderstanding and uncertainty problems and promote capital market performance
(Habbash, 2010; Ebaid, 2013). Consequently, the accounting andl uditSURIHVVLRQTV
practicing environment needs to be improved, modernised and expanded to produce
high-quality comparable financial information (Shehata et al., 2014).

Thus, several studies showed an urgency of developing financial reporting
quality and dexribed it as one of the central tools and sources that provide investors
with the most critical information in making informed decisions; that is, financial
reporting facilitates the transfer of information and reduces information asymmetry
among managerand other stakeholders (Aditisalam and Weetman, 2003007;
Dahawy and Conover, 2007; Dahawy, Shehata, and Ransopher, 2011; Shehata et al.,
2014). Accordingly, the International Accounting Standards (IAS) has been utilised by
the International Accountin§tandard Board (IASB) to facilitate the development of
equity markets and economic growth of corporations worldwide. However, IAS cannot
be applied and enforced strictly in developing countries compared with developed
countries due to environmental, culiband legal and regulatory differences as each
country conducts various levels of accounting and auditing development according to
changes in environmental factors during particular periods (Larson, 1993).
Consequently, applying IAS without modificatiomsay be harmful to emerging
economies (Dahawy and Conover, 2007; Shehata et al., 2014).

Many researchers examined the extent of the impact of environmental and
contextual variables on the application of accounting practices and differences among
countries.For instance, Adhikari and Tondkar (1992) and Larson and Kenny (1995)
found that countries with solid economic growth (e.g. developed countries) promote
financial reporting disclosure, transparency, creditability and accountability compared
with developingcountries. Abbas (2015) highlighted that contingency and institutional
theories are the most convenient and important theories that explain the
interrelationship between dominant national culture, legal system, regulatory body,
capital market structure drother external influences as well as the implementation of
international practicing standards. As cited in Abbas (2015, p. 8), Richardson (2009)
stated, 3The contingency organisational theory suggests that any organisation consists
of a number of systemthat are supported by subsystems and directed by specific
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boundaries from its surrounding environmental subsystems. The theory analysis helped

LQ XQGHUVWDQGLQJ WKH LQWHUUHODWLRQVKLSY DPRQ
environmental patterns, and etlrelated variables. The theory argued that organisation
environmental structure is the major source for organisation managéatds, p. 8).

Consequently, any organisation needs to recognise, explore and interpret its
surrounding environment to increage strengths and lessen its weaknesses and thus

reshape its frameworkCountries should also consider their internal and external
environmental factors to harmonise IAS and their respective national accounting and

auditing systems.

ICAA (1998) supportedthe idea of standard harmonisation due to the
LPSRUWDQFH RI ORFDO DQG IRUHLJQ UHJXODWRUVYT FRR
approach develops funding growth, facilitates cilossler capital flow and decreases
the difficulties and complexity of theurrent globalised business environment. The
process of international financial transactions needs fundamental unification to improve
the competency of international capital markets through the utilisation of Generally
Accepted Accounting Principles (GAARNd Generally Accepted Auditing Standards
(GAAS) (Samaha et al., 2010, 2012).

This chapteprovides background information about the Egyptian context and
KLIKOLJKWV (J\SWTV UHJLRQDO LQ WKH $UDE :RUOG DC
also sheds ligt on the legal framework in Egypt and outlines several development
stages in the Egyptian economy, thus showing how the Egyptian CG has been founded
and developed. Moreover, this chapter presents the development stages of the Egyptian
capital market. Thenit identifies theextent to which the comprehensive set of
environmental and contextual factanfluence the auditing and accounting profession
and the implementation of CG in the Egyptian stock market. These factors include
current laws and regulationsultural and religious values, economic and political
conditions, financial markets and privatisation programs.

7KLYV FKDSWHU SUHVHQWY DQ RYHUYLHZ RI (J\SWTV
sections. Section 2.2 shows the motivations of this research d&yyipéian context.

Section 2.3 discusses an economic overview of the Egyptian context. Section 2.4
discusses the CG practices in the Egyptian context. Section 2.5 outlines the factors that
LQIOXHQFH (J\SWY{V &* LPSOHPHQWDW ls&B®cham&e.D OO\ 6HFW
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2.2. Motivations for Conducting the Study in Egyptian Context

Scrutinizing the interrelationship between CG and EM in the Egyptian context
is interesting due to various reasomsist, Egypt has diverse characteristics and
institutional contexts compared with common law counttieEgypt is one of the
emerging countries that targets politicizing its accounting system. In fact, Egypt has
been characterized by a lower level of its regulatory system, inability to follow the
requirements of hie disclosure of Egyptian accounting standards (EASs), the
increasingly high reconciliation of accounting profits for taxable income, the decreased
usage of control mechanisms to validate compliance with accounting standards and the
extraneous role in th&tock market to raise capital (Fawzi, 2003; Samaha et al., 2010,
2012).

Second, as an evolving stock exchange, Egypt lacks substitutive information
sources, except for published financial reports, such as profit forecasts, media releases,
industry financia analyses and management conference calls. Therefore, financial
statements can be considered as the primary source of information available for internal
and external users (Ajmi, 2009). The majority of the transactions that occur in the
Egyptian capitemarket are conducted based on available accounting data, particularly
profits. As a result, profits become crucial for market prices and investors at the expense
of profits for valuation objectives (Ebaid, 2013). Consequently, financial reporting
quality is more crucial to developing countries, particularlyhddle East and North
Africa (MENA) region, than developed countries in minimising information
asymmetry and enhancing decision making (Afify, 2009; Samaha and Hegazy, 2010;
Sarhan, Ntim, and ANajjar, 2019). Accordingly, regulatory agencies enacted several
reforms and regulations, such as issuing laws, CG codes and rules, to improve audit
guality to enhance financial reporting integrity (Ebaid, 2013). However, reforms and
regulations on audit quat will not work effectively unless firmand countrylevel
governance qualities are considered. For instance, the extent to which the legal system,
level of family and governmental ownership, cultural features and social hierarchical
structure influencRUJDQLVDWLRQVY GULYHV WR HQVXUH DXGLW °

(Sarhan et al., 2019). As a result, different factors such as political and legal structure,

3 Common law countrieare characterized witlhe strongest legiaystem and are more concerned with
protection of investors which have been influenced by the A8glkons traditionsuch as UK, USA,
Australia,India and Canada. While Fren€livil law countries have the weakest legal system, and low
investor protectin with German and ScandinaviaiviC-law countries located in the middle.
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level of ownership concentration and social values may influence the audit profession
and consquently impact negatively audit quality. Thus, corporations are not motivated

to maintain higHevel governance disclosure, transparency and audit quality (Samaha
and Hegazy, 2010, Sarhan et al., 2019).

This result is evidenced in some studies conductéae Egyptian context. For
example, most firms in the Egyptian context depend more on auditing firms that do not
belong to the Big 4 than on the Big 4 auditing firtdehamed, Basuony, and Badawi,
(2013) reported that the majority of Egyptian firms atelied by norBig 4 auditing
firms. Their study revealed that 54.5% of Egyptian firms in the stauket are audited
by nonBig 4 auditing firms whereas 45.5% are audited by the Big 4 auditing firms.
Ezat (2015) covered the listed rbnancial firms incuding 513 firmyear observations
for 20112013. His study revealed that approximately 66% of the listed sample firms
in the Egyptian context are audited by fi8ig 4 auditing firms. Bassiouny (2016)
revealed that 28% of its sample is audited by the BigmMpanies during 206Z011.
El-Dyasty (2017) revealed that 34% of Egyptian firms are audited by the Big 4 auditing
firms, whereas 31% of private local auditing firms control the Egyptian market, and
auditing firms affiliated with foreign companies (not itwiag the Big 4) represent
approximately 35%.

The audit market and accounting and auditing professions have been
underdeveloped. Thus, regulators and policymakers have recently gained interest in
issuing governance codes and legislative rules to enhaacautliting practice and
protect shareholder interest. Furthermore, most of the works of literature argued that
existing or potential financial statement users in MENA countries are more concerned
with engaging the Big 4 auditing firms as they have greateounting and auditing
expertise and professionalism, resources, skills, high reputation and ethical standards
that make them more advantageous than their counterparts (Samaha and Hegazy, 2010;
Sarhan et al., 2019). They find that audit quality can werkubstitutive, particularly
for countries with weak legal, judicial and bureaucratic systems and relatively low
investor protection. In addition, audit quality can support the governance system in
enhancing financial reporting quality and mitigating agemroblems between
management and shareholders. For instance, Khalil and Ozkan (2016) found that
Egyptian firms that concentrate on the Big 4 auditing firms represent 59% of the study
sample. This statistic results regarding the market share of the Bigjtthg firms in
WKH (J\SWLDQ FRQWH[W LV FRKHUHQW ZLWK 6DUKDQ HW
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that firms audited by the Big 4 auditing firms are negatively related to EM due to the
high-quality audit services provided. Therefore, this presentystogrposes to
investigate the extent to which audit quality reduces opportunistic EM and enhances
financial reporting quality.

7KLUG (J\SWYV &* FRGH zZzDV RULJLQDOO\ LQWURGXFH
and International Cooperation in 2005 based onQ@eprinciples adopted from the
Organisation for Economic Cooperation and Development (OECD). However, the
Egyptian financial market still experiences lowality financial reporting and
transparency. Nevertheless, the application of CG in Egypt as a fooggherging
economies and its application in developed countries significantly differ. CG
enforcement in Egypt is neither compulsory nor legally binding; rather, it aspires to be
inspiring and motivating to corporations in directing and controlling gystem under
the best international practices; hence proving that sound management can direct firms
in the best interest of stakeholders (Ebaid, 2013, Mostafa, 2017, Raafat, 2018).

Thus, the level of CG application is not adequate to control firms iattiok
exchange in terms of board independence, external audit quality and ownership
structure that may not control EM practices (Bremer and Ellias, 2007; Kamel and
Elbanna, 2010). Some studies explained that prevalence of family and government
ownershipJack of R&D potentials, intertwining connections, low level of institutional
shareholding, weak investor protection, illiquid stock market, weak legal control and
economic reservations may be the underlying reasons of weak CG application (Khalil
and Ozkan2016; Sarhan, et al., 2019). Ownership concentration of family firms and
government institutions can be considered as a critical challenge for CG application.
This condition necessitates additional formalised policies and rules and independent,
expert angorofessional directors, high audit quality and confirmation from succession
planning. Contrary to the listing rules of EGX, listed companies still have free float less
than 5%, which represents approximately -tmed of EGXlisted firms. This
phenomenors considered a violation of the listing that requires at least 5% free float
(World Bank, 2009; Khlif, Samaha, and Azzam, 2012). In response to its questionnaire,
u& 0% HVWLPDWHG WKDW IDPLOLHV RZQ DERXW LQV
individual 15% &Q G IRUHLJQ LQYHYVWRADY2010{p. 8)( B&bol et al.
(2004) found that Egypt is characterised by high ownership concentration (major
blockholders are represented by approximately 58%) with weak investor protection and
low environmental disclosa. EI-Sayed and Wahba (201@)ported in their study that
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the ownership structure of the top 10 EGsted companies (25 most active) is 23.59%
(21.455%), 21.92% (15.69%), 34.12% (39.02%) and 13.77% (12.95%) for state
holding, managerial, institutional drfioreign ownership, respectively. In a recent study

of 292 firmyear observations, Khlif, Samaha and Azzam, (2015) found that the mean
of state ownership in the Egyptian content is approximately 53%, which ranges from 0
to 0.880. The mean of managerialr@xship is nearly 10%, which ranges from 0 to
0.78. This percentage is relatively consistent with the study of Khalil and Ozkan (2016),
who found that executive ownership has a mean of 9.1%. On the contrary, ownership
dispersion, which is measured by fift@at, has a mean of 0.227, ranging from 0 to
0.78. Subsequently, the Egyptian financial capital market is probably less efficient,
which negatively impacts transparency level and value relevance in the financial market
compared with those of the Westerountries (Kamel and Elbanna, 2010; Raafat,
2018).

This research focuses on presenting an analytical evaluative account of CG in
Egypt and recognizes the main driving forces and challenges of this reform. However,
analysing the economic development stage&gypt is crucial to determining the
development of CG application. This analysis also helps determine how the legal
system has been affected by economic, environmental, cultural and political
surroundings and how it affects the development of CG impl&tien. This approach
can influence not only the disclosure level but also the transparency level. Furthermore,
the performance of EGXsted companies is influenced. Thus, five major points can be
determined: (1) the 1952 Egyptian revolution, (2) the RetdVar in 1973, (3) the 1991
economic reform program, (4) the 2001 initiative tendency by the Ministry of Economy
and Foreign Trade (now the Ministry of Investment and International Cooperation) to
apply the best practices of CG for disclosure and traespg promotion of stock
exchange and, finally, (5) the CG code development stages in Egypt from 2001 to the
present.

For instance, such studies conducted in Egypt, sudfaasel and Ebanna
(2010), revealed that EM is a common malpractice in Egypt alotigother various
accounting and auditing manipulations. These practices have been recently discovered
by the Egyptian CMA. Firms in Egypt purposely provided fraudulent financial position
and operating results to gain additional investments, avoid beliggedl and acquire
the right to issue additional shares in addition to their existing shareholding (Egyptian
Capital Market Authority, 2002). Hass&nhaby and Said (2003) acknowledged that

24



the Egyptian business environment has experienced three digteszs of political
development: (1) nationalisation and dictatorship from (1P®%23), (2) tendencies
towards liberation and democracy (191@85) and (3) government economic and
political reforms (1986L997) The accounting and auditing profession reflects these
FKDQJHV WR PHHWHenetRs & devdaping Eodr@y Egypt is obliged to
adhere to IAS to gain external capital, credibility and reliability in its financial reports.
However, IAS matchede Anglo American culture; thus, some of these standards may
contradict with the Egyptian culturéds a result, IAS adoption comprises a major
change in Egypt as accounting was directed by the Egyptian Unified Accounting
System (EUAS). IAS necessitates Fgtian accountants to exercise professional
judgment and raise uncertainty and conflict, with risk revulsion deeply rooted in the
Egyptian culture. Moreover, accounting should focus on more extensive disclosures
than on taxes and EM (Abbas, 2015).

The current environment of Egyptian local auditing practice is categorised as an
inactive, complex and uncertain environment that needs extensive alterations to
increase its practice and organisational effectiveness (Abbas, ZDdigequently,
additionalmonitoring and controlling system, such as @Grequired. CG structure
DLPV WR KDUPRQLVH DQ RUJDQLVDWLRQYV HFRQRPLF
comprises the effective utilisation of resources, responsible use of power and
FRUSRUDWLR Q M% se¢hUdrRitdmizqr.F H

As discussed above with regard to the importance of unifying i3t global
capital markets require the need to increase the harmonis&tih practices and thus
enhance legitimacy in the global environment. Hence, concewngrati matching such
guidelines with corresponding variations in the underlying institutional environment is
crucial to escaping superficial changes to CG practices. Consequently, environmental
changes should be consistent with dominant national cultuesefine, such approach
can help to avoid the separation between declared intention and actual practice
(Westphal and Zajac, 2001; Crooke, 2002)

Several studies suggested that and convergence among the CG models and
codes have a remarkable harmonizationweler, CG applications, perspectives and
RXWFRPHV VWLOO YDU\ JOREDOO\ 7KLV GLIIHUHQFH PD\

4The EUAS offered detailed rules on howézord accounting transactions and prepare financial
statements
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levels of institutional environment, which resulted from diverse historical, cultural,
societal, economic and political contexglbayoumi, et al., 2019)For instance, in

2009, former US Representative Michael Oxley reported that responses to CG may
differ among countries due to variations in cultural and environmental context. Khanna,
Kogan and Palepu (2006) also explained @@ systems differ across nations by may

be similar among countries of higher geographical and political proximity and
economic connection. CG merger across systems happens when two systems become
increasingly interconnected; hence, proxies in thesersgstelopt the same laws and
practices to achieve global governahce

CG isinfluenced by the environment where it is implemented. This environment
includes diverse accounting and raxccounting elements. These influencing elements
may entail an improvedwaenessof current accountingxercisesand their future
upgrading trends that may advance the accounting and auditing Seettel,
Cieslewicz and Pourjalali (2012) supported the results of several researchers who have
hypothesised that culture is corsidd as the most important factor that influences the
institutional environment (North, 1990; Aoki, 2001; Amable, 2003). Subsequently,
national economic culture affects CG implementation through the intervention of an
institutional environment. Thereforaynderstanding the institutional environment
impacts the health and performance of CG across countries. Furthermore,
XQGHUVWDQGLQJ D FRXQWU\fV HFRQRPLF FXOWXUH WKD
thereby, a sound realisation of the national econarulture can indirectly assist in
developing the institutional environment. For example, in their study of transitional
HFRQRPLHY 5RWK DQG .RVWRYD VWDWHG WKDW 3LW
cultural and contextual embeddedness wherergehing how the CG system
transform” (2003, p. 314). Consequently, certain studies manifested that different
national economic cultures lead to variations in legal systems, thereby resulting in
different CG systemdaniel et al., 2012)

This finding indcates that the absence of theory and evidence that can
determine the best CG system. The elements that regulate the best CG structure have
QR JOREDO DJUHHBIize@MwWD @@ & MUXFQHKUH GRHV QRW H[L\
Sebora, 1998; Denis, 2001; Deairsd McConnell, 2003; Habbash, 2010; Amer, 2016).

5 Aras and Crowther (2008) stated that global governancenigtare of formal and informal
institutions, mechanisms, relationships, and processes betweetries markets, citizens as Wes
organisations, both inteand norgovernmental authorities
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Thus, each CG structure should be assessed and developed separately based on a legal
system, economic, political, cultural and religious factors and historical and
institutional environments. In compliancétivthis concept, assessing the effectiveness

of the CG systems should be the main focus (Shleifer and Vishny, 1997; Habbash,
2010; Almadani, 2011; Elbayourret al., 201

Accordingly, policymakers in the Egyptian context extensively focus on
establishig CG reform as one of the most important priorities that should be pursued
within a wider structural reform agenda to enhance the confidence and trust of the local
and international communities (Dahawy, 2009). This reform affected accounting and
financial reporting practices and is urgently required to address the likelihood of
promoting the Egyptian capital market and the negative consequences of corporate
scandals, such as that ofRhyan Group, as well as bank failures during the late 1990s
and early 200s (Sorour et al., 2012)

Accordingly, Egypt is regarded as an ideal example for the present study to
examine the emerging capital markelise to several reasons. Fir&igypt has an
emerging economy with many foreign investment opportunities. Seconfgypsan
business environment has undergone a fundamental change in recent years. Third, the
Egyptian situation has been dynamic and developing through many economic,
financial, legal, cultural and political frameworks that have influenced CG
implementatio. Fourth, Egypt can be taken as a good example for similar countries
experiencing economic and political reform and promising investment prospects
(Hashim and Devi, 20Q&orour et al. 2012).

2.3. Arab Republic of Egypt- An Overview

The Egyptian economy has dye characterized by having stable and mixed
economy and has experienced multiple stages of development (Dahawy and Kamel
2006). These stages are the Colonial Period, Central Planning, Slow Development,
Moderate Development, and Rapid Development (Hassabflmand Mosebach,
2005). Egypt is considered as one of the few developing countries that have altered
from a capitalist economy to a planned one, and reverted back to the capitalist economy
once more (Hassan, 2008). These fluctuations have been dynamprognessing
through numerous professional, legal, economic and political systems within the
framework of government intervention (Hassan, 2008). The major economic sectors

that contribute to the Egyptian economy are the banking sector, insurance and pensi
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sectors, Suez Canal Communications, and energy. During the twentieth century, Egypt
went through four different economic stages (Abdelsalam and Weetman, 2007): 1) pre
1952 (large private ownership), 2) from 195273 nationalization and socialist ery, 3

from 19741991 (open door policy and foreign investment), 4) since 1991 (privatization
and revitalizing capital market) as detailed next.

Before the Egyptian Revolution in 1952Egypt was known as a country with
great historical roots and civilized backgnd and as a prominent figure in policy
making among the Middi&ast countries, Africa and in the Arab World. The Egyptian
Exchange (EGX) was ranked as the first stock market in the Middle East that was
established in 1883 during the period of the Britt®lony in Alexandria and later in
1903 in Cairo. However, it was neither activated nor developed until the 1940s. The
two stock exchanges ranked fifth in the world (Bremer and Elias, 2007).

The period between 1952 and 1978jas the period whe@entral planning and
nationalization were among the main features by which the Egyptian economy was
recognized by. Becausthe Egyptian government, at that time, was involved in
establishing a variety of massive industrial and agricultural projectsubiie gector
dominated over the private sector. Moreover, a radical reduction in the activity on the
stock exchange was triggered by the socialist policies that were adopted and applied in
the middle of the 1950s. It remained inactive from 1961 until 1@Hnaha and
Stapleton, 2009).

From 1973 to 1991the government implemented the "open door policy" after
the war of 1973, to support the flow of foreign and private capital and technology to
Egypt. Besides, they issued some tax exemptions by giving &ppdeate sector side
by side with the public sector to contribute to the economic development. As a result,
there had to be some laws and regulations that help and control the Egyptian Capital
Market. So that several laws were enacted in that regart. &uthe 1974 investment
Law No. 43 "Arab and Foreign Investment and Free Zones™ which was issued with
some tax exemptions. As a way to control the stock exchange, the Egyptian Capital
Market (CMA) was founded by the presidential decree No. 520 of 187&dition,
some laws were issued to boost the private sector in order to form and list companies
on the stock exchange, such as the 1981 Tax Law No. 157 and the 1981 Companies Act
No. 159. (Bremer and Elias, 2007). Unfortunately, these actions did wet da
noteworthy impact on the stock exchange until the early 1990s due to the insufficiency

in issuing many governmental security laws, the lack of financial disclosure, the
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opposing effect of tax exemption, the weak legal system, the lack of protectton to
minority shareholders, and the confrontational economic conditions (Ragab and
Omran, 2006).

,Q WKH O DRg¥ypt distipgdiished the necessity of gaining the confidence
of the international community and foreign direct investment. Hence, An e@@nom
reform program was implemented by the World Bank (WB) and the International
Monetary Fund (IMF) in Egypt. This program aspired to enhance privatization and
boost the stock market, for the purpose of raising new foreign capital and encouraging
more Egypins to invest in the domestic markets rather than investing abroad.
Therefore, the development program purposed at powerful financial principles, the
presence of reliable corporate information, and the adoption of international accounting
and auditing stadards (Dahawy, Shehata, and Ransopher, 2011).

From 1991 to 20014 legal and supervisory framework has been founded by
Egypt that imposes all regulations that govern the Egyptian securities market and
assigns supervisory agencies control over market iteesiv The Egyptian legal
framework regulated its capital market by concentrating on the French civil law of
companies and AngiPHULFDQ ODZV ,VODPLF 6KDULYDK OHJLVO
impact these laws (UNCTAD, 2007). On the one hand, the fiostpgof laws that are
affected by the French civil law that used to govern the incorporation of companies
includes the following. (1) Companies Law No. 159 of 1981, which is the main source
of Egypt’s corporate legal framework, governs ja@taick companiedimited liability
companies and partnerships limited by shares. French civil law is the main source of
this law. (2) Investment Law No. 8 of 1997 provided specific income tax exemptions
and taxfree zones and organized national and international dineetsiments in
approving investments in specific industrial locations in Egypt. (3) Public Business
Sector Law No. 203 of 1991 regulates the incorporation of public business sector
companiesOn the other hand, the second group of laws that are influeyo&ddbo-
American laws used to govern public and private Cairo & Alexandria Stock Exchange
(CASE)listed organisations includes (1) Capital Market Law (No. 95 of 1992, which
is the main law that regulates the EGX (Ragab and Omran, 2006) and (2) Central
Depasitory Law No. 93 of 2000, which maintains all registration, clearance and
settlement procedures associated with trading transactions to minimise risks associated

with trading physical securities.
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S$OWKRXIK WKHVH GLITHUHQW O D #r¥ capltd? tdaekeB W HQ KD Q
they created confusion for all stakeholders, such as managers and shareholders.
Consequently, th&gyptian governmenvisualized the necessity to establish one
unified common law rather than these laws andieved various steps towartuge
economic reform&nd related initiatives implemented in recent yd&esvzy, 2003;

World Bank, 2004)ln 1991, the Egyptian government, along with the World Bank and
the International Monetary Funtjunch the comprehensive Economic Reform and
Strudural Adjustment Program (World Bank, 2002). This economic reform aims to
introduce a privatization program, moving gradually towards market economics,
deregulating interest rates and foreign exchange and presenting a new capital market
law (Rizk, 2006). A a result, CG started to gain its prominence in the Egyptian context.
Subsequently, numerous supervisory and monitoring agencies, such as government
agencies and quagbvernmental or selfegulatory agencies, were established to
regulate the capital magkand confirm an appropriate CG application.

In the middle of 1990s, the Egyptian government started to change the
accounting system to enhance decisimaking process, attract investment and raise
foreign investor's confidence in the Egyptian capitalketaThe Egyptian government
sought a policy of synchronization between EAS and IAS as a part of the reform
proces& Since 1998, all listed Egyptian firms were required to abide by this new set of
EAS. Late in 2006, a new set of EAS was issued which pacates 35 EAS based on
International Financial Reporting Standards IFRS (2005 version). All the listed
Egyptian companies had to comply with this new set of EAS in preparing their financial
statements since 2007 (Ebaid, 2013).

2.4.The CG Practices in Egypt

As a result of the regulatory environment, the economic reform, and
privatization, Egypt begins to revive its capital market to improve its reputation
nationally and internationally, to promote its degree of transparency and disclosure in
their financial reorting and to regain the trust and confidence of the existing and
potential investors (World Bank, 2001; Desoky and Mousa, 2012). Thus, CG has gained
its power in the Egyptian capital market when several rules, regulations and ideas of

CG have been arraad, developed and authorized (Desoky and Mousa, 2012).

6 24 EAS based on IAS with much adaptation for local conditisese constituted through the
issuance of Decree N0.503 in October 1997
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The World Bank and international monetary fund (IMF) conducted their first
study about the CG in Egypt in 2001 (first Arab country to undergo the report on the
observance of standards and CeR€XSC aalysis). They investigated the CG
practices in Egyptian environment against the OECD principles of the corporate. The
evaluation revealed that 62% of the CG principles were actually conducted by the
Egyptian firms in the stock exchange. The assessmentegdeded that the Egyptian
DFFRXQWLQJ UHJXODWLRQV JXDUG WKH VKDUHKROGHUVT
and confirming that the Egyptian accounting standards are in accordance with the
international accounting standards (IASs) (World Bank, 286d Desoky and Mousa,
2012). However, the assessment found that there is a deficiency in segment reporting,
lack of transparency and disclosure regarding related party transactions, absence of
consolidation according to IASs, without full compliance WASSs, and there is
insufficient disclosure form risk and ngqerforming loan by the banks.

Consequently, the Egyptian government realized the importance of developing
its financial reporting to confirm the appropriate application of CG principles. In, 2002
CMA issued new rules and regulations for listed companies as a transitional period
(AbdelShahid, 2003). These rules were concentrating mainly on the transparency and
disclosure requirements, comprehensive preparation and presentation for the financial
statements, the importance of audit committee presence, and the penalties of non
compliance with CG principles (Fawzy, 2003, and UNCTAD, 2007).

As a result of the significant legislative reforms that occurred in the Egyptian
financial reporting, the Worl@ank in March (2004) conducted its assessment about
the CG principles and reported that the compliance level had risen from 62% in 2001
to 82% of the OECD principles (ROSC 2004). The report on the observance of
standards and cod€G country assessment niened that "implementation and
enforcement of the rules remain central” in the process of implementing and enforcing
CG practices in Egypt (World Bank, 2004 and UNCTAD, 2007). However, the
assessment recognized some deficiencies on CG practices suck aesdaclosure
about the business ethics, environment and other public policy commitments, forward
looking information, risk factors and governance structures and policies (World Bank,
2004). In addition, it reported that there is nedapth managememtiscussion and
analysis section in the annual reports of several listed companies (Fawzy, 2003, World
Bank, 2004, and Bremer and Elias, 2007). Accordingly, the report identified several
important steps that focus on implementation, comprising: (1) estimiglia Center for
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Directors to develop CG Code on the board roles and functions, and enhance a director
training capability; (2) enforce new listing rules and disclosure provisions, with
constant focus on a review of content, and (3) implement legistatimen to make the

policy framework more compliant with the OECD Principles (ROSC, 2004).

In response to the World Bank recommendations (2004) concerning the CG
application, the Egyptian government is concerned mainly with establishing the
Egyptian institte of directors (EloD) under the supervision of the Ministry of Foreign
Trade. This institute is considered as the first institute dealing with CG in Arab
countries. It collaborated with several leading international organisations including the
World Bank, International Finance Corporation (IFC), the United Nations (UN), and
the Centre for International Private Enterprise (CIPE) to introduce the general
framework of CG (Dahawy, 2007). One of the key objectives of EloD is to raise the
awareness regarding theed to apply CG practices not only in Egypt but also in the
Middle East and North Africa (MENA) countries. The institute is responsible for
presenting a diversified training and advocacy activities, such as providing information
on promoting CG principe codes and best practices. Besides, it is responsible for
throwing the light on the importance of hosting both international and national
conferences and seminars that aim at raising awareness and developing manuals and
procedures to facilitate execugirCG structure These seminars and conferences are
directed toward different categories including directors, auditors, accountants, and
business men. As mentioned in the Presidential decree No. 231/2004, (Bremer and
Elias, 2007). EloD is considered as arfethe most important institutions that took
responsibility for introducing two governance codes; namely the Egyptian Code of CG
for Listed Companies in 2005 and the Code of CG for instate Owned Enterprises in
2006. Both codes are formed dependent on OHE§lidelines, the corporate
amendments and the Capital Markets Laws and the tightening of the Listing Rules.

In 2005, the Ministry of Investmerand International Cooperatipthe EloD
andthe General Authority For Investmeand Free Zones introduc#te ECCG. The
ECCG presents CG guidelines and standards to be implemented istgaktEGX
listed companiegDesoky and Mousa, 2012). However, the ECCG lacks enforcement

that negatively impacts its enactment, transparency and disclosure.’ EC@@her

"The code itself states that: "These rules shoulthken into accounasan addition to the
corporaterelated provisions stated under various laws, the executive regulations and decceesing
their application Yet, these rules are considered as unique and differentdtomthers stated under the
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mandatory nor legally binding, as it is not legislatively mandated and compliance is
voluntary, making the benefits from compliance limited (ROSC, 2009; Abakthh,
2008; Desoky and Mousa, 201.2The ECCG presents several rules on various CG
aspects (board fodirectors, AC, external and internal audit and social and
environmental policy disclosure). With regard to the board of directors, the ECCG
presents the responsibilities, tasks and roles that should be dedicated to the board (Rule
3-7 and Rule 3d19). Interms of board composition and meetings, the ECCG determines
that the board should be comprised of a majority of@xeacutive directors with an
appropriate mix of technical and analytical skills and experiefoeboardmeetings
shouldbe heldat least once every three months (RulE73, and independent directors
can meet the management without the attendance of executive members at any time for
consultation of any task (Rule- 3 LWK UHJDUG WR WKH $&TV UHV
composition and meieigs, Rule 61 states that the AC should include at least three non
executive members and that at least one of them should have financial and accounting
expertise. If AC size is insufficient, one or more should be appointed from outside the
firm. The codealso identifies the tasks of AC directors, such as investigating internal
controls, reviewing financial statements and accounting policies applicable in firms,
evaluating the qualification of financial managers, external auditors and other financial
staf DQG DSSURYLQJ WKH H[WHU Q D-@Qudit Xebvické Rid\VWeirH QI D JH P
remuneration) (Rule-8). Finally, the ECCGlemonstrateshat AC directors should
meet at least four times annually with a specific agenda (RB)J€EBG X, 2006; Samaha
and Dalawy, 2011; Ebaid, 2011).

In July 2006, the EloD issued and released its final version of guidelines of CG
to structure the legal framework within which such organisations should operate for
stateowned organisations (Salem et al., 2019). The implementation of the CG code
describedas critical support for the Egyptian companies to improve its transparency
DQG DFFRXQWDELOLW\ IRU WKH ORFDO DQG LQWHUQDWL
main principles which are the equitable treatments of all shareholders, conflict of
interest isstH V WUDQVSDUHQF\ DQG GLVFORVXUH DQG W
UHVSRQVLELOLWLHVYY -Rait#hy 3008; Desouky &hei ousa, 2012;

abovementioned laws is that the rules governing CG are neither mandatory nor legally binding,' rather,
they promote and regulate responsible and transparent behavior in managing corporations according to
international best practices and means that strikaili®gum between various party interests”
(UNCTAD, 2007, Samaha and Dahawy, 2011)
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Hassouna, 2014). In a similar vein, CMA established the auditor registry to strengthen
the quality of audit professin by supporting CG application.

Recently, Egypt has conducted substantial reforms in the new listing rules in
the stock exchange to encourage the transparency, and integrity of financial reports
provided to investors. These EGX listing rules encompage thrteria to start the
process of differentiating and branding listed issuers such as profitability, minimum
capital share, and size of the shareholders. However, the most important amendment is
that presence of audit committee (Article No. 7) and thedatory requirement from
the directors in the listed organisation to prepare an annual report regarding whether
the organisation is adhered and complied to standard practices dd&3Guky and
Mousa, 2012).

In 2007, the board of directors of the Capitadrkket Authority (CMA) issued
Resolution No. (11) of 2007 on 11/3/2007 regarding the executive rules for the
governance of organisations working in the field of securities but not listed on the stock
market comprising companies obtaining the necessaryskseto get involved in
brokerage activities in the Stock Exchange, the construction and management of
securities portfolios, investment funds, custodian, liquidation and settlement of
securities transactions. This resolution sought to enrich the staitityeliability of
stock market, offer strong investor protection, and decrease the risks faced by the
market. In addition to the previous efforts, (CMA) issued Resolution (No. 62 of 2007)
in 18/4/2007 as a supplement for the above mentioned resolutich witégrate the
company's internal control system and internal audit department (Shehata and Dahawy,
2013).

Thus, the new listing rules led to a perceptible reduction in the number of listed
companies (Mustafa, 2006) which is presented in the dramatictrexd in the number
of listed companies in the EGX at the end of 2007, to 435 listed companies, down from
1,151 at the end of 2002. On the contrary, the market capitalization has been
significantly raised dramatically from LE 122 billion to LE 768 billidaring the same
period. In 2004 and 2005 the CASE was labeled as the world's best performing evolving
capital market in MENA region. According to the Standard and Poor and Morgan
Stanley indices, the Egyptian capital market came on top of the emergimgoaatl
markets in 2004 and among the best 10 stock markets in the world in 2005. Likewise,
according to the 2005 and 2007 Arab Monetary Fund (AMF) index, Egypt ranked first
among all other Arab stock exchanges (Samaha and Dahawy, 2011). The EGX has
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perceved a remarkable economic growth by an average of 5.3 percent from 2003 to
2008 according to the World Bank (2009) report. Moreover, the average growth was
not affected by witnessing a market correction in 2005, instead the average growth
increased from Percent between 2000 and 2002 to almost 50 percent between 2004
and 2007. Act No.123 which aimed at amending the 1992 capital market Act N0.95
was approved in 2008. Table (2.1) portrays the main indicators of Egyptian stock

exchange over the period fro2001 to 2009).
Table 2.1: Main Indicators of Egyptian Stock Exchange over the Period 2062009

Indicator 2001 | 2002| 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009
Total volume in 1.3 .9 14 |24 |53 9.1 |15.1 | 255 |36.6
(EGPs billion)

Total value 31.8 | 34.2|27.8 | 42.3 | 160.6 | 28.7 | 363 529.6 | 448.2
traded (EGPs

billion)

Total number of 1.1 .8 1.2 (1.7 |4.2 6.8 |9 135 | 146
transactions

(EGPs million)

Average daily 129 | 137 | 114 |170 | 645 |1176| 1488 | 1,656 | 1,822
value traded

(EGPs million)

Number of 246 | 249 | 244 | 249 | 249 |244 | 244 244 | 249

trading days
Number of listed | 1110 | 1151|978 | 795 | 744 |595 | 435 |373 | 306

companies
Number of traded | 643 | 671 | 540 | 503 |441 |407 | 337 |322 |289
companies
Market 112 | 122 | 172 | 234 |456 |534 | 768 |474 |500

capitalization end
of year (EGPs

billion)

Market 30% | 29% | 35% | 43% | 74% | 72% | 86% | 45 41
capitalization
(%of GDP)

Source: CASE, Stock Market Annual Report (2010).

Egyptian Capital Market Authority (CMA), now working under the Egyptian
financial supervisoEFSA, provides a plan for the years starting from 2008 to 2012
for improving the capital market and enhancing the quality of CG and disclosure by
including the following amendments;
First: Encouraging the primary market by the reduction of the minimum
requirement to ten piasters instead of one pound thus causing maxieiity, in
addition to giving companies and international institutions the right to issue securities
that can be traded in the stock excharfggrond: 7TKH HVWDEOLVKPHQW RI WK&E

registry list which lists the auditors working at the listed congmarilrhis guarantees
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transparency and requirements of CG disclostiied: Enhancing the regulatory role

of the Egyptian financial supervisory authofffSA (previously named as Capital

Market AuthorityCMA) by aggregating the fine for violation commitni¢o be twenty

million pounds.Fourth: Hiding the stock exchanges recent tables and changing its

name to the Egyptian Exchange.

In 2009, the World Bank conducted its third study concerning the

implementation of CG practices in Egypt and released the R@%st for the Arab

Republic of Egypt. This report projected several reforms to the laws, regulations, and

institutions to develop and construct a modern CG framework for the qualified,

professional directors and investors to comprehend the businedsrcgesed CG. In

2010, the World Bank an@EloD) held a joined conference to present the central points

and comments on ROSC report (2009) and incorporated the following:

1.

ok

S37TKHUH LV D enhahGmebth Bh@ \Guality of financial disclosure

throughoutthe years, nevertheless some concerns remain regarding the quality

ofnon ILQDQFLDO GLVFORVXUH’

8 7TKHUH LV VWURQJ WHQGHQF\ WR PRGLIbOr-(&*& WR I

H[SODLQY R®OSURHDIE RO09)

8 (LR'" SURYLGH IXUWK Hut itg XligesSt& Urdining Rrodgydrn® O

specifically family RZQHG EXVLQHVVHYV RXWVLGH WKH (*;

3 (*; DQG &0%$ KDYH GHYHORSHG DQG DGYDQFHG (OHF

3)HZ FRPSDQLHV DUH WKRXJKW eWdrt &D ¥ht¢rndlREXVW U

FRQWURO SURFHROG3WrEPdrt 2009 ODFH"

3 'XH WR WKH JRY HU Qtot&) mubhb& RfOistEdLiANS in daditad

market have been decreased from 1148 at the beginning of 2002 to 333 by the

mid of 2009, then it reduced @g to 240 organizations in 2010 to be less than
OLVWHG ILUP ER®SCGepdit, 2009).

S3VHYHUDO LVVXHV DQG SUREOHPYV DUH VWLOO H[LVW

implementation of the governance rules such as, the availability of tecura

LQIRUPDWLRQ RQ % 2 ' RROB®regnit, EMHSDQLHV"

3 SOWKRXJK WKH LVVXDQFH RI WKH (&*& LV FRQVLGHL

practice in improving CG, and building more awareness, it loses some important

opportunities due to its voluntd\ LVVXDQFH LQ ’

S6LIJQLILFDQW LQVWLWXWLRQDO UHIRUPV ZHUH FRQG

Ministry of Investment (MOI), reorganisation of the CMA and EGX, and

HODERUDWLRQ RI QHKHROSGRmEM PAF) FRXUWYV’

10.37KH &0% KDV EH H&poddibiity @ déviglép, regulate, and enforce

the capital markets. It worked to support the implementation of CG practices
such as assessing the company disclosure, enhancing its oversight upon the
market and its followX S S U R F HRIGSC @epaft, 208).

The year 2011 was termed as a challenging year in the history of the Egyptian

market and the January R&volution led to a considerable decline in several industrial,

services and economic sectors due to internal and exfgotiital and economic
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events. Nevertheless, on the internal level, Egypt underwent countless deficits and
losses ranging between LE 55 million and LE 100 million. The EGX 30 Index reduced
by almost 49%, whereas EGX 70 and EGX 100 declined by 42% and 45%, respectively.
Accordingy, foreign investment was negatively affected and reached the lowest level
in seven years at US 2.2 billion in fiscal year 2@00Q.1. In addition, the banking sector
was closed for several days; stock exchange closed for approximately two months; and
seveal international companies were closed after sending back their employees to their
respective countriesn June 2011, the ECCG was modified and issued, focusing on
listed companies and financial institutions, regardless if not listed. A decision on the
guidelines and instructions of CG practice for banks has been issued by the Egyptian
Centeral Bank to develop the Egyptian banking syst®aspite the difficult
circumstances, internal pressures and the intensification of the crisis in Egypt, Egypt
remainedas one of the most attractive markets in the MENA region according to
6WDQGDUG DQG 3RRUYV $QQXDO 5HSRUW LQ 6KHKDW|
In 2012,the EGX was described as the only winner in the middle of all
economic difficulties (CASE, 2012). Egypt twessed tough economic circumstances
due to political events reflected greatly on the Egyptian economic performance,
investment climate and growth level.
In 2013,the Egyptian market faced several economic challenges and economic
suspicions and inconsistiepolitical stances, such as inflationary pressures exceeding
10%, devaluing Egyptian pound, sealing the year 2013 at LE 6.93 against the US dollar
and budget deficit. EGX proved its success and prosperity compared using various
investment tools as it redy a cumulative return of over 87% during the past two years.
During 2013, EGX succeeded in maintaining its position and trading records close to
the prior year and exceeded 2011 by recording 29 billion securities valued at LE 162
billion as opposed tds trading volume with 34 billion shares worth LE 185 billion the
previous year. Furthermore, EGX recorded 5 million transactions that year against 6
million transactions in 2012.
The year of 2014 witnessed a number of significant developments and
improvements of the Egyptian stock exchange on the local and international levels. This
\HDU ZzDV ODEHOOHG WKH EODFN KRUVH DQG ZDV EHOLH
<HDU" 7KH :RUOG %DQN DQG WKH ,QWHUQDWLRQDO )LQ!
annual DoingBXVLQHVYV UHSRUW ZKLFK UDWLILHG DQ LPSURYHP

2014 as a consequence of moving on the track with proposed strategic plan in the last
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year. Although, the world economy in year 2014 and in 2015 faced harsh economic and
political chalenges, Egypt reached its highest level in indices ranking and realized one
of the highest returns in the world, in terms of the international ranking.

In 2015, according to Morgan Stanley Price Index (MSCI), all emerging
economies suffered from stridergdlines in growth rates, military stiffness, reduction
of their currencies, and significant terrorism except Hungary. Greece led the declines
retreating by 62%, followed by Columbia that witnessed a decline of 44%, followed by
Brazil and Turkey with a deide of 43% and 34%, respectively. The Egyptian Stock
Exchange recorded an average performance of 25% as compared to other emerging
markets. Despite the decline in EGX indices due to economic and political challenges,
EGX maintained best performance over thst three years, according to MSCI.

EGX during this period was characterized by the following aspects; despite the
challenges and difficulties witnessed in 2016, Egyptian market was ranked as- second
best performance since the Egyptian revolution in 20k following table (2.2)
highlights the development of the Egyptian stock exchange from 2010 to 2016 as
follows; EGX recorded the highest trading value by 285 billion, which is considered as
the highest level since 2010. The market capitalization irEthgtian stock market
achieved notable increase in 2016 as it reached EGP 601billion compared to EGP 488
billion in 2010, representing 25% of GDP. The bond market achieved the highest record
figure in EGX history, recoding trading volume about EGP 7&obiltompared to 89
billion during the last year. The Egyptian Exchange had a pivotal role in social
responsibility practices. Since it is one of five pioneer exchanges that joined the United
IDWLRQVY 6XVWDLQDEOH 6WRFN ([FKDcQ BHVMrenyLWLDWLY I
including more than 14 exchanges (EGX, 2016).
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Table 2.2:Main indicators of Egyptian stock exchange over the period 201016

Indicator 2010] 2011 2012] 2013 2014 | 2015( 2016
Total volume traded in (EGP billion) | 33 185 | 34 29 57 45 50
Total value traded (EGP billion) 321 [148 [185 [ 162 | 291 | 248 | 285

Total number of transactions (EGP | 10 56 (6.2 |48 |73 |49 |6
billion)
Average daily value traded (EGP 500 [543 |518 | 428 | 883 | 567 | 820
million)
Number of trading days 247 | 207 | 245 | 243 | 244 | 244 | 245
Number of listed companies (Main | 212 | 213 | 213 | 212 (214 | 221 | 222
market)
Number of traded companies 211 | 204 (204 | 206 [206 | 217 |213
Market capitalization end of the 488 | 294 | 376 | 427 | 500 |430 [601
year (EGP billion)
Market capitalization (%of GDP) 40 19 24 21 25 22 25

No of listed companies (NILEX) 16 19 22 24 33 31 32
No of traded companies (NILEX) 13 13 16 21 25 27 27
Market capitalization (NILEX) 1 1.04 (105|114 (11 |1 1.4

Source: CASE, Stock Market Annual Report (2015, 2016)

In 2016, the EloD modified andpdated the ECCG. The ECCG was applied in
listed and unlisted companies, commercial and service corporates and banking-and non
banking financial institutions, regardless of their size and nature of activities (Salem et
al., 2019). ECCG (2016) includes ttadlowing; it provides a general methodology for
GUDIWLQJ DQ DGYDQFHG &* PDQXDO SD\LQJ VSHFLDO DW
as a fundamental pillar for enforcing the application of CG principles. The general
methodology also focuses on the rofethe board of directors by determining their
responsibilities in CG applicatiofRafat, 2018) Moreover, the general methodology
illustrates the optimal board composition by explaining the different types of ACs that
assist the board in performing itsnfttions and duties. The factors of control
environment are also explained as well as the role and responsibilities of the
RUJDQLVDWLRQYY ERDUG VHFUHWDU\ E\ LGHQWLI\LQJ
compliance department, internal audit and risk managésind recommending a CG
department for each company. The new ECCG proposes certain manual, policies and
codes that companies need to implement to develop their internal work. Additionally,
different disclosure methods are explained in the ECCG, focosittige disclosure of
nonfinancial information and material information that should be disclosed
periodically (Rafat, 2018).
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2.5. Factors Affecting the CG Implementation, and Accounting and Auditing
Profession

There are numerous factors that influence @® implementation in the
Egyptian stock market and the quality of audit and accounting profession. These factors

include:
2.5.1. The Cairo and Alexandria Stock Exchanges

The EGX was previously known as the Cairo and Alexandria Stock Exchanges
(CASE), aquastisef-regulatory authority by virtue of law. The elected board of
directors are delegated to manage (CASE) under the supervision of the Capital Market
Authority (CMA). CASE has the responsibility for confirming commitment to listing
rules, but they were not #horized for investigation or inquiries. The Capital Market
$XWKRULW\ KDV WKH DXWKRULW\ WR FRQWUDGLFW WKH
directors. As a result of the economic reforms, privatization program, and the
development of the regulatory enmirment, the EGX started to grow in the early 1990s
(Afify, 2009).

2.5.2. The Regulatory Bodies

Before 2009, the Capital Market Authority (CMA), the Egyptian Insurance
Supervisory Authority (EISA), the Central Bank of Egypt (CBE), and the Mortgage
Finance Authorig (MFA) are financial regulatory bodies in Egypt (Afify, 2009).
Although CMA is agovernment agencyhat supervised by the Ministry of Foreign
Trade, it is an independent agency and its board of directors is its supreme authority.
The CMA is primarily supprted by its revenues from accumulated fees and has the
responsibility for the enforcement of the Capital Market Act, encouraging market
transparency, reviewing and investigating the disclosure misconduct and supervising
market development and regulatingnd confirming timely financial reporting
(UNCTAD, 2008). Moreover, the CMA took the responsibility to impose
administrative sanctions such as issuing warnings, writing off from the tables,
suspending licenses, canceling operations or bargains, condaspegtion operations
DQG VWRSSLQJ WKH JHQHUDO DVVHPEO\YV GHFLVLRQV ZL
impairment to minority shareholders (World Bank, 2001; Fawzy, 2003).

The Central Bank of Egypt (CBE) is authorized to supervise the bankitegrsys
and take suitable actions in case laws and regulations are violated, whereas EISA is

authorized to take necessary actions in case of violation by any insurance company. In
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2009, three former regulators, the CMA, the EISA, and the MFA, worked togetther a
were unified into a single regulator, which was called the Egyptian Financial
Supervisory Authority (EFSA). However, this authority did not provide any new
changes to the legal roles (UNCTAD, 2008)

As well as two types of private institutions (the goweental and quasi
governmental supervisory bodies) operated in the market. The first tyghevasn
profit or self-regulatory institutions including Egyptian Association for Investment
Management and the Egyptian Accountants and Auditors Assoctadbhelped to
guarantee discipline in the capital market. The second encompasseednrefit
private institutions including accountants, law consultants and law offices, auditors,
creditrating companies, financial analysts and information disseminatiopaaes,
securities brokerage firms, promoters, underwriters and asset management firms to

promote the transparency and quality of disclosure either mandatory or voluntary basis.
2.5.3. The Privatization Program

Over the past two decades, privatization has be@mszonomic phenomenon
and take the lead worldwide (Shirley, 19%hawy, Merino, and Conover (2002),
Elbayoumi, et al., 200)9vhere governments follow this path to raise national revenues,
enhance economic democracy, promote the economic efficiendyesé fprivatized
firms, decrease their interference in the economy, develop the market competition,
improve dynamic and operating efficiency, expand the share ownership throughout the
world, and encourage capital market discipline (Shirley, 1992, and N0d2). The
Egyptian government poliesnakers and international donor agencies such as
International Monetary Fund (IMF) or World Bank viewed the privatization as
unavoidable step for the reforms needed for the economic development and structural
adjustmets. The government in the early stage of the economic development promoted
the investment and capital intensive industry (Nheri, 201 2E#mayoumi et al., 2019
This orientation requires that country to modify its legal, political, social environmental
and economic conditions to accommodate private enterprises.

The privatization purposes to minimise the State activities and eliminate barriers
to the entry of private ventures by transferring the property rights from the government
to individuals and corpations. Developed countries follow the privatization reforms
with the objective of reducing the politics interference in the business decisions and

promoting the efficient assets utilization. Despite the fact that the redistribution of state
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assets is thkey objective of privatization, there is still a critical need to develop the

capital market and restrictions on the privatization in the developing market economy

(Kamel and Elbanna, 2010). However, the privatization required some rules to be
performed Hectively, for instanceHassabelnaby, Epps, Said, (2003), P 278) stated as
FLWHG LQ ODVVRXG SWKH VXFFHVVIXO WUDQVIRUPD\
market economy based on private enterprises cannot be forced. Such a transformation
necessitatethe following basic conditions: (1) a stable political system, (2) a common
fundamental acceptance of the economic policy, (3) a proven and uncomplicated legal

system, (4) an efficient and flexible social welfare system, and above all, (5) a-market
orienWHG DFFRXQWLQJ DQG UHSRUWLQJ V\VWHP’ 3

Several multinational studies have examined to what extent the privatization
influences the firm performance in the developed and developing countries. For
instance, Boubakri and Cosset (1998) revealeganingful and positive relationship
between privatization and the firm performance (efficiency, profitability, capital
investment, and dividends payout) by studying 204 privatized firms in 41 countries. In
a similar vein, Nheri (2012) investigated the deti@ants of the posgprivatization
performance changes of newly privatized firms in some MENA countries covering a
sample of 75 firms in Egypt, Morocco, Tunisia and Turkey. The study showed that
significant post privatization leads to a decrease in trexdge and an improvement in
output, productivity, efficiency, and profitability.

Within the period of Anwar Sadat's presidency (32981), Egyptian
economic policy has been shifted from socialist structure to more mixed economy. In
the early 1990s, due the disappointed performance of the public sector, Egyptian
government viewed the necessity to attract foreign direct investments, and to promote
the trust of the international community. Thus, Egypt was moving from centralized
economy (i.e secrecy orietion) towards marketriented system (i.e full disclosure
orientation) due to privatization and multiple restructuring programs. The World Bank
and IMF enacted pressures on the government to impose these programs to create a new
economic environment fohé private sectors. Indeed, privatization was needed from
businessmen and accountants to change their business conduct and to provide investors
and stockholders with enough information about the firm performance as a major
component ointernational standds' reporting requirement&lpayoumi, et al., 2019)

Although, this process slowed down and grew more difficult after the
government had finished selling off most of its industrdgy (2009) argued that the
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Egyptian privatization program improved and accelerated the growth of the market and
that market capitalization expanded enormously in 1990 from LE 5 billion to LE 815
billion in 30 June 2008. Moreoveigreign portfolio investment has been raised and
accainted for about 30 percent of the total market capitalization of $20 billion in 1997,
with foreign investors owning about 20 percent of negotiable shares on the exchange.
This program targetecomprehensive financial development, building confidence and
trust among investors, increasing transparency and reliability of corporate information,
and adoption of international auditing and accounting standards. Thus, the government
has a greater inclination to effectively implement CG practices to reach itsdaspire
objectives. Table (2.3) below shows a list of privatized firms in the period from 1991
to 2004.

Table 2.3: The number of privatized firms from period of 1991 to 2004.

Majority Partial Total Proceed

Year L R S (LE

privatization privatization privatization -

million)

1991 4 0 4 0
1992 1 0 1 0
1993 1 0 1 0
1994 12 1 13 664
1995 6 6 12 1216
1996 18 7 25 2791
1997 23 5 28 3148
1998 28 4 32 2358
1999 21 12 33 2785
2000 9 14 23 2476
2001 7 4 11 1093
2002 4 4 8 71
2003 0 9 9 110
2004 1 4 5 585
Total 135 70 205 17297

Source: Privatization Implementation Project (2004)

In spite of the fact that numerous studies indicated a meaningful relationship
between the privatization and full disclosure (Dahawy, Shehata and Ransopher, 2011,
Sukkar, 2017Elbayoumiet al., 2019, they argued that it is important for the country
to take into consideration the economic, legal, political, social environment factors to
suit the privatized companies and to make the international accounting standards more
convenient to th Egyptian environment. This means that the level of disclosure will
not be developed or enhanced unless the organisation norms, culture, and attitudes, are
changed to comply with the new changes and requirements of the international
accountings standarq&bdelBaki, 2013;Nheri, 2014. Accordingly, the Egyptian

43



government concentrated on coordinating between EAS and IFRS as part of the reform
process. Thereby, in October 1997 the Ministry of Economics issued Decree No. 503
based on the IFRS taking intormideration the local environmental status to establish
24 EAS. All companies listed in the Egyptian stock market have been forced to comply
with the new set of EAS, since 1998. However, a new set of EAS relevant to Decree
No. 243 of the Minister of Investent came in the late 2006 to replace the old set issued
under Decree No. 503/1997 . This new set of EAS comprised 35 EAS based on
International Financial Reporting Standards IFRS (2005 version) and all companies
listed in Egypt have become obliged to aamf with this new set of EAS in making

their financial statements (Ebaid, 2016).

2.5.4. The Compliance with Disclosure Requirements in Egypt

The disclosure level in Egyptian context as shown in several st{itiassan,
Giorgioni, and Romilly,2006; Dahawy, 2008; Samaha and Dahawy, 2010) revealed
that the norcompliance with disclosure requirements is common. Dahawy (2008)
tested the level of CG disclosure for EGX 30 in 2006 and found low level of CG
disclosure with low compliance rates. On dtker hand, Hassan et al., (2006) reached
the conclusion that the level of disclosure and the compliance rate for mandatory
disclosure was high for neimancial companies, while the voluntary disclosure levels
were low. In a similar vein, Samah and Dah&&§11) documented that the overall
disclosure level especially the voluntary disclosure is very low in the Egyptian context.
Among their provided reasons for such rammpliance are the level of enforcement in
Egypt, the high cost of compliance with dsslire requirements, and the conflict
between disclosure and business environment in Egypt (Hofstede, 1980; Hassan et al.,
2011; Sukkar, 2017).

First, Level of Enforcement in Egypt

The competence of a country's disclosure system is governed by the degree o
enforcement in that country (Cooke and Wallace, 1990). Abdel Salam and Whitman,
(2007) identified a number of costs for rommpliance such as: market pressures,
administrative fines by the CMA, and the cancellation of listing on the stock market
which makes the companies lose cheap source of financing and the damage of their
reputation in the market as listed companies that take the advantagesxargtions.
However, many previous and recent studies pointed out to the fact that the emerging

economiesdo not necessarily have strong enforcement mechanisms. For instance,
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When Dahawy et al.,, (2002)Abd-ElSalam and Weetman (2003); Samaha and
Stapleton (2008¢xplored the compliance degree with IFRS in financial reports in the
Egyptian listed companies, ép revealed that the level of enforcement with IFRS
remains ineffective.

Hassan et al., (2009) reported that the costs ofcoampliance with disclosure
requirements in emerging countries are not significant and not important due to the
following reasons(1) The Egyptian Capital Market Authority does not have a proper
tools to monitor compliance with IFRS; (2) Administrative fines are rarely applied and
enforced by the CMA; (3) Désting is rarely applicable because the number of listed
companies is caidered a measure of the success of the stock exchange, and the
cancellation of the listing may be more damaging to the shareholders than the
management; (4) Market pressure is not important because most investors are small and
cannot form pressure groufike their counterparts in developed markets (Elsadik,
1990); and (5) there is an absence of clear regulations and rules that impose fines on
the audit firms that do not comply with IFRS (Dahawy et al., 2002).

Second, the High Costs of Compliance with Dikasure Requirements in Egypt

The accounting disclosure is viewed to be vital for the accounting users to make
decisions. Previous studies indicated that the increased disclosure and transparency
helps in reducing the valuation risk, raising the inventiogyidity decreasing the cost
of equity and enhancing the value of the compaiilyoft and Jacobson, 1994Dther
studies claimed that the benefit of the discourse might be less than the cost of complying
with disclosure requirements (Hassan et al., 2000¢ requirements of disclosure in
Egypt may include:

1. The cost paid for gathering and producing information such as the cost of
preparing information system to collect extra data, the cost paid to increased
audit fees, and the cost of training preparerthe applied standards in addition
to the growing costs of publication for annual reports.

2. Raising the disclosure level in Egypt may result in negative results, even if its
production may be costless. This is due to the inclination toward secrecy in the
Egyptian corporate culture that makes the investors suspect or misunderstand
the real intentions of the company when it discloses more voluntary information
than required (Hassan et al., 2008)is leads to increased uncertainty about the

company's futur@rospects as investors may interpret this increased disclosure

45



as a negative sign concerning the company's future value based on internal
information known to management (Hassan et al., 2009).
3. Litigation costs may increase due to insufficient or misleadirsglosure
(Elliott and Jacobson, 1994).
4. The disclosure of more voluntary information to the capital market may put the
organization in unfavorable competitive position, as the competitors may
benefit from the information disclosed to their interestshsag information
about strategies, plans, and tactics; information about technological and
managerial innovations, and other operational information (Elliott and
Jacobson, 1994).
Third, Disclosure, Culture, and the Egyptian Business Environment

Disclosureis similar to the CG in being either mandatory or voluntary. It is
highly affected by the national culture and the contextual environment in which it works
(Gray, 1989). The alterations in the economic reform and the tendency towards
privatization make t investors and stockholders fully aware of the importance of
increasing the disclosure level and the application of CG (Dahawy and Conover, 2007).
However, the application of CG and disclosure are still fruitless and insufficient. This
is because the bumss environment in Egypt is characterized by a high level of secrecy
and high power distance which can have a negative impact on the institutional
environment and CG practices (House et al., 2004, and Dahawy and Conover, 2007).
Hegazy (1991) justified thenigh degree of secrecy in the Egyptian business
environment by giving the following aspects: (1) information about the public sectors
were described as sensitive information relevant to the national security, (2) publishing
severe losses about the comganwithin the socialist era could create economic

disturbance and may affect people's trust in their governmental leading potentials.
2.5.5. Egyptian Culture, Accounting System, and Business Environment

As mentioned above, there are different environmentalrattat elucidate the
reasons behind international differences in accounting practices and CG
implementation such as legal system, economic status, political changes, representation
by professional accounting bodies, taxation system, sources of extearalefj and
historical inflation. In addition, there is another environmental influencer on the
accounting system and governance practices, namely culture.

+RIVWHGH 3 SURYLGHYV D GHILQLWLRQ RI &X
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programming of the mind/hich distinguishes the members of one human group from
DQRWKHU" +H H[SODLQHG WKDW WKLV 3SFROOHFWLYH SUF
KXPDQ JURXS IURP DQRWKHU" 3 LW DOVR KHOSV W
institutional environments+ RIVWHGH GHVFULHG FXOWXUH DV 3\
PLQG" +H UHIHUUHG WR ERWK WKH SURFHVV WKURXJK
S SURJUDPPHG”™ WR IXQFWLRQ LQ D VRFLHW\ DQG WR WKI
impacts the institutional environmeite revealed four underlying value dimensions:
(1) large versus small power distance (PDI); (2) individualism versus collectivism
(IDV);(3) masculinity versus femininity (MAS); (4) and strong versus weak uncertainty
avoidance (UAI). Sukkar (2017) mentiontdb extra dimensions added by Hofstede
in (2014), which are, (1) Pragmatism: "This dimension describes how every society has
to maintain some links with its own past while dealing with the challenges of the present
and future”, and (2) Indulgence: "Thigreknsion is defined as the extent to which
people try to control their desires and impulses”. Within these dimensions, Hofstede
framework provided a quantitative measure for each sample of the countries and
fascinated large number of academic researclernsviestigate the cross cultural
differences among countries.

This classification justified why different societies have different institutions
with varied business transactions. Gray (1988) extended Hofstede's model by
combining the accounting values witocial values and institutional norms and
developed the accounting values to be used in the country cultures. He classified the
accounting values into; (1) Statutory Control versus Professionalism; (2) Flexibility
versus Uniformity; (3) Conservatism vess@ptimism; (4) and Transparency versus
Secrecy. He concluded that shared cultural values within the country results in the
shared accounting values and different institutional environment, thus influencing the
nature of the accounting system. Severalistidupported the views of Hofstede and
Gray concerning the impact of the culture and accounting values on the institutions
environment. For instance, North, (1990) stated that culture has-gelongmpact on
LQVWLWXWLRQV 3WKH é&Xmity XaUtbaOthé Lidovhidlsol8tidiRts LGHV  F
exchange problems in the past carries over into the present and makes those informal
constraints important sources of continuity in loblgXQ VRFLHWDO FKDQJH" 5F
(2009) combined the dimensions of Hofstedrikural values and accounting value of
Gray (1988) as shown in Table (2.4) below:

Table 2.4: The Relationship between the Dimensions of Hofstede's Cultural Values and Accounting
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Value of Gray (1988)

Accounting values (Gray, 1988)
Cultural values . : . . .
professionalism Uniformity conservatism Secrecy

Power Distance + ) +

Uncertainty

- + + +

Avoidance
Individualism +

Masculinity ? ?

Source, (Dahawy and Conover, 2007, p9).

Accordingly, there is a consensus from the diverse theordtieahtures
regarding the impact of cultures as one of the most powerful environmental dimensions
that have a great role in shaping the institutional environment specifically the regulatory
and legal systems.

Figure (2.1) below and Table (2.4) above exhibi (J\SWJV VFRUH UHODWH
basic dimensions of culture, how the interrelationship between the cultural dimensions
FDQ H[SODLQ WKH UROH RI PDQDJHPHQW LQ VKDSLQJ WK
the relationship between top management and subtedirand how these attributes
influence the legal and regulatory system applicable in Egypt.

The following numbers, which are scores regarding Hofstede cultural
dimensions in Egypt have revealed that: the score for the uncertainty avoidance has
reached 8 while that for the individualism has reached 26. Besides, the power distance
has scored 72, and the masculinity has scored 46. (Hofstede, 1983). Therefore, based
on the previous results Egypt has been characterized with high uncertainty avoidance,
largepower distance and low individualism. This reflects that the Egyptian society is a
highly collectivistic society and a masculine one where there is a clear separation
EHWZHHQ WUDGLWLRQDO 6LPLODU ILQGLQJV KDYH EHHQ
values have been examined for both Egyptian and AAglerican managers (Brown
and Humphreys, 1995; Humphreys, 1996).

JLIXUH +RIVWHGHIV &XOWXUDO 'LPHQVLRQV RI (J\SW (OED\
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Furthermore,Dahawy, Shehata and Ransopher (2007), Sukkar (2017), and
Elbayoumi et al., (2019used a classification presented by Hofstede (1980, 2014)
regarding the Arab speaking countries, including Egypt. They demonstrated that Arab
countries are characterized withgh power distance, low level of individualism,
tendency to collectivism, high level of uncertainty avoidance, and low in pragmatism.
Based on these findings and Gray's model, legislative control, uniformity,
conservatism, and secrecy are reflected inBfggptian accounting practices. Table
(2.5) summarizes a comparison between the expected findings of Hofstede and Gray's
models based on international standards regarding the Egyptian and the Anglo

American context (Dahawy and Conover, 2007).

Table 2.5: E@nomic Framework and Culture

Economics Capltal|s('§|(§:uar1]rt]roilecieveloped Socialist, and Developing countries
IAS Standards
Egyptian culture
Individualism
FRIVWH ( Small power distance Collectivism
Model Weak uncertainty avoidance Large powedistance
Strong uncertainty avoidance
Professionalism Statutory control
Transparency Secrecy
. L
UD\TV OF g;ﬁﬁ'ig% Uniformity
Conservatism

Source, (Dahawy and Conover, 2007, p11).

Studies manifested that societies with large power of distance and high level of
uncertainty avoidance have weaker CG practices, due to multiple reasons (Dahawy et
al., 2007). First, people (e.g top management, leaders, or controlling owners) who have
more power distance, are more likely to strongly influence the practices and the firm
strategies without considering the opinions of the less powerful individuals (minority
shareholders). Gray (1988) argued th#te degree of secrecy preferred in an
accountig subculture would influence the extent of the information disclosed in
accounting reports. The higher the degree of secrecy, the lower the extent of
disclosures.” He asserted that there is a direct relationship between strong power of
distance and prefenee for the secrecy. Second, the societies with strong power of
distance have more tendencies to constrain information to keep the power inequalities

(Dahawy and Conover, 2007). Also, preference for the secrecy is suitable for
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collectivism rather than indidualism as they are more concerned with those in the firm
compared to the external parties.

Perera and Matthews (1990) completed the framework for accounting standards
development by taking into account various global organisations such as the European
Economic Union (EEU) and the United Nations (UN). The researchers stated that it is
vital to standardize accounting systems to decrease any national effects in the reporting
processes. They suggested that culture can be considered as a moderating factor
between accounting sutulture and accounting culture.

Gray's assessment has been supported by a study of Frechner and Killgore
(1994) pointing out that the direct impact of economic and cultural factors on
accounting practices should be taken into conata®r.Societies with high uncertainty
avoidance are more likely to abide by rules and regulations, and to be more secretive,
thereby influencing negatively on the information discourse practices. The justification
behind this result is that the managemeight think that increased disclosure will
force them to disclose some unfavorable information to competitors, tax authorities and
shareholders, which may entail them to manipulate the earnings reports and present that
consistent with international starda(Dahawy and Conover, 2007)

Salter and Niswander (1995) also examined Gray's hypotheses holding
Hofstede's cultural dimensions as independent variables covering 29 countries. They
found a significant and positive association between uncertainty aeeidand
professionalism, uniformity and uncertainty avoidance, and secrecy and uncertainty
avoidance. However, uniformity and masculinity, and secrecy and individualism are
significantly and negatively related. Zarzeski (1996) supported the results gf (Gra
1988) theory and extended her investigation to include not only the culture but also the
demands of international investors of the firm which may influence the accounting and
auditing systems. Particularly, she found a direct and significant connéetiween
the secretive nature of the culture and the level of accounting disclosure. Thus, the
societies which are characterized by the culture of individualism and masculinity with
less uncertainty avoidance have more tendencies towards disclosure spar&acy.

Dahawy and Conover (2007) manifested that although studies tried to address
issues relevant to the influence of IASs on the financial reporting in the developing
countries at the national specific level, these studies could not generalizeuiteop
the international level because of the following reasons; (1) the surrounding

environment is strongly influencing the accounting practices; (2) environmental and
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contextual factors differ radically between various countries; and emerging countries
are homogeneous which makes it misleading to try and generalize.

Borker (2012) conducted a comparative analysis between Central and Eastern
European countries (CEEC) in their implication of accounting perspectives using
Hofstede's six cultural dimensioasd corresponding to accounting values based on
Gray's hypotheses. The study stated that internal and external factors such as the firm
incentive level, political, economic, and social characteristics have significant impact
on implementing IFRS and theuglity of financial reporting. Shehata, Dahawy, and
Ismail, (2014) stated that secretive culture remains prevalent characteristic in Egyptian
business environment where the foreign audit firms complies with the companies to
disclose more accurate and traaient information to the external users. These foreign
audit firms as opposed to small Egyptian audit firms do not fear losing their clients
trying to keep their corporate reputations.

Accordingly, it is crucial to understand the cultural and socioecanoeatues
to support the countries in making a proper harmonization for the accounting standards
and principles. The socioeconomic factors can act as moderating factors between the
adoption and implementation of any accounting practices to minimise thiemwof
a crosscultural approach. According to (Amenkhienan, 1986; Larson, 1993; Dahawy
et al., 2002), it is impossible and harmful for the emerging economies to make complete
implementation of IASs because the international accounting standard committee
mainly developed IASs according to the culture and the requirements of the developed
countries i.e. (U.K and U.S) not according to the environmental and cultural of the
emerging context (Dahawy et al., 2002; Abbas, 2015).

To conclude, the societies havema tendency to be secretive and conservative
when they are characterized with more a masculine attitude, high uncertainty
avoidance, large power of distance, and individualism preference. This secrecy
preference would influence the level of transparenog etegrity of information
disclosed to the outsiders and on the quality of financial reporting released. Hence,
regulatory agencies should be confirmed from the implementation of IFRS and the CG
practice to ensure compliance with mandatory requiremé&hese economic reforms
played a pivotal role to changing the Egyptian cultural values from secrecy attitude to

transparency (Dahawy, Shehata and Ransopher, 2011).
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2.5.6. Cultural Values, Business Environment, and Earnings Management

Cross sectional studies emled that the national cultural values and
institutional setting have a great explanatory impact on EM around the world. The
power of the two factors on earnings manipulations practices is dependent on each other
(Doupnik, 2008;Han, et al., 2010; Danidt al., 2012 The association between the
Hofstede's cultural dimensions, legal environment and EM still accepts the empirical
determinations. It was known that the Hofstede propositions, from which the cultural
values, societal values and the accounsobcultural start, suggest thsacial and
beliefsprincipleshave a great institutional impact in the form of legal, economic, and
political systems including the ownership structure, capital market and investor
protection, which consequently influent¢ke accounting outcomes greatly (Han et al.,
2010). So, it is inferred that the cultural values affect not only the accounting system
and the financial markets, but also the institutional and legal systems within countries.

The previous studies explaindte main characteristics of the Egyptian context
WDNLQJ LQWR FRQVLGHUDWLRQ +RIVWHGHCV IRXU FXOW
values. Hofstede (1980) and Grey (1988) found that the high uncertainty avoidance
(more unambiguity preference) is consiteas one of the main characteristics in the
Egyptian system. Consequently, countries that share Egypt's characteristics and
conditions are more likely to implement conservative approach to EM but operate in
the dark. Managers have more likelihood to geblved in the opportunistic behavior
through REM to avoid risks relevant to the potential negative influence of detecting
accrual management, although they are afraid from its negative impact on the future
performanceRaredes and Wheatley, (2017)

Otherstudies like (Nabar, and Thai, 2007) confirmed that the economies with
uncertainty avoidance is positively related to the EM practices due to several reasons;
(1) high uncertainty avoidance could require more earnings smoothing (likelihood to
control futue reported earnings) and earnings signaling, which lead to more earnings
manipulations; (2) if the investors are more interested in the consistency and persistence
in the earnings, and the rewards and penalties for achieving those targets is high in the
countries with uncertainty avoidance, so that the managers have more likelihood to
meet or beat earnings threshold (manage the earnings) even if it has negative impact on

the firm value Doupnik, 2008) This indicates the necessity of implementing the CG
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mechanisms to avoid the accounting discretions made by the mangers. In addition,

Daniel et al., (2012) confirmed that the control of the corporation as found in the
institutional environment should be used as a mediator between cultural value of
uncertaintyavoidance and CG practice. Thus, societies with high level of uncertainty
avoidance should employ the enforcement mechanisms and legal systems that reduce
EXVLQHVYV RIILFLDOVY WHQGHQF\ IURP XVLQJ WKHLU SRVl
justifies the role of governance structure in promoting the the financial reporting
standards.

In the context of the countries with high power distance, most of their
organisations are characterized by centralized structure in the decision making where
the authorly is concentrated in the hands of top mana{eesiel et al., 2012 These
countries suffer from the lack of leader communication, insufficient participative
leadership, and lack of information sharing. Accordingly, the accounting system can be
used freqently to justify the decision of a top manager who has the power to manage
opportunistically the corporate earnings (Gray, 1988; Nabar and Thai, RO0@nik,

2008. Furthermore, Daniel et al., (2012) asserted #Huaieties with high power
distance wouldsuffer from lower voice and accountability in the institutional
environment, thereby, weakening the application of CG practices because those with
more power have more capability to effect the opportunistic behavior without giving
any consideration to thess powerful individualsHence, there appears to be direct
connection between power of distance, CG and EM practices.

Hofstede (2001, P.318) provides a definition for masculinity as to be the
SVRFLHWDO SUHIHUHQFH IRU DFK LaddrhiafeHaDadcceksts RLVP D
RSSRVHG WR D SUHIHUHQFH IRU UHODWLRQVKLSV’
masculinity are characterized by ego oriented, high preference for high pay and high
economic growth, and low emphasis on external monitoring (Hofst2d@el).
FurthermoreHofstede (1983) elaborated that the Egyptian context is high in terms of
the cultural dimension of masculinity. The managers in-mglsculinity societies have
more tendencies to report more earnings that beat benchmark so that theiagco
system may strongly concentrate on solely achieving financial goals. This indicates a
positive relationship between all types of EMs, masculinity and attitude for greater
aggressive behaviors as the people in these societies are more concerned with

performance. However, tlexecutive manageis these societies are hesitanetoploy
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REM ratherthan AEM to meet the performance benchmarkiefstede and Hofstede
2005; Doupnik, 2008aredes and Wheatley, 2017)

Several studies also suggested swtieties with high level of collectivism,
their stakeholders (e.g suppliers, employees, investors, customers, and creditors) are
expecting their organisations' work to maximize their interest and look after them like
a family Hofstede, 1980; Hofstede ahftbfstede 2005; Doupnik, 200&ience, these
organisations are likely to avoid any earnings instability or variability that may be
caused by debt convent violations or meeting or exceeding expectation of analysts,
management compensations agreements, @ioth negotiations. Therefore, managers
in countries with high level of collectivism (low level of individualism) may use
accounting decisions for safeguarding the welfare and interest of the collective group
of the stakeholderdN@bar and Thai, 200Qouprik, 2008 Daniel et al., 2012).

The motivations of managers to opportunistically manipulate earnings can be
minimised in countries with legal system that provide high level of investor protection
(Leuz, Nanda and Wysock2003; Doupnik, 2008; Han et a2010). Indeed, countries
with strong legal enforcement and outside investors' rights have more tendencies to
GLVFLSOLQH WKH LQVLGHUVYT SULYDWH FRQWURO EHQHII
incentives for conducting accounting decisions. Therefbeentagnitude of earnings
manipulations is negatively related with the level of investor protection (leuz et al.,
2003)

Accordingly, the cultural values and its relationship with the magnitude of
earnings discretions is controlled by the level of investotegtions. Hence, societies
with high uncertainty avoidance and strong investor protection may be more likely to
compound the conservatism and unwillingness to manage the accounting discretions.
However, these mangers may seek some unregulated oppestamtl act on some
accounting discretions to reduce uncertainty even if they are characterized by strong
legal system (Han et al., 2010). For example, some studies indicate that managers may
behave opportunistically to manage the earnings through (RE®Hvinonment with
strong investor protection because REM as opposed to accounting discretions (AEM)
is less constrained by investor protection and does not include direct violation for laws
and regulations. Instead, it includes opportunistic behavior feratipg decisions
(Paredes and Wheatley, 2017)

To conclude, the accounting profession, auditors and regulators should not only
consider the cultural values but also the nature of the legal system, political status and
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strength of investor protection inffgérent countries to identify the degree of scrutiny
that should be conducted to determine which type of the EM is applicable. This
indicates that international business and capital market participants should consider
culture values and level of investprotection as important determinants of how the

accounting discretion and managerial actions are likely to be conducted.
2.5.7. Legal System and Investor Protection

The legal system of any state influences the role of the accountants and method
in which the acconting system is moderated. In caw countries, the accounting
profession is likely to be regulated and controlled through detailed, prescriptive, and
procedural guidelines developed by governmental (Qumsernmental) bodies
(Othman and Zeghal, 2006 the common law countries, the government delegates
the regulation of accounting profession to an independent authority (Roberts, Weetman
and Gordon 2005; Ebaid 2016). For instance, La Porta et al., (1999) studied the
government role in the economidiaity of different countries and used several proxies
such as the prevalence of corruption and of red tape, the bureaucratic delays, and the
quality of regulations. The study concluded that civil law countries especially countries
applying the French civilaw are characterized as being more government
interventionist than common law countries (La porta et al., 2000). These Code law
economies provide the lowest level of protection for the outside investors as opposed
to Common law countries.

Accordingly, many studies argued that the level of investor protection is
determined according to the different legal rules of the jurisdiction where the securities
are issued. The difference in legal rules across the countries will be attributed to the
change accordmto difference in the legal origins. Indeed, empirical and theoretical
studies found that common law countries (e.g, UK, USA) provide more protective laws
than countries with civil laws (e.g France, Continental Europe, Italy). While Civil law
countries (g France, Continental Europe and emerging countries) are characterized
with ownership concentration, leading to the weakest investor protection. While, the
Common law countries provide more protection to outside investors both creditors and
shareholdersral lead to higher market valuation and more developed financial markets
(Graff, 2008) Countries with more protection of shareholder rights perfrom a critical
responsibility in the development of financial markets, enhancing market breadth,

promoting higler rates of IPO, and increased number of listed securities, as compared
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to unprotected countries ({Rorta et al., 1997). However, German civil law and
Scandinavian countries fall in between, although comparatively speaking; they have
stronger protection focreditors, especially secured creditoks (Porta et al., 2000;
Graff, 2008).

Furthermore, Othman and Zeghal, (2006) stated that the continental Europe
(Civil law countries) describe financial accounting system as public sector activity,
which is adminigrated by the governmental agencies and its primary role is to identify
income tax owed to the government. Indeed, since 1960s taxable income and financial
reporting system are strongly connected due to the long absence of specific accounting
legislation.On the contrary, accounting rules and tax rules in Common law countries
are kept separated as financial reports are kept based on the accounting standards and
principles while the tax reports are prepared outside the accounting framework.
Consequently, theelationship between accounting earnings and taxable income will
differ according to the nature of the legal system and regulation practices.

The legal system established in Edyipttaken from the French legal system
(Code law countries), which is baslly the Roman law system. The financial system
of Egypt remains ban&riented, where companies are usually financed through banks
and this gives them the authority to have access to financial andinaonial
information (ROSC, 2004). The enforcementelewn Commorlaw countries is
stronger than the Frendlivil law countries. These practices give motivations to
prepare lowquality financial reports in spite of the mandate adoption of-bigddity
accounting standardB4ll, Kothari, and Robin, 200Q,euz et al., 2003).

Consequentlythe level of regulations and how they are enforced are central in
understanding the patterns of ownership structure, investor protection, taxable earnings
and CG around the worldThe legal approach to CG assumes that itsngny
mechanism is to protect external investors (both shareholders and creditors) through the
legal system, which means both laws and their enforcement (La Porta et al., 2000;
Elbayoumi et al., 2019)n addition, the incentives for EM are linked to coctwal
debt cost, effective tax rate and issuing equity, which indicates that the relationship
between tax law and financial reporting system are based on the nature of legal system
that indirectly affect the attitude of conducting EM (Othman and Zegh#&l6)20

8 Egypt is aCivil-law country where accounting standaads established and enforceddnyvernment.
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However, Roe (2003) argued that CG models and ownership structure cannot be
explained only by the legal origins and the quality of laws but also by the politics.

Due to the recent growing attention of CG, Egypt modified the Code of CG in
October 2005Egypt's Code of CG is completely voluntary, and no obligations for the
Egyptian firms to apply its practices or explain the reasons for CG failure in
implementation. The CG and investor protection become the key determinants of
market development. Orgaaisons all over the globe share the same requirements such
as; the need to issue new capital, the efficient utilization of resources, the growth of
firm value, and the availability of information to all decision makers. These
requirements drive the develegh countries and economies to adopt the same and the

most efficient rules, regulations and institutional structures.
2.5.8. Egyptian Revolution

Previousliterature suggested that the political environment could influence
directly and indirectly the developmentt accounting practices. Indeed, the political
environment (government reform, political rights, civil libertieictatorship or
democracy)could affect the culture and economy of the country, thereby affecting
indirectly the accounting and auditipgactices Dahawy et al., 2002, Hassabelnaby et
al., 2003, Ebaid 2016}olitical environment that is characterized by stability in the
currency and powerful legal system would affect the economic environment and in turn
influences the accounting developmé.arson and Kenny, 1995).

For instance, Pourjalali and Meek (1995) investigated how cultural values in
Iran were affected by what happened after the revolution in 1979. Afterwards, they
explored how the changes in the cultural dimensions influencecadbeunting
environment based on using Gray, (1988) accounting values. The findings of their study
revealed; (1) lower professional power and more legislative control; (2) greater
uniformity of the accounting practices between companies; (3) higher camnsaraad
cautious in the measurement; (4) higher secrecy and low level of disclosure. In the
context of Spain, after the death of Franco in 1975 and the emergence of a democratic
constitution in 1978Amat et al., (2000tonducted their study to investigatio what
extent these political transitions and cultural changes influence the financial and
management accounting environment. The study found that both financial and
managerial accounting suffer from lower conservatism, less confidentiality, and high

degree of professional influence, as result of increased democracy. Regarding financial
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accounting practices, there is a lower degree of uniformity in the accounting practices
compared to the@eriod of dictatorship which indicates the presence of a significa
relationship between the political system and accounting development.

Within this contextit is important to take into consideration the changes in the
political system after the Egyptian revolution on"2& January 2011 as one of
contextual factorghat could influence the accounting and auditing profession and CG
applications.

Before 2% of January revolution in Egypt, the performance of the economy as
a whole was better. GDP growth rose rapidly from just below 5% in the mid 1990 to
7% in the pend during 20062008. Despite the presence of global recession after the
financial crisis, Egypt continued to grow at annual average rate of 5% in the period
between 2009 and 2010. Although the global trading share of Egypt had been falling
continuously for40 years, it began to expand as exports were tripled, and foreign
investments gushed in at record levels, reaching cumulative total of $46 billion from
2004 to 2009. The Public debt decreased by third. Forging debt has fallen below the
value of the foreig reserve for the first time in decades. The central bank of Egypt
(CBE) doubled its holdings of international reserves from $19 billion in 2005 to around
$36 billion by the end of 2010. Tourism also jumped by its receipts from $7 billion in
2005 to $12.®illion in 2010. Within the 5 years before the revolution, the government
exerted efforts to reduce the unemployment rate and created new opportunities by
offering about 2.5 million jobs to the youth, which contributed in reducing the
unemployment rate fra 11.5 % in 2005 to 9.2 % in 2010.

Although the economic and social figures revealed a significant growth and
development in the economy over the period 2R0%0, by the end of Prime Minster
Nazif government, Egyptian labor market continued to accomrmaaddatgreat number
of unemployed people, young newcomers, and growing number of women looking for
work under enormous pressures. In addition, Egypt continued to suffer from major
structural flaws that were addressed. These inherent problems may be telated
population explosion, rapid urbanization, risk of rising inflation, inefficient
bureaucracy, crony capitalism, incompetent infrastructure, inequalities in income and
wealth distribution, corruption and deteriorating seeomnomic conditions. The high
prices of basic goods and services also led to a loss of confidence, lack of free and fair
elections, political instability and legitimacy crisis. All of these problems made the
structural balance improper and posed great challenges to market developdthent an

58



deprived the poor from participation in the macro economic growth (Abdou and
Zaazou, 2013). Khan and Miller (2016) also documented that in addition to
demographics, technology, foreign policy, legitimacy of the state, torture, corruption,
the parliamenty crisis of 2010 was the fuel that caused Egyptians to revolt on the 25
of January and insisted on the termination of president Mubarak's of rule.

The macroeconomic picture has significantly exacerbated after the ouster of
President Hosni Mubarak. Sindée Egyptian revolution had to go through a difficult
transition phase and encounter a lot of serious problems, such as low foreign direct
investments (FDI), a great budget deficit, a heavy debt rate, a high youth unemployment
rate, a high poverty ratand a decline in the standard of living. Moreover, the inflation
rate has increased to reach 24.4% in 2016, compared to 13.6% in 2010 according to the
reports from th€entral Bank of Egypt (CBE), the International Monetary Fund (IMF),
and Emirates NBD wkh have also stated that the unemployment rate reached 12.8%
in 2016, compared to 9% in 2010, and the external debt raise to $60 billion in 2016
compared to $35 billion in 2010, and the Egyptian domestic debts reached EGP 2.7
Trillion in 2016 compared t&GP 875 billion in 2010. Which consequently led to the
gross debt of growth domestic product reaching 100%, a negative and frustrating
indicators since they point toward the fact that the Egyptian total debt became
equivalent to the total local productiohEgypt (World Bank and IMF).

Egyptian economic growth has declined from 5.3% in 2010 to 4% in 2016. The
poverty rate has increased and extended 28% in 2016 compared to 25% in 2010.
Exports decreased from $24 billion in 2010 to 20 billion in 2016 whi#eBfgyptian
imports increased from $49 billion in 2010 to $57 billion in 2016. CBE lost over $20
billions of its foreign exchange reserve. Three major credit rating agencies (Moody's
investor services, Fitch Ratings, and Standard &Poor’s) reacted toatpsdgitline in
WKH LQWHUQDWLRQDO UHVHUYH E\ GRZQVBfdn@dd WKH (J\SV

BRRUYV FUHGLW UDWL Q withrtablé buBddk i AODEaGAVBEDIRV %
ORRG\YY FUHGLW UDWLQJ IRU (J\SowtloobiN2bVW VHW I
DQG %D LQ JLWFKYV FUHGLW UDWLQJ IRU (J\SW ZD\
outlook in 2016 and BB+ in 201®Abdou and Zaazou, 2013, aithan and Miller,
2016.
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Figure 2.2: Performance of the Egyptian Economy Prior to the 25th ofanuary Revolution.

Moreover, Table (2.6) below also shows the effect of the Egyptian Revolution
on some influential factors by comparing these factors before the Revolution (years
20052010) and after revolution (years 202015). The table (2.6) indies indicators
of World Economic Forum, (2017) that represent five categories: accounting and
auditing standards, legal, economics, financial markets and CG. It has been noticed that
most of the indicators declined after the revolution. The dropping fdeted for three
years and then started to pick momentum again. As shown in Figure 2.2, before the
revolution, the indicator that measures the strength of auditing and reporting standards
started 4.6 in 2006 and increased to 5.1 in 2008 and reached #i¥fase the
revolution in 2010. After the revolution, it started from 4.1 year 2011, then decreased

to reach 3.8 in 2013 and started again to increase to achieve 4.3 in 2014 and 2015.
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Table 2.6: Influential Factors Before and After theEgyptian Revolution

Sources, World_Economic_Forum (2017)

Consequently, it is clear that neither socialism nor capitalism can accomplish
the economic growth and development or social justice for its public. This is because
the changes in the economicsegm are designed to support the rich people without
looking to the poor parties, disregarding the social and ethical responsibilities, unequal
distribution of profits, and the absence of respectable political system. Hence, Egypt
needs comprehensive artbsig program, as a fundamental motivator to move forward
to the capitalism, promote its economic democracy and enhance its widespread stock

ownership.
2.6. Summary

The profession in accounting and auditing practices and CG practices in the
Egyptian context hae been influenced by several factors. These factors are analyzed
to determine to what extent the accounting profession and CG practices have been
affected in their implementation. The characteristics indicated that the Egyptian
environment is classifiedsdelonging to Civillaw countries. The Egyptian context was
characterized by weak investor protection, lack of enforcement mechanisms,
inadequate and inefficient legal system. The political system, economic status, cultural
and societal values aoensideed as critical mechanisms in enhancing the profession

of accounting and auditing practices and promoting the significant role of CG.
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However, the economic reforms and privatization that have been conducted by the

regulatory agencies in Egypt indicatingethecessity to harmonize between Egyptian

accounting standards and international financial reporting standards (IFRS) and to

enforce the application of CG framework.

Notably, several points have been highlighted from the above discussion and

are summarizeds follows:

A.

The Egyptian governmental authority plays an ineffective role in the
supervision and control of the Egyptian listed companies specially companies
with low governmental ownership. Accordingly, this hinders the application
of CG particularly ifthe CG requires the code of ethics.

It has been observed that supervisory bodies in Egypt are governmental
agencies who are more interested in applying rules and regulations in
theoretical manner rather than adopting policies and procedures that motivate
practical application of Egyptian CG guidelines, thereby, no observable
impact was found on the listed Egyptian companies.

In addition, the practical application of laws including -taw, financial
legislation, and law of work and social security appets be rather
inadequate.

Many corporations are categorized into small and medium and majority is
family-owned corporations, which makes the application of CG difficult.

The absence of practical models and procedures to implement guidelines of
Egyptian G5 in the companies listed in the Egyptian market and relying
heavily on theoretical perspectives and experiences create the problems
regarding its proper application.

There is alack of awareness among employees in listed companies in the
Egyptian stock m&et regarding the positive consequences of the
implementation of CG. Most investments in Egyptian companies are short
term oriented which negatively affects the level of shareholder’s activism and
the serious adoption of CG.

The dominance of public sectm accounting and auditing profession, in the
Egyptian context, delays the transformation to a more market oriented
platform.

The privatization program conducted in the Egyptian context revealed the
absence of harmonization between international firdstandards (IASs) and
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Egyptian accounting standards (EAS). This created inconsistency and
discrepancy in the evaluation of privatized companies. However, the increased
in-flow of foreign investments in Egypt necessitates the promotion and revival
of accaunting and auditing profession and to develop the monitoring
mechanisms on the accounting and auditing practices by the CG rules and
practices. Therefore, it is crucial for policy makers and regulatory bodies to
deeply consider the political, economic, ishcand investment environment
before improving the quality of accounting and enforce the various practices
of CG mechanisms.
The next chapter is going to provide general overview of the nature of EM practices,
and what inspires management to exercis@dditionally, the following chapter
explains the various methods that used to measure and detect the EM practices. After
that, illustrating some of literatures that examined the influence of the monitoring

devices of CG and external audit on the pracifoearnings manipulation.
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Chapter Three
Literature Review: Earnings Management

3.1.Introduction

This study examines thelationshipbetween CGstructureand the quality of
financial reports publishetty companies listed in the Egyptian Stock Exchange
between 2008 and 2017. This chappeesentsa detailed review of the general
understanding of EM. Definitions and motivations of EM practices are explored. This
chapter also provides a comprehensive disonssf the different methods used to
measure earnings manipulation either through actraséd activities or redlased
activities. Several studies are addressed to illustrate whether earnings manipulations,
either through accruddased activities or redlased activities, are affected by the
corporate governance mechanisms and external audit.

This chapter is organized as follows. Section 3.2 discusses how EM was defined
in different studies. Section 3.3 provides a discussion of the incentives (motives)
regarding opportunistic EM. Section 3.4 addresses EM techniques. Section 3.5
deliberates on the methods of opportunistic earning management, both accruals and
reatbased activities EM. Section 3.6 explores the difference between Abased
activity and ral-based activity EM. Section 3.7 discusses the most important models
used to measure Accrual/real EM practices. Section 3.8 provides examples concerning
the relationship between CG and EM in the MENA region. Sectiomp@8entsa

summary of the chapter.
3.2.Definitions of Earnings Management

Earnings are outlined as the profitloé organizatiojrepresented by the bottom
line of the income statement and summary item in financial statements (Alghamdi,
2012) This determines the extent to which the organisatas involved in valuadded
activities. This item represents the most attractive value for investors and analysts when
choosing the most profitable stock. Therefore, a firm stock's price can be related to
future earnings (Alghamdi, 2012; Habbash, Sindlezj and Salama 2013;
Algharaballi, 2013).

EM has been defined and addressed in different forms such as income
smoothing, window dressing, accounting magic, general EM, real EM, and accounting

EM. Income smoothing was the most prevalent form until thenbegg of the 1980s,
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after which it was replaced by the more general term 'earnings management' (Schipper,
1989). A specific or clear definition of EM has not been identifBathipper (1989)is
DPRQJ WKH ILUVW ZKR GHILQHG (O0veu®ikthelpFaded3uf SSXUSRYV
H[WHUQDO ILQDQFLDO UHSRUWLQJ WR REWDLQ FHUWDLQ
HIWHQVLYHO\ GH IdetrgiGwhizchhahagaheRudgementally adjushe
financial reports andhe structureof the transactions. Tki could be done with the
purpose of misleading stakeholders about the organisation performance or influencing
FRQWUDFWXDO RXWFRPHVY WKDW DUH EDVHG RQ WKH UHS
Managers are given considerable discretion in determiningdhual revenue
provided by the cormamy at any given period by thecrualBased accounting's nature.
This gives them significant control over the timing of actual expenditure items (such as
advertising expenditures, maintenance or R&D expenditures). lafsayallow them,
to a certain extent, to change the timing of recognition of revenue and expenditure
through credit sales or deferring the lossasognitionby postponing the reserves for
losses (Xie, Davidson and DaDalt, 2003). EM is defined as thieoredhip between
cash flows and accruals (Dechow and Dichev, 2002). Therefore, management has the
power to recognize the entitlement to limit information or exploit it to manipulate
profits. According to Boakye (2016), EM occurs when managers use theectmanc
make accounting decisions that change reported income based on estimates and
judgment.
Healy and Wahlen (1999) explained two methods that could be used in EM
(accounting and economics). The first method is the managerial judgment in financial
reportng represented by the flexibility in using the GAAP to alter the reported earnings
without altering cash flows. The second method is structuring transactions represented
by changing the operating decisions and managing the underlying cash flows that
influencethe incomereported Fields, Lys, and Vincent (2001) stated that managers
exercise their discretion over accounting values. They may do that with or without
restrictions to meet management objectives or shareholders' objectives. Thus, EM is
classifiedinto opportunistic EM and informative EM (Healy and Palepu, 1995; Watts

and Zimmerman, 1986).

9 Schipper (1989) also provided an overview of the earning managéitestures, but not from the
perspectives of standard setters. He contributed in providing useful analysis for implications and trade
offs among choices of research design.
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However, the above definitions do not differentiate between EM and fraud,
Dechow and Skinner (2000) criticized them in the term of aggressive accounting
decisiors. They claimed that it is necessary to identify managerial incentives behind
EM to be capable to distinguish between opportunistic EM and the legitoreatice
of accounting discretion. Hence, the managers' motivations to manipulatéP § V
earnings willbe discussed in the following secti@tiabbash, 2010)

All definitions of EM indicate that managerial intention is a prerequisit&bf
practice However, it is not clear whether this intention should be opportunistic
(Dechow and Skinner, 2000; Scott,03). To classify EM practices as legitimate or
illegitimate, the GAAP should be referred to. Such practices are considered legitimate
if they comply with the GAAP. However, if the practices do not comply with the
GAAP, they are considered illegitimate Elvaptices(Elkalla, 2017)

Several studies categorized EM definitions into three categories; efficient
(white) EM, grey EM and opportunistic (black) EM (Scott, 2003, Siregar and Utama
2008, Habbash, 2010). The definitions of the three categories can lagnedphs
follow: First, EM can be efficient if manageesnploy their discretion as #ol to
facilitate management informativeneasd toconvey private information about firm
profitability that has not yet been mirrored in historical dmsted profits (E-Kalla,

2017). Second, the grey EM category means that EM is either opportunistic, aiming at
widening management utility only or the economy's efficiency; it enhances the financial
reporting's quality, leading to the efficient allocation of resourcesgiigyeEM occurs

when managers are enabled to exercise their discretion over accounting values whether
there are any restrictions or not. Such discretion can be either firmmalkienizing

or opportunistic (Watts and Zimmerman, 1990, Siregar and Utam@).200ird, EM

is opportunistic if managers use intentionally the accounting choices to mislead
stakeholders about firm performance and to maximize their utility and thus garbling
earnings. This diminishes the transparency and quality of financial rep{®iregar

and Utama, 2008, and El Kalla, 2017).

The reasons for EM practices are diversified and ranged from intent to meet
analysts' expectations to incentives to achieve rewards or to keep a competitive position
within the financial market. EM is consiced legal when financial statements are
adjusted following the standards of financial reporting. EM becomes fraudulent when
financial statements are prepared outside the boundaries of accepted accounting

practiceqSiregar and Utama 200 ccordingly, oganisations will only participate in
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such EM practices when the benefits of this behavior are higher than the risks and costs
involved. There are several motivational tools for managers to involve in earnings
manipulations such as stable dividends or stddnisinesses or companies with high
growth prospects to avoid unfavorable market reactions to negative earnings news. The
Sarbanes Oxley Act (SOX) was passed by the US Congress to protect the interest of
stakeholders and the public from any misstatemedtfi@udulent practices made by
management to enhance the reliability of financial reporting. However, managers
started to shift away from accountibgsed earnings manipulations to fieated
manipulations after the passage of this(Atghamdi, 2012)

3.3. The Incentives (Motives) behind the Opportunistic Earnings Management

Detecting the malpractice of EM manipulation is a very difficult errand.
Therefore, determining managers' motives behind EM can be used as an alternative way
for scrutinizing EM (Healy ah Wahlen, 1999). Previous accounting literature has
identified multiple incentives that justify why managers exercise opportunistic EMs.
The most commonly mentioned incentives supported by Watts and Zimmerman (1990);
Healy and Wahlen (1999); Habbash (20108waeze (2011); Alghamdi (2012);

Ghazali, Shafie, and Sanusi (2015), are discussed in the following subsections.
3.3.1. Management Compensation Contract Motivations

Based on the Executive Compensation Theory, it is suggested that the Bonus
Plan Hypothesisreates motives for managers to manipulate earnings to raise the bonus
pay-out (Perols and Lougee, 2011; Nwaeze, 2011). The bonus given to managers is
often based on performance measures including share price and reported profits.
Managers are likely to comit fraud if they benefit from fraud either by insider trading
or through compensation agreements (Algharaballi, 2013). Several studies such as that
of Watts and Zimmerman (1986) maintained that managers whose compensation
agreements are based on earnihgse a greater tendency to disclse accounting
outcomes that can maximize their bonus compensation. The studies also reported a
significant relationship between managers' incentive to manipulate earnings reports and
accruals to achieve their bonus pland araximize their wealth (Harris and Bromiley,
2007).
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When managers cannot achieve profits to meet the target for bonus plans or
when rewards reach their maximum leveilsey defer income through accruals.
Specifically, new managers usually perfarmomedecreasing accruals to apply what
is called the 'Big Bath' to increase their bonus in the future (Man and Wong, 2013).
However, when profits are recorded between the top and lower limits determined by
performancebased contracts and when performabased compensation is more
sensitive to reported earnings, executives can push profits upwards instead of reducing
earlier profits (Cornett, McNutt and Tehranian, 2009).

3.3.2. Declining Financial Performance

Low financial performance reflects recurrent episanfggoor financial results.
Extant literatureexplained the incentives behind EM whirere is a decline ithe
financial resultof the organizationFor example,managers become more motivated
to raise profit due to their concern regarding their j&s lespecially within the period
of poor financial performancdarnings distress may be used as a result of repeated
losses to capture EM incentives. Investors have a likelihood to purchase stock during a
company's period of loss expecting that the losteisporary and that it will be
followed by a period of profitability in the near future. In other cases, the firm will be
liquidated. Subsequently, those expectations create motives for EM manipulations to
enhance stakeholders' confidence or to reduceskef forced liquidation (Nwaeze,
2011; Alghamdi, 2012; Habbash, et al., 2013; Algharaballi, 2013

3.3.3. Lending Contracts Motivations

Another major premise is the DeBbnvent Hypothesis. This hypothesis is dependent

on the notion that firms seeking extdrinding have a higher incentive to manipulate
earnings to reduce funding costs (Man and Wong, 2013). Furthermore, creditors often
impose restrictions and pressures on faadking firms such as payment of dividends,
repurchase of shares, and issuancadditional debts in terms of figures and reported
accounting ratios, to guarantee repayment of the company's loans (Alghamdi, 2012).
Therefore, those organisations are most likely to push reported earnings upward to be
consistent with their debt commitmenand to relax restrictions imposed on them
(Perols and Lougee, 2011; Nwaeze, 2011). For instance, Dechow, Sloan, and Sweeney
(1996) found that the relationship between planned external funding and frauds (income

increasing accruals), and between incestiteeavoid debt convenient violations and
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EM are positively related (Cornett, et al., 20090 the contrarypthergroup ofstudies
reporteda contradicting result due to the conservatism of managers when preparing
financial reports(DeAngelo, DeAngeloand Skinner, 1994; Zhong, Gribbin, and
Zheng, 2007)

3.3.4. Stock Market Incentives

The interface between accounting numbers and stock market reactions may
drive management into the malpractice of EMs. Investors often depend on the opinions
and expectations ofnalysts in the stock market to develop a range of potential
successful companies. Meeting or beating analysts' expectafipesars to give
significant motive for organisations to manipulate tle@imings Managers have more
tendency to meet analystpectations to achieve higher returns for the organisation,
even when this is likely to be achieved through EM practices or forecast management
(Kamel and Elbanna, 2009). For example, Degeorge, Patel, and Zeckhauser (1999)
found that managers are more cemed with avoiding losses and devote more effort
to enhance profitability. Once profits are increased, they strive to increase earnings
more than required to meet analyst's earnings expectations.

In the literature of EM practices, the Capital Market Exagons Hypothesis is
considered the base of one of the incentives for the occurrence of earnings
manipulations. This hypothesis suggests that executives are likely to manipulate
earnings to meet or beat analyst forecasts when these forecasts wouldedtdre
exceeded. When firms suffer from low stock price performance, this may push
managers to commit fraud or manipulate financial statements to avoid disappointing
investors and to persuade potential investors about the optimistic future performance
(Cohen and Zarowin, 2010; AlGharaballi, 2013).

The other motives for the companies to overstate earnings (income increasing
accruals) before Seasoned Equity Offers (SEO), Initial Public Offerings (IPOs), and
stock finance acquisition are the need to diver#iy management holding and the
desire of management to raise the firm's share price on which their reward is based
(Kamel and Elbanna, 2009; AlGhamdi, 2012). Accordingly, investors fail to expect the

direction, magnitude and types of managed reportedngstn
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3.3.5. Political and Regulatory Motivations

Organisations may be induced to engage in EM practice due to several
regulatory considerations such as industry regulations, tax planning purposes, and
reducing the risk of investigation and intervention by antitrust regulators. This helps
firms avoid govenment interference. For instance, Jones (1991) found that
management has a great tendency to underestimate the earnings during the year of
import relief investigation to benefit from this regulation. Besides, as accountings
numbers in financial statemerage used as a basis for calculating taxes, there may be
substantial incentives for EM to avoid taxes (Healy and Wahlen, (1998); Siregar and
Utama, (2008); Salah, (2010).

Regarding industry regulation, some industries especially banking, utility, and
insurance industries, are monitored to confirm if they comply with rules and regulations
related to accounting numbers and ratios (Healy and Wahlen, 1998). These sectors are
compiled to have certain capital and assets limit to meet their obligations. Focé)sta
banks are most likely to use EM techniques such as overstating loan losses, reducing
loan cancellations, and realizing abnormal gains in their portfolios to avoid regulatory
requirements (AlGharaballi, 2013). Moreover, Han and Wang (1998) foundithat o
companies, especially during theriod of theGulf War, were likely to report income
decreasing accruals to avoid any political changes resulting from the increased retalil
prices. Key (1997) also reported that the management of Cable TV firms hasea gre
tendencyfor incomedecreasing accruals within the period of Congressional scrutiny
given the relationship between accruals and firm financial characteristics. In general,
firm managers were found to have incentives to manipulate earnings by changing
accounting methods, estimates, and accruals, to be consistent with the political and

regulatory requirements.
3.4.EM Techniques

There are several popular methods of performing EM practices, which can be
achieved either by flexibility in the accounting choic@sby operating decisions.
Therefore, The most prevalent EM technigues have been explaiedig within the

following categories (Rahman, Moniruzzaman and Sharif, 2013)
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341.u&RRNLH -DU SHVHUYHY 7THFKQLTXH

This technique is also called ‘income smoothing'. It is used to create cash
reserves in a profitable year to be used in the future to offset any losses during upcoming
unprofitable periods. In that sense, firms overestimate expenses in the current period
and the difference between the actual and estimated expenses is put into a ‘cookie jar'
to be used later in a period in which the firm needs to show an increase in future
earnings. Some examples of estimates where a cookie jar is produced include sales
retuns and allowances, inventory wrtiewns estimates, estimates of warranty costs,
pension plan terminations, estimates of pension expenditures, estimates of bad debt and
write-downs, and estimates of the degree of completion for-temg contracts
(Rahmaret al., 2013).

342.p%LI %DWKY 7THFKQLTXHV

The 'Big Bath' techniques are also referred to as time event techniques. They
are most suitable for events that are out of ordinarysrecarring, and irregular such
as debt restructuring, asset writes down or chasggment shut down, and operating
division termination (Rahman et al., 2013). This method is likely to be used when
managers need to report bad news (e.g. loss resulting from substantial restructuring),
which they announce once, directly, and then geffithe way. It is considered an
acceptable approach to avoid any possible earnings surprises in the future. Under this
technique, expenses associated with that event are inflated within the boundaries of the
GAAP guidelines. Managers attribute expensdsaaoording to the correct accounts

but according to the event's time (Nia, Huang, and Abdin, 2015).

343. p%LJ %HW RQ WKH )XWXUHY 7HFKQLTXH DQG pun)O>
Portfolio

This technique is most suitably used in the term of an acquisition. EM may occur
when a company acquires another company. The acquiring organisation expects that
the acquisition will enhance and improve the investment, thereby, generating more
earnings on that investment. This technique allows the acquiring organisation to receive
a guaranteed increase either in current or future earnings by purchasing the other firm
(Nia et al., 2015). The acquiring organisation may write off the acquired company's

R&D costs, which helps reduce the burden for future earnings. Moreover, if the
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performance of the acquired organisation is favorable, the integration of the acquired
company's results to the parent company enhances future earnings.

However, this approach leads to EM for two causes. First, writing off the
acquired company's iprocess R&D cds allows a substantial amount of the purchase
price to be written off against the current earnings in the acquigéam Thiswill lead
the reported earnings to be higher than they would have been without thefivrite
Second, the integration of thecquired company's earnings into the corporate
consolidated earnings may provide automatic earnings increase if the subsidiary was
purchased on favorable terifigahman et al., 2013).

Firms have another opportunity to manipulate earnings by making investment
in other companies. This technique is called 'flushing' investment portfolio. Under this
technique, insiders can manipulate earnings by timing the sale of securities that have
lost or gained value. For instance, if managers desire to report lower inbeysell
securities and report an unrealized loss. On the contrary, if managers desire to report
higher earnings, they sell securities with unrealized gain. Accordingly, any loss or gain
from the sale of marketable securities should be reported asingénabme (Rahman
et al., 2013).

3.4.4. Writing off Long-7THUP 2SHUDWLQJ $VVHWY DQG u7KURZ 2;
Child Technique

Firms utilize the flexibility of accounting practices to improve or reduce the
firm's earnings through unrealized gain or loss from thedassets. If the company
cannot meet the expectations of analysts, they are likely to record higher profits by
selling assets with unrealized gain. On the contrary, if the company's profits are higher
than analysts' expectations, the management willthepecorded profits to the desired
level by selling lossnaking assets. This is because the GAAP gives managers the
discretion to select the methods of write off, salvage value estimation, and useful life
estimation. Thus, they can overestimate or ursfienate future expenses that will, in
turn, affect future earnings (Nia et al., 2015).

Similarly, if the firm's objective for the future is to increase its profits, it may
sell one of the subsidiaries that have not been performing well, exchange its stocks
using the equity method, or spin it off (i.e. the subsidiary may be expelled by the child
problem). Therefore, earnings can be managed through the sale of a subsidiary, the
exchange of its shares using the equity method and the subsidiary's tradingycompan
The current shareholders become the owners of the sold subsidiary through the
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distribution or the exchange of the subsidiary shares with the existing shareholders. As

a result, no gain or loss is normally reported on a-sffilRahman et al., 2013).
3.4.5. Shrink the Ship

This technique is largely used in the organisations that aim to develop its
creditability, reliability, and its reputation in the capital market, to meet or exceed the
earnings per share (EPS) forecasts of analysts, and to maintain/raisestes.
Therefore, the company begins to repurchase its stock (stock buyback) from the market
(Rahman et al., 2013) which in turn reduces the number of shares outstanding, which
will positively affect EPS and priem-earnings (P/E) ratio. Besides, (RDAnd (ROE)
will be improved as a result of the less outstanding assets and equity resulting from the
repurchase process. However, sostates such as the U.S. and the U.K., have
forbidden this practice but permitted stock repurchase. In this stockh@ger cash is
distributed to existing shareholders in exchange for a portion of the company's

outstanding equity (Graham, Harvey, and Rajgopal, 2005).
3.5. Methods of Opportunistic Earning Management

Managers have a variety of methods when they intend to use accrual discretions
for opportunistic objectives. Some of these methods are based on management
interventions in the financial reporting process, in the accounting rules and regulations,
in the chages of estimates in accounting methods, and in the choice of accruals, which
are considered categoriesAxfcrualEM (AEM). On the other hand, some methods are
based on management interventions in operating, investing, and financing activities of
the firm, which are considered categories of REMbai (2010); Karuntarat (2013);
Emamagholipour et al., (2013)

3.5.1EM throug h Accruals (AEM)

Managers are easily allowed to choose any permissible accounting methods and
their estimates (Dechow and Skinner, 2000) due to their capability and power to use
their judgment and discretion in accounting. The use of accruals is consitered
the methods of managers' discretions. Even though not all accruals are related to
earnings, accruals are still closely relatedl practices Accruals are classified into
nonDAs (normal accruals) aridAs. Non-DAs are based on management's ediona
according to the economic performance of compabiés.is managedhroughouthe

accounting principlesonstraintsThereby, mangrganizations useAs to manipulates
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the information of their earnings. For example, Schipper (1989) and Habbash (2010)
reported that firms inflate earnings by using several methods, one of which is using
DAs and skew stock market valuations before an IPO to satisfy specific regulatory
thresholds to maintain listing status, to qualify for IPOs and rights issues, or tb avoi
beingdelisied or trading limitations (special treatmen®n the contrarycontrolling
investorsmight tunnel resources or bring up earnings for the sa&eaddinglosses or
exposingany reduction in reported earningence, elatedparty transactios, transfer
pricing, corporate loans, and local government subsidas be used as todis beat
regulatory benchmark&hazali et al., 2015)

Thus, Dechow, Sloan, and Sweeney (1995), Rebai (2010), Karuntarat (2013),
Emamgholipour et al., (2013) suggektbat accounting/abnormal accruals are a more
favored indicator of EM than cash earnings due to several reasong, Eash earnings
cannot be easily managed and manipulated (Schipper, 1989). Fecarwbunting
standards are sufficiently flexible tespond to demand. Although accruals present
flexibility in financial reporting because they are not observable cash outcomes at the
time of reporting and require estimates of future cash outcomes, estimation errors and
their subsequent corrections creatése that reduces the benefits accrugtédly, the
difficulty to classify the accruals into managed and unmanaged compdden&s,

1991; Dechow et al., 1995; Habbash, 2010; Al Gahmadi, 2012).

3.5.2EM through Real-based Activities (REM)

Recent studies reated thabrganizationsnanipulateearnings not only through
accrual but also throughanipulatingeal activitiesvith direct cash flow consequences
to conceal their true economic performangkhough there is @rowing interest and
recognition of real earnings activities in practisejdiesrelatedto such activities are
still rare in the finance and accounting literature (Roychowdhury, 2006; Al Gahmadi,
2012).

The manipulation of realctivitiesdiffers from rormal operatin@ctivitiesand
occurs when the timing/structure of transactions and investment and allocation of
resources have been chandsdthe managers to adjust accounting profits (such as
R&D, advertising and selling expenditure§uch practices fluence directly on

operating activities and cash flows (Roychowdhury, 2006).
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3.6. Differences between Reabased EM and Accruatbased EM Activities.

When managers make decisions regarding which type of EM could be suitably
applicable in the organisatiomhdy should conduct a celsenefit analysis for the
alternative EM mechanisms and analyze some critical differences between them.
Potential benefits include many elements such as the managers' welfare enhancement
and the concealing of the firm's underlyiagponomic performance, while the potential
costs include: (1) The drop in firm value as a result of the managers' suboptimal
business decisions, (2) The fall in a firm's stock price as a result of discovering the
accrual manipulation, (3) The damage of tafion in the labor market as a result of
the aggressive EM (Zang, 2011).

Real and accrudlased activity EM methods can help managers achieve the
same objectives. However, there are several differences between the two types of EM
that motivate managers poefer one type over another (Gunny, 2010). The thorough
examination of these differences may help understand the reasons behind managers'
tendency to use certain types and is expecting the types managers may use in certain
circumstances (Roychowdhury, @) Cohen et al. 2008; Habbash, 2010; Zang, 2011;

Achleitner, et al. 2014). These differences are classified into the following eight classes.
3.6.1.The Extent of EM

The EM literature presents that the extent of Acehzaled activity EM depends
on the flexibilty of accounting standards and past manipulations. By contrast, the
extent of Reabased activity EM depends on the nature of business and variances of
activities Roychowdhury, 2006; Cohen et al. 2008)

3.6.2.Timing of EM Practice

Accruals manipulationgould occur afterward at the end of the fiscal year.
Manageramplementthe estimated discretionary accrual based on realized outcomes.
On the contrary, although managers may handle profitability through real actions at any
time during the fiscal year, they mégce uncertainties when conducting real earnings
manipulations. In this case, they fail to determine the exact amount of real earnings
manipulationgiue to the difficulty to contradhe preciseextentof real activities, which

may be higher or lower thahd expected amount. Consequently, they may offset an
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unexpectedly high (low) impact by using less/more accruals manipulations (Zang,
2012).

3.6.3EM and Tax Incentives

Due to tax incentives, real earnings manipulation is costlier than accruals
earningsmanipulation due to the high level of bets conformity. When the
management manipulates earnings by real activities such as cutting R&D expenditures
and/or oveiproduction inventory, this directly and positively affects cash flows,
thereby, increasindhe taxable income that can be subject to a high tax expense during
the current period. On the contrary, accrual manipulations can increase the taxable
income without incurring tax expenses during the current period. For instance,
incidences, like changinthe estimated useful life of lorigrm assets, lowering bad
debt expenses, reducing the wadi@wn of impaired assets, and having aggressive
unearned revenuse examples used to ralseok income without affecting the current
taxable income. Thereforerrs with high marginal tax rates are more likely to follow

accrual manipulation than REM (Zang, 2012).
3.6.4Detection of EM Practice

Accrual earningsnanipulationsare constrained by the flexibility of accounting
practices,the quality of big 4auditor, and goernance guidelines. Consequently,
managers expect that accrual manipulations can be easily detected if they were audited
by high-quality auditors and if they were greatly inspected by outsiders and regulators.
AEM can also be discovered due to the limitedibility of firms' accounting systems.
Therefore, according to the inferences of Roychowdhury (2006); Cohen et al., (2008);
Habbash (2010), the enforcement of the Sarb#dsy Act (SOX) after the
publicized accounting scandals, managers are encouragift away from accrual
based activities to REM to avoid the possibility of the detection of their accrual earnings

manipulations (Graham et al., 2005).
3.6.5Consequences of Earnings Management

Both accrual manipulations and REM impose costs on the organisa
however, they have different levels of constraints which influence the ability to use
them. Managers choose between them according to their relative cosbynesgsch
the firm's operational and accounting environnaetidentified For instancegosts of

detecting AEM can be earning restatements, shareholders' litigations, qualified audit
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reports, loss of managers' reputations, and negative effects on stock performance. Costs
of undiscovered AEM are audit costs, eventual reversal, and conswairftgure
reporting flexibility. On the other hand, the consequence of REM is the negative
economic impact on the firm's future value (Gunny, 2010). Therefore, for a given level

of desired earnings, if the discretion is more constrained by one of the EBMdage

managers may make use of the otiraychowdhury, 2006)
3.6.6.Cash Flows and EM

Although managers might favor REM over AEM because REM is less subject
to auditing, regulators, and governance constraints compared to AEM. However, REM
imposes more costs twganisations and their stakeholders. REM practice has a severe
negative impact on the optimal business operations and future cash flows which may
destroy the longerm value of the firm (Gunny, 2010; Cohen and Zarowin, 2010; El
Kalla, 2017). Consequentlirom a rational perspective, managers have more tendency
to get involved in REM after they have exhausted the choices of AEM because it is not
logical to consider that REM is less costly bothagke and eyost than AEM
(Roychowdhury 2006; Cohen et &1008).

3.6.7Investor Protection Rights, Ownership Structure, and EM

Investor protection rights place limits on management in the application of
AEM. Previous studies identified that managers in comtaancountries, which are
characterized by diffused ownbig and high investor protection rights, are likely to
manipulate earnings through REM rather than AEM. Consequently, Roychowdhury
(2006), and Hashim and Devi (2012) suggested that institutional ownership can be used
as powerful monitoring mechanisms oe ttiscretionary behavior of the management.
When institutional investors are more sophisticated andtemg oriented, they reduce
the likelihood of cutting R&D expenditures to avoid any losses and to maintain
economic longerm performance. Therefore,eth exert a great effort to control and
monitor any manipulations especially through real activities more than accrual earnings
(Koh, 2007)

On the other hand, managers of Civil law countries which are characterized by
low investor protection rightand nore ownership concentration arichd it attractive
to conceal their earnings through AEM. For instance, Achleitner et al., (2014) in

German context concluded that family firms rather than-faamly firm have less
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tendencyto engage in REM due to theirdge ownership stakes, and their fear from the
negative impact on the firm's lorigrm value. However, their study showed that family
firms strategically engage in AEM practices, to help families, retain-gansrational
control (i.e. to avoid the breacti agreement sections or influencing dividends). Based
on the Agency Theory, famigwned firms especially if they are logrm oriented,

are more concerned with aligning the interest of shareholders with management
objectives more than widelyeld firms. On one hand, family firms intend to use
accounting discretion to meet debtated earnings targets, i.e. debt agreements or
earnings smoothing to level dividend payts, which can be achieved by AEM. Since
REM is associated with negative economic pentamce consequences, there is no need
to engage in it (Gunny, 2010). On the other hand, it is more likely for managers in a
widely-held firm to engage in REM rather than AEM because they have strong
incentives to manage earnings for both compensation aatht®n purposes. Since,
AEM could be easily detected by the market (Wang, 2006).

3.6.8 GAAP and Earnings Management

AEM is found to be more attractive and favorable to be exercised by
organisations because it can be done within the boundaries of GAAP, det&dson
cost is relatively low. However, the ambiguity of GAAP allows managers to make
judgments that can directly affect earnings, and due to accruals' reversing nature, the
firm's ability to continue to engage in AEM becomes restricted. This reverainge
of AEM can make the firm face the problem of overcoming the potential reversal of
last year's AEM to influence the current year's earnings (Xie et al. 2003). This downside
shifts firm management to utilize what is called 'NBAAP' EM as it is likey to go
undetected, less costly than REM, and enables the management of earnings by large
amounts to achieve specific benchmarks to sustain overvalued equity.

However, Desai, Hogan, and Wilkins, (2006) claimed that despite the
advantages of Ne@AAP, it is the costliest form of EM in terms of the capital market
consequences and the reputational costs that managers incur in managerial labor
markets. Therefore, the trad& between the two methods is based on the relative costs
to the firm and the timing ofonducting the manipulations. Many factors should be
taken into consideration while choosing between them such as the financial health of
the organisation, the level of scrutiny from institutional ownership, the competitive

status in the industry, the Higr level of scrutiny of accounting practices after the
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passage of the SOX, accounting flexibility, audit quality, the cultural, legal, and

regulatory system, and contingency environment surrounding the organisation.
3.7.Models Used to Measure Accounting/RedM Practices

When managers perform EM manipulations, they are trying to make it as
invisible and undetected as possible. This makes EM measurement a challenging task
for researchers, stakeholders, and especially investors. Investors find it difficult to
discover these manipulations by studying separate cases. However, detection itself is
not going to be problematic for researchers if they studied this practice by focusing on

a large dataet fordiscovemg systematic patterns.
3.7.1. Accruals EM Measurement Mockls

Accruatbased EM cannot be directly measured and detected. As a result,
various models were developed to estimate and detect potential EM practices based on
accruals. The first generations of earlier studies focused on measuring EM based on a
specific accanting method choicéa single accruapproach)The second generation
of EM studies focused on total accruals such as those of Healy (1985) and DeAngelo
(1986) who focused on estimates of fidAs (Habbash et al., 2013).

Several methods can be applieddetecting EM. However, three of which are
the most commonly used, and they were explained by Habbash (2010), Alghamdi
(2012) and Algharaballi (2013). These methods are Specific Accruals, the Distribution
Frequency of Earnings, and Aggregate Accrublewever, no existing method is
considered the optimal method to measure EM, the aggregate accrual method is
considered as the most commonly used method for detecting EMs. fiolltivéing
section, techniques and methodologiesdietectingopportunistic EM ardighlighted
in general, with more emphasis on the Aggregate Accruals method.

3.7.1.1. The Specific Accrual Method

The empirical and theoretical literature that focus on a specific accrual method
for detecting earnings manipulations is uncommon (Healy and Wahf99).1
Discretionary accruals are based on single accruals such as loan loss provisions,
deferred tax expenses, bad debt provisions, depreciation estimates, and revenues
(AlGharaballi, 2013). This method is useful for specific industries where they can
detemine and model the behaviors of each specific accrual to distinguish between DAs

and norDAs. This method can be used by banking and insurance sectors and within a
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specific transaction context to help set standards and determine points of weakness and
deficiencies in standards (Habbash, 2010; Cohen and Zarowin, 2010).

Stubben (2010) developed the discretionary revenue model and used sales
revenues to measure accounting discretion rather than aggregate accruals. He proposed
the discretionary revenue modather than accounting discretion to measure EM. He
suggested that revenue is the only component that is more likely to be manipulated. He
proposed that the revenue model is less biased, more well developed, and more specific
than other common methodsBAs. The discretionary revenue model is represented
by the following equation:

0 5(& . 0 5(9 0

The estimate from the revenue model is useful as a measure for uncovering
revenue management as a proxy for earnings manipuldftom.linearregression
between reported revenue and accounts receivabtee basis for this modelt
concentratesn discretionary revenues acquired from 'premature revenue recognition’,
which is a common type of accounting discretion over reverras. studies such as
Stubben (2010) preferred to decrease the reliance on aggregate accruals and to focus
more on specific accruals. However, several studies stated that the specific accrual
method has some limitations; first, the model can fail to detect EM if the specifialccru
represents a small portion BfAs, where otheiDAs are manipulated. Second, the
construct validity for the specific accrual method is low compared to total accruals since
a single accrual may be affected by other factors. Third, this method requires eac
accrual to have a separate model to be influenced by the other hypothesized factors.
Therefore, this approach has not the flexibility in investigating multiple relationships
between additional variables such as CG mechanisms and EMs. Fourth, there is a
limitation from generalizing the study findings because the number of organisations
that are likely to manipulate earnings through specific accruals is very low. Fifth,
specific accruals may be effective in detecting manipulation in some circumstances and
may fail to be effective in other situations (Habh&01Q AlGharaballi 2013).

3.7.1.2. The Distribution Method

This approach is based on investigating the statistical properties of earnings to
demonstrate the behavior of earnings around a specific criteri@siftiid) to predict

earnings manipulation. This method concentrates on studying thesewsmal
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distribution and variationsf thereported earnings to find evidence that firms use EM
to avoid slight earnings decreases (Habbash, 2010; Algharaba8i,. 201

This approach is described as more effective and objective than other methods
of detecting/predicting EM because it can capture the effect of EM without estimating
noise created by abnormal accruals (Habbash, 2010; Algharaballi, 2013). However, this
approach fails to detect the magnitude of EM or to reveal the methods used to manage
earnings (Healy and Wahlen, 1999). This method cannot identify exactly what the
management incentives for managing earnings are, because it cannot distinguish
betweenDA andnonDA (Algharaballi, 2013). Other scholars also revealed that this
approach is not enough effective because the distribution pattern dospexdy
adequate evidence for the existence of EM. The shape of frequency distribution may be
affected by someattors such as sample selection criteria, deflation, and variation
between the features of observations to the right and the left of zero (Durtschi and
Easton, 2005; Algharaballi, 2013).

3.7.1.3. The Aggregate Accruals Method

The aggregate accruals models are dgpea to include more comprehensive
methods in detecting discretionary components, due to the-abevioned limitations
for the previous two methods. It is important to calculate total net accruals to facilitate
the estimation odDAs. The absolute valud ®As is used to estimate the expected level
of earnings manipulationand misleading reporting decisions (Xie et al., 2003;
Habbash, 2010; Algharaballi, 2013).

Healy (1985) classified accounting accruals iBids (managed determined)
and nonDAs (nonmanaed determined). On one hand, #dAs is economically
determined, over which managers have little control. On the other hand, DAs can be
used as a proxy for EM practiegnichis driven by managers

The Aggregate Accruals method faces the difficulty t@sifg accruals into
DAs and norDAs. As a result, previous research was concerned with setting
assumptions in estimating n@As. Then, norDAs is excluded from total accruals to
calculate DAs (Bartov, Gul, and Tsui, 200The traditional balance sheagpproach
and the cash flovgtatementpproachare the two approaches used to calculate total
accrualsAccording to Hribar and Collins (2002), thatal accruals is calculated using

balance sheet approach as follows:

€moL conF c0f ™E (oxE ¢p<"&F pqls
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Where:

A I?ifferencein current assets in year t

¢ f o Differencein cash and cash equivalents in year t

¢ ¢ Differencein current liabilities in year.t

¢ 1, cDifferencein debt included in current liabilities in year t
¢ Depreciatiorand amortization expense in year t

Under the casflow approach, it is more straightforward to calculate net accruals
because net income is stated explicitly on the reports, total accruals can be calculated
as follows:

€mgL zusF {0.5

Where:
u-cEarnings before extraordinary and abnormal items for thei finnyeart
uOperating cash flow for the firmin yeart.

Although the balance sheet approach is used extensively in previous studies. As
the balance sheets are more available than cash flow statements, particularly before the
period in which the preparation of cash flow statements was enforced by the US
governmat according to SFAS 95 in November 1987.

After that, Hribar and Collins (2002dvocatedo usethe casklow approach
to calculate total accruals rather thithe balance sheet method due to several reasons.
First, the balance sheet does not directlyijpl® detailed information about accrual
earnings or cash earnings. Therefore, it is critical to conduct several calculations to get
this information. Similar specific classifications of the balance sheet items are also not
available among firms. Second,etmoncurrent accrualsloes not be taken into
consideration using balance sheet methercept for amortization and depreciation,
while both current and necurrent accrualare taken into account using the cash flow
approach Accruals from the current pgitbare converted into future profit by omitted
noncurrent accruals. They are also rendered uncaptured by the balance sheet approach.
Third, the balance sheet approach may include some measurement errors, which may
lead to a faulty conclusion regardingtpresence of EM when no EM was performed.
Fourth, the balance sheet approach is highly misleading in detecting earnings
manipulations especially in some nRarticulation events such as mergers and
acquisitions and firms with discounting operatigAkyharaballi, 2013)

The most commonly discretionary accrual models that are developed for
detecting EM are Healy (1985) model, the DeAngelo (1986) model, the industry model,
the Jones (1991) model, the Modified Jones model, the Kang and Sivaramakrishnan
(1995) model, the Cashflow model, and the performamegched discretionary
accruals model (Habbash, 2010; Algharaballi, 2013).
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Previous and recent studies are more inclined to use the Jones (1991) model due
to its popularity in the accounting research. kwtance, Dechow et al., (1995)
developed the model by replacing changes in revenues by changes in trade receivables.
They referred to this model as the Modified Jones model.

Although, Jones and modified Jones model are the most popular method for
detectijp EM (Jones, 1991 and Dechow et al., 1995¢fond andliambalvo (1994)
recommendetheuse ofcrosssectionalapproach for Jones and Modified Jones model
rather than the timeeries approacto permit industrywide economic conditions. The
total accruals were categorized into four components by Teoh, Welch, and Wong
(1998): discretionary and natiscretionary longerm accruals; and discretionary and
non-discretionary current accruals. Thémat model which was called the Jones model
was extended by Kasznik (1999) and Kothari, et al. (2005) by looking at the changes in
operating cash flow and lagged current accruals in a bid to control the misspecification
problem in addition to enhancing theliability of measuring discretionary accruals
when it comes to its application to organisations with extreme financial performance.
Another major development suggested by Kothari et al., (2005) was the importance of
including the adjusted performancesclietionary accruals to control for performance
(ROA) when measuring discretionary accruals. The following section presents briefly
an explanation for thsuppositionsand restrictionsof each model followed by a
discussion of the reasons for their usagelionination.

1. The Healy Model (1985)

According to the Healy Model (1985), managers have more tendency to
increase the firm's earnings to raise their bonus. This model suggests HIzAs@E
constant in every period, while DAs is changing over time.nbédel uses the average
aggregate accrual$(#) scaled by lagged total assets {<) over the estimation period
prior to the event period to estimate FIDAS. Thus, norDAs in the event yeat
(NDAt) is calculated as follows:

zpmL Uo" :€m moy;
Where,

0 & # Nondiscretionary accruals in yeizscaled by lagged total assets;

6 # &8Aggregate accruals;

n: The number of years in the estimation period;

I: A year subscript for years-t, tn+1,...,t1) included in the estimation period
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Although this model is easy to use, it has limitations. First, Healy (1985)
assumed that neDAs are constant over time which is not consistent with what actually
occurs in real life because r@As change according to variations in business activities
or economic conditions (Dechow et al., 1995). Second, the model assumes that EM
does not take place in the event period. Third, whenDws is relatively high
compared tdAs, total accruals cannot baken as a good measure ks (Habbash,
201Q AlGhamdi 2012 AlGaraballji 2013).

2. The DeAngelo Model (1986)

This model looked forward to avoiding the drawbacks of the Healy (1985)
model by disregarding the benchmark of what the estimated accruals ma@iiebe
DeAngelo (1986) model used the last year as the estimation period, the Healy (1985)
used several years as estimation periods. DeAngelo (198f)ested tayet the
differencebetween total accruals in the current period and in the prior period galed
lagged total assets to calculate DAsuUs, the model for discretionary accruals {(PA
is:

pmL €msF€mey; Meoy

Both Healy (1985) and DeAngelo (1986) suggested that there are no
fluctuations in business activities so accruals will Inetinfluenced or changed over
time. This model is easy to be applied. However, this model suggests tHaABs
constanbver time and average DAs in the predicted pesadjual to zero. Therefore,
both models will not have nelDAs error (Dechow et al., 1995).

3. The Industry Model (Dechow and Sloan, 1991)

In contrast to the Healy (1985) and the DeAngelo (1986) models, Dechow and
Sloan (1991) designed and developed the Ingustdel, which does not assume that
DAs is fixed over time (ABharaballi, 2013) This model discriminates between

different industries, based ondijit SIC codes. The model is as follows:

zpmL YgE Y <Set".:€mg myy;
Where,
| A @ BG4 #5,;ahe median of total accruals, scaled by total assets at the end oflyéar

firms in a specific industry.

The median of total accruals is measured every industry year. The effect of the
medians of total accruals pedustry on norDAs is then identified. DAs is calculated

as the deviation from the industry median of total accruals. However, there are several
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disadvantages mentioned by Dechow et al., (1995). First, the model supposes that there
is no change in ne@As among firms in the same industry. Second, change of
correlation of nonDAs among firms within an industryG R HV Q fakén ntd
consideration. Third, the median is less exposed to the variations in specific
observations compared to the mean. Thereftirere is a chance that the industry
median will change even if ndbAs changes over time as a result of the changes in
business activities (Karuntarat, 2013).
4. The Jones Model (1991)

Kaplan (1985fuggestedhat total accruals might result partly from ongas in
economic conditions and partly from managerial discretion. According to the Jones

PRGHO .DSODQYYV VXJIJHVWLRQ UHJDUGLQJ WKH LF
conditions and business activities is taken into consideration. To calculaf2Aspn
Jones (1991) proposed a regression model taking into consideration changes in
revenues and the plant, property and equipment variable, which are affected by
economic conditions to control for changes resulting from deprecation and any
variationsinthe firmffV EXVLQHVY DFWLYLWLHY 7KH -RQHV PRGHO
to be more influential than both the DeAngelo model and the Healy model. Since, it
identifies DAs that is consistent with the opportunistic accruals as well as the
performance measures gotheses (Karuntarat, 2013). The first step in this model
calculates total accruals using financial statements as follows:
Ema€mogLl »:U€moy EYié~d,.s €Msoy; E Y| .5 €mey; E
&3
Where,

6 # YAggregate accruals;

6 #;5 Book value of total assets of firnat the end of year-1;

¢4 ' 86 #y¢5 change of5ales revenues scaled by s,

22"y 6 #yps Gross property, plant, and equipment scaledBi ;s

U 44 a) Estimated parameters;

\'(J:gThe residualyhich represents the firnspecific discretionary portion of total accruals.

Then WKH HVWLPDWHG FR H atd ¢alctlaed/om the abobefjGation
(7) with the residuals representing the discretionary porbds isthen calculated as

follows:

0 & #: Expected nondiscretionary accruals for sample firmyeart;
U dka) a oefficient estimates.
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Jones (1991) regresses total accruals on the change in revenues and the
historical costs of property, plant, and equipmBwts is represented by the error term.
The Jones model can be considered as one of the most widely used models in the
detection of eanings manipulations. However, this model has two drawbacks suggested
by Dechow et al. (1995). First, although this method considers revenues as past of non
discretionary accruals, Dechow et al. (1995) suggested that a portion of revenues,
namely accounteceivable, should be attributed to discretionary accruals. Second, this
model may provide biased accruals because it omits some expenses (Habbash, 2010).
5. The Modified Jones Model (Dechow, Sloan, and Sweeney, 1995)

Dechow et al., (1995) proposed a modification to the original Jones model to
develop the capability and effectiveness in detecting 4e@lsed manipulations. The
Jones model does not take into account the fact that there is a part of the earnings
directly under the control of the management, which is accounts receivable.
Consequently, it was assumed by Dechow et al. (1995) that the source of earnings
manipulation might be the revenues and changes in credit $td@se revenue
changeshould beadjusted fo a change in receivables in the event period, taking into
consideration that all the changes in the uncollected credit sales at the end of an event
period result from EM Habbash, 2010; AlGharaballi, 2013Jhe coefficient is
estimated by regressing totalcruals on gross property, plant, and equipment, changes
in cash revenues and change in receivalflisrwards, these coefficients are used to

measure unmanaged accruals as follows:

Where,

0 & #Non-discretionary accruals;

6 #;5 Book value of total assets of firmat the end of year1;

¢4 " 86 #ygs &hange issales revenue scaled B it -1;

¢4 "% ¢ 6 #yesLhange in the net receivables scalgdrA it -1;

22"y 6 #yp5 35ross property, plant, and equipment scalgd A it -1;
U d)dl) Estimated parameters.

Dechow et al., (1995proposedthe Modified Jones modehand favoured its
applicationin detecting EMmore than the Healy model, the DeAngelo model, the
Industry model, and the Jones model. The Jones model cannot detect earnings
manipulations if they are done through the account receivables. However, the Modified

Jones model is more likely to result in a type Il error than the other models
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For instance, Habbasl2q10) was conducted to examine the efficiency and
effectiveness of discretionary accruals methods in detecting the magnitude of EM. The
Jones model and the Modified Jones model were revealed by the study to be the most
effective models in discovering oppanistic earnings practices. Subramanyam (1996)
andBartov et al. (2001rompare between the Jones model and the modified Jones
modelusing two different regression approacthwen predicting DAsThey found that
the crosssectional Jones and Modified &smodel are more effective and powerful
than the timeseries Jones model (DeFond and Jiambalvo, 1994). Thesgossnal
model is driven by industry and year and is illustrated by having a large sample and
more observations. In addition, it does natptate the stationarity @As (AlGhamdi,

2012; Spinos, 2018
6. The DeFond and Jiambalvo Model (1994)

From the previous discussion, it is noted that the Jones (1991) and the Modified
Jones(1995) models were originated as time series models. Howeversitmiar
models have been proposed by DeFond and Jiambalvo, (1994) based sectiossl
analysis instead of time series analysis (the esestional Jones model and the cross
sectional Modified Jones model).

The crosssectional approach is based on using the firms that have similar
characteristics within the same industry to estimate the models' coefficients.
Accordingly, Jones/Modified model based on cross sectional approach allow to
controls for the specifieffects of the year and the industry. Therefore, this model
allows for the inclusion of short history firms which produgesatersamples and more
observations, and it does not assume the stationarity assumed in DAs models.

Based on the crossectional dnes and Modified Jones models, the formulation
of the industry portfolio is required to predict their initial regression. The normal level
of nonDAs is represented by these estimates based on the industry avenasge.
sectional regression is develomsparately in every year for each portfolio to estimate
the coefficientsl;, U, and Usas in the following equation:

EmMos€moy L »g:U€moy EYgié~d,.s €meg; E Y1 q . s
€My, Eés

The coefficients are astated in the regression model in the first equation and
are used as benchmarks to forecast-aisaoretionary accruals among firms in each

portfolio. Non-DAs is then calculated based on the Modified Jones model as follows:
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Finally, The DAs is calculated bgetting the difference between the sample
ILUPYV UHSRUW H Gndv“BRBAS (ited betues) ¥sbraatedir@rGquation (2).
In case nofzero DAs was found, it can be automatically infertedhe existence of
EM during the year. Positiv®As can berepresentecs incomeancreasing EM, and

vice versa. While the expect&s is defined in equation (3) as follows:

pmsL :€mo€mey; Fzpm

Several studies such as those of Habbash (2010) and AlGharaballi (2013)
favoured to implemerthe crosssectional approaatather tharthe time series approach
for detecting earnings manipulations due to several reasons; first, -dpettaied
parameterand lower standards of error for the coefficierds be providedsecond,
outliersin crosssectional approach can be reduced in comparisothéotime series
approach; thirdproblems ofsurvivorship biagelated tathe timeseries approacban
be avoded Fourth, in most IPO settings, the cregxtional approaaks more effective
compared withthe time series approach especially in case of the scarcity of data; fifth,
cross sectional approach can obtain a reasonable number of observations more than
time-series approachHowever, the crossectional jones model may have some
measurement errors if the firms in the same industry are not homogeneous because this
model is based on the assumption that companies in every industry are similar
regardless of the operating strategies and product life cycle (Dechow et al. 1995;
Cohen and Zarowjr2010; Habbash, 2010; AlGharabalD13).

7. Performance-Adjusted Discretionary Accruals (Kothari, Leone, and Wasley,
2005)

Recenty, EM literature emphasized on takingto the consideration the
performance wheselectingeM manipulations. Studies such as those of Dechow et al.
(1995), Kasznik (1999s well aKothari et al., (2005) expected tHafAAs and IPOs'
performance (ROA) are positively and direatiyrelated. Organisations within IPOs
have more tendency to have high performance and favourable stock market conditions.
Due to the problem of heteroskedasticity and misspecification issues that appeared in
other aggregate models when estimating accruadnftuence of firms' performance

using lagged ROAs supposed to be excludéal overcome the sever measurement
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errors inDAs that may appear ithe Jones and the Modified Jones modeibbash,
2010.

Subsequentlytwo techniques called performance matthirm approach and
portfolio (adjusted performance approach) technigaee proposedo control for the
problem of performance related misspecificatfiothari et al, 2005) As result, the
correlation betweemAs and performance can be removed by thesdniques to
adjustDAs (Kothariet al, 2005)

7KH SHUIRUPDQFH PDWFKHG DSSURDFK PDWFKHV HDF
DQRWKHU ILUPYVY REVHUYDWLRQV IURP D VLPLODU LQG>
However, this method is not feasililecase ofa smallsize of thesampleln addition,

The adjusted performance approach or the linear regrelsagmtd approaclare
proposed aalternativemodelsby Kothari et al., (2005). However, Kothari et al., (2005)
stated that performance discretionary accroadel is more specific in testing DAs
ratherthan the linear regressidrased approach due to the dimear relationship
between accruals and performance.

Similarly, this model employs the OLS regression to estimate the coefficients
Wadldla J @, for each industry in each year to extract 4ioks. The model is as
follows:

Emos€moy Ll »oiU€moy EYgié~0..s €Emey; E Y1 q .5
€nmgoy; E Yy~ {msE &5
Where,

6 # Yo otal accruals

6 #; v a Otal book value ofssets;

4 1 # e ROAfor the company in the current year

¢4 ' §y&hange in revenuesaled by total assets

¢4 "% v&hange in account receivalsealed by TA;

2 2"y ydsross property plant and equipment for sample firmindustryj for yeart;

U, 4} 4} aJ: Regression parameters;
Yy vé&rror term for sample firmin industryj for yeart.

All variables are scaled by lagged total assets. The discreticoraponent of
accruals is then represented by the error terms which are estimated based on the

difference between total accruals and4ks.
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8. The Cash Flow Model Employed by Kasznik (1999)

The cash flow model isn extended model frorthe Jones modelt was
proposedby Dechow (1994ps accruals and cash flows were found to have a strong
negative correlation, and thus, Dechow (1994) recommended to involve cash flows in
models used in future research. Hen€asznik (1999), DuCharme, Malatesta and
Sefcik (2001) and Lara, Osma, and Neophytou, (2@@8ndednodified jones model
by including operating cash flow as an explanatory variable.

Ema€meyLl »g:U€myoy; EYié~d,.5 €My E Y| g .2
€mey EYgor{.o0E &5
Where,

6 # Yo otal accruals

6 #; v A otal assets ahe company at the end of year-1;

% ( &5 aash flow from operating activities for sample firim industryj for yeart-1;
¢4 ' 8yv&hange in revenues;

¢4 " % v&hange in account receivable;

2 2'yy&sross property, plant, and equipment for sample fiilmindustryj for yeart;

U 4} 4% aJ: Regression parameters;
Yy ya&rror term for sample firmin industryj for yeart.

The coefficients are estimated in the regression model in the first equation and
are used as benchmarks to forecastgs among firms in each portfoli?Non-DAs

is then calculated as follows:

zpmL »y:UVE mgy; E »g @wgi%gAE »( @LZ—;SAE »or{.suE
&3
After that,error terms are estimated by taking the difference between total accruals
andnon-DAs whichrepresents the components of DAs
9. Raman and Shahrur Model (2008)

An expansion of the Modified Jones Model was proposed by Raman and
Shahrur (2008) by controlling for performance based on Kottal.fV SHUIRUPDQFH
matching and growth. Priatudies such as (Cohen et al., 2008yge<std that firms
with higher growth pportunitieshave more tendency twave higher accruals Thus,

growth was added to the model and total accruals were estimated as follows:

€moR €moyL »g:U €myoy; E»yiié~0q,.sF ¢~qag €mey; E
»y: |9 .s €My E~{MEs{ E«
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Where,
6 # %% otal accruals
6 #)e5d.agged total asset,
¢4 ' §&hange in operating revenues;
¢4 ' % &hange in net receivables
2 2 'y &ross property, plant, and equipment;
) 1. Growth opportunities;
U a5 4), Regression parameters;
A&Error term.
From the above discussion regarding the different techniques used in measuring

EM manipulations based on accounting discretion, it can be theoretically and
empirically concluded that aggregate accruals nzamehpared with other modkave
significant advantages over other models. Furthermore, a great number of studies
concentrated othe aggregate accruals approach as a proxy for EM due to its great
advantages over other methdq@dégharaballi, 2012Elkalla2017)

It can be concluded at this stage that if the objective of this research is to
investigate the magnitude BfAs as proxy for EM practicest is more favourable to
use the aggregate accrual approach rather than the specific accruals or frequency
distribution approach. The specific accrual approach is more relevant for examining the
correlations between specific accrual and hypothesized factors, which requires
modelling for each component of accruals according to the hypothesized factors. The
findings from specific accrual method cannot be generalized especially if the specific
accruals are not sensitive enough. Regarding the distribution frequency method, it
cannot identify accurately the magnitude of opportunistic earnings manipulations
(Habbash201Q Algharaballj 2012 Elkalla 2017). Within this context, the aggregate
accrual approach is best utilized as determining the tév@bportunistichehaviours.
The mainobjectiveof this study is toinvestigatehow the compliance witG could
reducethe magnitude of earnings manipulations. Therefore, for the purposes of this
study, this study employee the followingur models of aggregate accrublsed on
cross sectional approactthe Modified Jones model, the performance adjusted

discretionary acerals model, kasznik model and Raman and Shahrur model.
3.7.2. Real EM Measurement Models

REM is conductedy manipulatingreatearnings basedctivities throughout
the year. Roychowdhury (2006, p.3) defineEM DV 3$ GHSDUWXUH IURP Q
operational practicesPRWLYDWHG E\ PDQDJHUVY GHVLUH WR PL
stakeholders into believing certain financial reporting goals have been met in the
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normal course of operations. These departures do not necessarily contribute to firm
value even though they enable mataUV WR PHHW UHSRUWLQJ JRDOV’

According to Roychowdhury (2006[REM may stem from various operating
decisions. Three metrics (Proxies) were proposed to examine the level of real earnings
manipulations: the abnormal levels of cash flows from operatigxBCEFO),
production cost{ABPROD), and discretionary expens@aBDISCX). Subsequent
studies, such as those of Gunny (2010) and Zang (2012) provided evidence of the
construct validity of these proxieBhe normal/expected level of manipulations is first
estimated using regression analysis as the residual from the corresponding estimation
model. The actual values are determined from information provided in financial
statements or from online databases. Ttien proxies are calculated by deducting
normal value$rom actual values. The deviations from normal values can be considered

DV PDQLSXODWLRQV RI UHDO DFWLYLWLHYV SHUIRUPHG E\
stockholders.
1. Real EM through Operating Cash Flows (Roychowdhury, 2006)

When managers attemptraase earnings by manipulating sales, they offer some
discount prices and more flexible credit terms to customers to raise the volume of sales
temporarily especially at the end of the year. As a result, the reported profit at the end
of the year will incrase, and at the same time, this sales manipulation leads to abnormal
cash flows from operations. Cash flows from operations for the given level of sales
become lower especially during the period of discounts and extended crediflieems.
normal level of ash flow from operations is estimated based onctbessectional
regression for every industry and year:

or{.smoyl YU moy?E Yg>1 <M moy?E Yot <Y
Moy?E &g
Where,
% ( & &ash flow from the operation of firimin periodt;
#yesdotal assetsf the previous year
5 = Hf&alesn the current year
¢5 = HA= J C AECBales;
Yj éA residual terrs.
2. Real EM through Production Costs(Roychowdhury, 2006)

Another type of REM is to accelerate production more than necessary to meet
expected demandfter that, the organisation distributes fixed costs over production,
thereby lowering fixed costs per unit and total production cost, suqgpdtsat the
marginal cost is still the same. Accordingly, the cost of goods sold per unit decrease

and the profit margin increase due to the production acceleration. However, the

92



organisation may incur other costs such as storage costs and inventothatosis
be expensed during the current period, thereby resulting in unusual production expenses
at the given level of sale$he cost of goods sold and changes in inverdogysum up
together to calculate production expens&ke following crossectonal regression is
run for every industry and year to determine the estimated value of abnormal production
costs:
|~{p.s Moy L YU Moy?E Yg>1 < moy?E Yo ' < 1Y
Meoy?E Yo% <%y Mey?E é5
Where,

241 &&he sum of the cost of goods sold and change in inventory of fimryeart;
#yesdotal assets dhe previous year,

5 = Hf&ales of firmi in yeart;

¢5 = HgBales of firmi in yeart less sales of firmin yeart-1;

¢S = HAd3Bales of firmi in yeart-1 less sales of firmin yeart-2;

Y éA residual terrs.

3. Real EM through Discretionary Expenses (Roychowdhury, 2006)

REM is also performed through the reduction of discretionary expenditures such
as selling and marketing expenses, advertising expenses, R&D expenses, and general
and administrative expenses to rise the firm's earnings. Therefore, earnings within the
curren periodis improved as a result diminishingsuch discretionary expensdsis
leads to higher cash flows during the current period, which lower future cash flows, if
these expenses were generally paid in cash. Roychowdhury's (2006) model is used to
estmate normal discretionary expenses as follows:

pueq, s Moyl YU mey?E Yg>1' <y Moy?E &g

Where,

&+5":28The sum of selling and marketing expenses, general and administrative expenses,
advertising egenses, and research and development expenses of a firm | in year

#yesdotal assets gbrevious year

5 = HAd3Bales of firmin the prior year

Yy éA residual term

In addition, the current study measures REM by three aggregate proxies of REM
in consistent with several studies such as Cohen and Zarowin (2010), Zang (2012), and
Braam et al.(2015). First, an aggregapeoxy of REM (REM_CD) is calculated as the
summation of the standardized variables of RENMO and REMDISX multiplied by
negative one. Second, an aggregaiexy of (REM_PD) is computethy addingthe
standardized variable of REMROD and REMDISX togethemultiplied by negative
one. Third, an aggregapeoxy of REM_CPD is figured as the sum of the standardized
variable of REMPROD, REMCFO and REMDISX, then multiplied by negative one.
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The higher the value of each of the three aggrguataes the more likelythe firm is
engaged in redbased activity management.

To conclude due to the corporate collapse and accounting scandals such as
WorldCom, Enron, Ahold, and Rite Aid, the public confidence in US companies and
the quality of financial reporting was demaied, which negatively influenced their
accounting decisions. Several trials were developed to control the practices of EM
manipulation. One of these techniques is applying to sever accounting standards with
an attempt to enhance the integrity of the infation provided to investors to increase
shareholders' confidence. Therefore, in 2002, the Sarbanes Oxley Act was introduced
to increase the quality, accuracy, and integrity of financial reporting to restore
LQYHVWRUVY FRQILGHQFH Mhm@atiSrdlRadcoLRtiNG Stakddilds) L QW H U
applied in the market helped develop liquidity in the market, reduce transaction costs,
and enhance the quality of accounting information released to the public. Several
countries worldwide tried to harmonize their aauiing standards and to even
implement a common set of reporting standards. However, accounting standards, as
well as governmental scrutiny do not completely eliminate earnings manipulations. CG
as a monitoring mechanism was then introduced with attemptdteo financial
reporting and to restrain managerial opportunism, therefore, a firm with good CG is

likely to face the problems of managerial opportuni&hdzali et al., 2015).
3.8.Summary

There is no general consensus regarding thedefhition in the academic
literature. The motives that drive management to manipulate earnings may be divided
into these main categories: stock market incentives, signaling or concealing private
information, political costs, personal incentives, internal motiegjlatory motives,
merger or takeover settings, management compensation contract motives, and lending
contracts motives.

Furthermorethe mosthree commoiEM models useth theliteratureare those
based on specific accruals, those based on the digiribuethod and those based on
aggregate accruals. This study focuses on using aggregate accruals. Moreover, previous
literature classified EM into reddased activities manipulations and accruals accrual
based activity management. This study employs bwhatcruabased approach and
the realbased approach in measuring EMs. The study aims to measure the extent to

which CG mechanisms can reduce earnings manipulations to the minimum level.
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This chapter discusses the most common techniques used to measuat a
based EMfor instance,the Healy model (1985), the DeAngelo model (1986), the
industry model (1991), the Jones model (19819 ,DeFond and Jiambalvo, (19%he
Dechow et al., (1995nodel the Kothari model (2005), the Raman and Shahrur Model,
ard the Cash Flow model employed by Kasznik (1999). In addition, the discussion in
this chapter presented six models that were developed by Roychowdhury (2006) to
measure redbased activities earnings manipulation. Based on the literature review, the
Modified Jones model is the one used more extensively and is considered to provide
the most powerful tests of EM (Dechow et al., 1998bbash, 201(Elkalla, 2017.
Therefore, this study primarily uses this model and uses three other models; the Kasznik
(1999)model, thekothari et al.(2005), and the Raman and Shahrur model as a test for
the robustness of the results. The study also uses the six models of Roychowdhury
(2006) to measure the extent to which firms engage in REM. The following chapter
commences &urther review of CG theories and how the CG mechanisms and external

audits are related to earnings manipulations from a theoretical perspectiv
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Chapter Four

Theoretical Perspectives: CG Mechanisms, External
Auditing, and Earnings Management

4.1. Introduction

The previous chapters discuesbthe institutional settings within the Egyptian
context as well as the reasons behind corporate failures and economic crisis, namely,
EM practiceslt is essential to understand the theoegtimsis of CGo provide an in
depth analysis of its complexities in contekhere is nayeneral consensus regarding
thetheoretical bassfor researchesn CG,howeverthe literaturaeferredto the use of
five major theoretical frameworks to explaietrelationship between CG mechanisms,
external auditing and EM practicehe most common theoriase the Agency Theory,
Stakeholders Theory, Stewardship Theory, Resources dependency Theory, and
Institutional Theory (Habbash, 2010; Amer, 2016). This tdrggrovides a relevant
analysis folICG theories and their applicability tberesearch.

The rest of this chapter is organized as follo®sction 4.2 presents a brief
review of concepts and theories related to CG. Then, a revidve theoretical links
between the types of ownership structure and EM based on CG theories is illustrated in
Section 4.3.The theoretical reviewsegarding the association between a board of
director attributes and EM are explained in Section %kt following section 4.5
presentsthe relationship between attributes of the audit committee and EM from
different CG theoretical perspectives. The theoretical explanation regarding the
association between external auditing and EM is addressed in SédioRinally,

Section 4.7 will present a summary of the chapter.
4.2.CG Theories

The structure of CG has been greatly influenced from theories that revealed
from number of disciplines such as accounting, law, finance, management, and
organizational behaviouThese theories have been developed to illustrate and analyse
the CG from various points of view to determine how CG mechanismsitaence
performance, shareholder interest, and the relationship between agent and principles
and earnings quality (AmerQ26).Extant literaturestudies suggestl the relevance of
several theories that are related to the CG issues suddeasy Theory, Transaction
Cost Theory, Market Myopia Theory, and Stakeholder The®rgwardship Theory,
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Institutional Theory, and Resaw Dependence Theory (RDTBlair, 1995). These
theories cannot bapplicable and convenieta all countries due to differences in legal
systems, socioeconomic factors, cultural values, laws and regulations, ownership
structures, government roles, andestktructural differences. Within the same context,
many theories may be relevant for some context compared to others.

The increased complexity of environments and the high profile of unexpected
collapses makes investors sceptical towards the qualitynahdial information
released to them. Complex environments focus mainl Grsystento increase the
opportunities of attracting external fund from investors and to provide them with the
assurance regarding the reliability and accountability of the fiparformanceCG
has gained its reputation within management and corporate finance since the rise of the
potential conflicts between investors, stakeholders, and managers. However, there is no
specific definition that incorporates all the different sitoiagi of CG. There are many
authors, institutions and even countries that have given combined definitions that sum
up the set of codes, rules, and tools that can control the conflicts of interests among
managers, the board of directors, shareholders anehstialerfAmer, 2016).

For instance, the Cadbury Report (1992) defined it as "the whole system of
controls, both financial and otherwise, by which a company is directed and controlled."
Rezaee, Olibe, and Minmier (2008gfined CG as the process of enhancing the
relationship between shareholders and management that can help the operations and the

IXQFWLRQV RI FDSLWDO PDUNHWY WR GHYHORS WKH LQ
financial reporting. According to (OEC[2004, P11), CG is defined as "A set of
UHODWLRQVKLSY EHWZHHQ D FRPSDQ\YfV ERDUG LWV VK
also provides the structure through which the objectives of the company are set, and the

means of attaining those objectives and naoimg performance are determined" (2004,

P11). Whereas, the National Association of Corporate Directors (NACD, 2006)
outlinedCG as the procedures and attitudes by which the organisation is supervised and
governedTsifora and Eleftheriadou (2003fatedthe CG as a group of restrictions that

the organisations should follow in order to reach the best performance. Imam and Malik

(2007) mentioned that the theoretical framework of CG is the most vital controlling
mechanism of control to best utilize the cangite resources in an efficient and effective

way that will align the interest of the stakeholders with that of corporations. Therefore,

there is n@eneral consensus on tefinition of CGstructure
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CG has become a crucial issue for all participantthermarket positively that
influence the stability and competitiveness of the economy of the countries in such an
era of severe competition and capital mobility. Neverthelessgdenm corporate
governance research focuses on a few central theoretical faaksewcluding Agency
Theory, Stakeholder Theory, Institutional Theory, Resource Dependency Theory,
Transaction Costs Theory, and Stewardship Theory. This study is focused on several
theories that are the most relevant in understanding and explainindfebts @f
including board of directors, ownership structure, &l characteristicsn CG on
enhancing the quality of financial reporting. Subsequently, these theories are going to
be presented individually and then followed by an understanding of howriégpked

to the CG mechanisms and EM practices.
4.2.1Agency Theory

Resolving thepotential conflict of interest betwegurinciples and agentis
considered as a major issue in CG. Agency theory is concerned with analysing and
UHVROYLQJ p DJH QuFfose Sronk tBeOftBamewak difidrence between the
shareholders who own the organisation and delegate some deuakary authority
to managers who control the assets of the company. This agency problem which is also
known as the "principahgent” problenprovokes suboptimal usage of resources when
risk-averse managers expropriate the wealth and reduce their exposure at the expense
of the principles' interests (Jensen and Meckling, 1976). The Theory rests on the
assumption that the role of tiebairmanand CEO should be split up to minimise the
agency cost such as the costs of structuring, monitoring expenses, bonding expenditures
and the remaining loss that incurred from-sytimal decisions taken by the agents
(Young et al., 2008Akeem, Terer, Kiyanjuand Kayode2014).

Civil (Code) law countries and Common law counthese different agency
problems due tdhe ownership structure type. Dispersed ownership is one of the
featuresn the Common law countries (e.g. the UKjhese countriearecharacteried
with where the ownership is separated from the control in which the agent can
maximize their interest at the expense of the shareholders' interest. On the other hand,
Concentrated ownership is one of the featumethe Civil law countries (e.g. Japan,
continental countries, other OECD countries, and emerging countfiegy are

characterised with where the management is controlled by large dominant shareholders
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ZKR VHL]H WKH LQWHUHVW RI PLQRULW\-\SKDQHKROBHU YV
problem between the large blebklders and minority shareholders (Habbash, 2010).

The Agency Theory has also mentioned many internal and external mechanisms to be
basically used in governing and controlling the firm operationsagedts' behaviour,

redwing agency costs, eliminating EM manipulations, and enhancing firm performance
(Akeem et al., 2014).

4.2.2 Stakeholder Theory

JUHHPDQTYV VWDNHKROGHU WKHRU\ ZDV LPSOHEF
discipline in 1970 and gradually includes corporate accourtiabit various
stakeholder groups This Theory suggests that corporations can be judged successful
DQG VXSHULRU LI WKH\ KDYH WKH DELOLW\ WR DOORF
shareholders but also to employees, creditors, communities, owners, sherdses,
and the environment (Abid et al., 2014). It is hypothesized that corporate performance
is not determined by shedding light only on gains realized by its shareholders but also
from the interests of all parties together. Accordingly, organisatioits low
stakeholders' satisfaction have more tendency to face difficulties regarding acquiring
critical support and resources for their organisations (Abe#hh, 2008).
Moreover, Agency Theory sheds light on the relationship between agent and
sharehalers only. Earlier studies set the Stakeholder Theory against the Agency
Theory due to the main differences between tiidohiuddin, 2012; Abid et al., 2014;
Amer, 2016).Recently, many practitioners and theorists haa@mmmendedhat the
Stakeholder Thay is rather an extension of the Agency Theang they should be
potential compatibility and combined together. There is a growing perception that these
two approachesire no longer seen as mutually exclusive clarification. Nevertheless,
they can be expiaed and included in one model (Mohiuddin, 2012; Amer, 2016).
Recently, almost obrganisationsvorldwide become so concernadth maximising

their longterm profits and sustainable wealth not only the interest of shareholders but

10 Principle-principle problem (Agency problem 1) is more common in Civil law does which
happens between majority shareholders and minority shareholders as a result of the ownership
concentration and weal legal system.

1 Freeman (1984, p. 52 cited in Habbash, 2010 m2fized stakeholdemsa party that has an interest

in acompanyand can either affect or be affected by the business. The primary stakeholders in a typical
corporation are itinvestors,employees, customers and suppliers. However, the modern theory of the
idea goes beyond this original notion to include adddl stakeholders such as a commurtityginess
partners, civil societygovernment or trade associati@kbid, et al., 2014)

99



also those of differentakeholder grougs (Solomon, 2005). fle Stakeholder Theory
is described by Nicholson and Kiel, (2003)aasinterdependent relationship between
companies and the society, amehce the corporateservesnot only for shareholders
responsibilities but als@f social purpose

This Theory illustrates and analyses the relationship between characteristics and
behaviour of the firm with the stakeholders; it also tries to link the stakeholder and
management with corporate objectives; it is used to explain howrgamisational
functions are related to moral and ethical guidelines (Abdéhh, 2008; Abid et al.

2014). These functions has been explained by Donaldson and Preston (1995, p65) who
VWDWHG WKDW 3 6WDNHKROGHU 7KHR Ua niabagereseditHQ DG YD
literature on the basis of its descriptive accuracy, instrumental power, and normative
YDOLGLW\" $OWKRXJK WKHVH WKUHH DVSHFWV RI WKH
audible; in which they involve different evidences and argumenthane diverse
consequences.

For instance, the board of directors can be considered as a good mechanism in
employing the Stakeholder Theory. The board of directors considers all rights and
claims of their stakeholders from the start in formulating strat@gg through
conducting the firm's decisioli§lohiuddin, 2012) In accordance with this Theory, the
boards try to prevent the deficiency of Agency Theory by adopting a proactive
perspective and establishing a strong relationship among stakeholders rather th
focusing on an ownenanageemployee relationship (Alessandro, 2013).
Accordingly, executive and neexecutive directors can minimise the conflicts and
improve efficiency and effectiveness of decisioaking. As result, this can enhance
the functions b managers incontrolling any opportunistic behaviours, avoiding
problems of underinvestment, and encouraging stakeholders to cooperate for
developing longerm profitability for the corporation (Mohiuddin, 2012; Alessandro,
2013; Maher and Andersson, 2002

Nonetheless, there is a common criticism of the Stakeholder Theory regarding
the way of how the management can align the conflicting interests of all stakeholders
andhow to satisfy the different needs of all stakeholders. Sternberg (1997) stated that

there is a contradiction between the Stakeholder Theory and the fundamental goals of

12 Stakeholders can be the interest group related to economic, regulatory, technological, social, political,
managerial and ethical considerations.
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the organisatiores WKH WULDO WR EDODQFH DPRQJ VWDNHKROC
achieved. The enhancement othe stakeholder value requires extending the
performance \ealuation to include not only traditional measures of performance but
also, other measureeelating to the groups of stakeholders. Hence, this requires the
explanation of all the types of stakeholders and their different needs as the managers
consider thenas unrealistic tasks (Habbash, 2010). Furthermore, Maher and Anderson
(2002) mentioned thathis may give themanages the justificationsfor the low
performance of the organisatidh does not support the managers with clear guidance
on setting priorites and mechanisms that help them evaluate the efficiency and the
effectiveness of the firm. Hence, the stakeholferd Q Wehhddtl YdeNeffectively
represented i€G structuref the organizatiorwelfare can be undermined (Mohiuddin,
2012).

There are seval trials to make reconciliation betweegency theory and
stakeholder theory in one paradigm, referred to as agstaggholder theoryThis
permits synergy between market efficiency and differential power between managers
and stakeholders; that is, thedD Q DIJHPHQWfV DJHQW EHKDYLRXUV VKR
of the stakeholders (principal) (Mohiuddin, 2012). When Hoque (2006) discovered that
managers are likely to manipulate earnings for their interest at the expense of
VWDNHKROGHUVY LtkaiHdgehsséakeholder Shebry Bhgd provide
stakeholders rights to monitor managers by offering their resources. In addition, Culpan
and Trussel (2005) shed light on the impact of agency theory in illustrating different
measurementsf the unethical @ctices in accounting and financial issues, whereas
stakeholder theory clarifies unethicakercisesthat harm creditors, employees,
investors, governments and society. Table 4.1 below summarises the difference

between agency theory and stakeholder theory.
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Table 4.1: Comparison betweenAgency Theory and Stakeholder Theory

Agency Theory Stakeholder Theory
Purpose Promoting theshareholdefi Z H D| Multiple goals with different
interest
Governance structure Managers as the agentmrinciples| Team production model
Governance Monitoring Coordination, cooperation, ar|
conflict resolution
Performance Metrics Shareholder value enough | Fair distribution of value create

maintain investors® commitment | to maintain the commitmeruf
multiple stakeholders

Residual Hazard holder Shareholders All stakeholders

Source, (Mohiuddin, 2012, P 95)

4.2.3Resource Dependency Theory (RDT)

This Theory enhanced the interdependence between organisations and their
environment, proposing the main aim of the success of a firm is owthgitdinkage
with the external environment for survival by receiving crucial and rare resources. It is
mainly depending on the premises that external resources affect the behaviour of the
firm and its strategic management. Firms acquire their resources from the environment
which rely on each other and on the exchange of resources (Hillman, Withers, and
Collins, 209). It is for this reason that resources are considered as the ground to the
ILUPVY SRZHU DV WKH\ DUH YDOXDEOH FRVWO\DQG QRW
keen interest in allocating the most critical resources for theirtienmg success and
survival. Organisations should make stine availability and security of vital and
seldom resources (i.e. information, capital, advice and counsel, exp¢Aisey,
2016).Most importantly, they should have the capacity to easily access key constituents
such as shareholders, suppliers, social groups, and buyers, as walbvake
legitimacy/bolstering the public image of the firm, and interrelate and cooperate with
the important stakeholders and other important entities to support its external relations
(Abid et al, 2014; Amer, 2016).

Resource Dependence Theory advocatei@ahechanismgerforma crucial
roleto link the organisation withs needed resources to promote corporate performance
(Pfeffer, 1973). For examplextantliterature such aslillman and Dalziel (2003),
pointedout that the diversity of board characteristics plays a critical role in this Theory,
(e.g. age, size, professionalism, education, tenure, and their outside representation) can,
for instance, lead to wider corporate netvwgrknd better decisiemaking process
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(Haniffa and Cooke, 2002; Nicholson and Kiel, 2007). This is because of the following
reasons. First, the board especially the independentexecutive, supports the
organisation with the required vital resources Bxgertise, knowledge, information,

and experience. Second, directors facilitate to set up a strong relationship with
significant stakeholders such as creditors, suppliers, customers, and institutional
investors. Third, directors can establish a reputdtiorthe organisation and can use
their personal relationship and business contacts to provide the firm with the necessary
business network. Fourth, the board can allow greater access to business/political elite,
information and capital (Nicholson and Ki2D03). Accordingly, the directors promote

the firm performance due to the access to resources and the strong link with the external
environment.

B.O.D canprovide very beneficiabalueto organisations such as information,
advice and consultation, easycass to channels between the firm and its environmental
contingencies, legitimacy, and preferential access to resourbey. can present
various types of resources to the organisation and facilitate the capability to manage the
environmental dependenciasd reflect the environmental needs because of various
classifications of the board of directors as a business expert, support specialists, or
community influential that facilitate the capability to manage the environmental
dependencies and reflect thevieonmental needgHillman et al., 2009; Abid et al.

2014; Amer, 2016)

4.2.4 Stewardship Theory

Unlike the theories that take the managerial opportunism and monitoring as
their main focus such dake agency, signalling, and information asymmetric theories,
the 36 WHZDUGVKLS 7KHRU\" JLYHV WKH PDQDJHUV WKH D’
stewards or trustworthy people on the company affairs. This theory (1991 and 1994)
was originally evolved as a modern way to reframe the relationship between
management (agenth@ shareholders and directors (principles) together by Donaldson
and DavisHe suggested that Stewardship TheoryaSsWKH PDQDJHU IDU IURP Et
opportunistic shirker essentially wants to do a good job, to be a good steward of the
FRUSRUDW HI1D p54H Whiike the "Agency Theory" and most of the other
theories that take an economic approach to management and suppose that they work for
their selfinterest, not for the shareholders' interest (Donaldson and Davis, 1991,
Cornelius, 2005; Nicholsoand Kiel, 2007; Abid et §l2014.
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7KH 36 WHZDUGVKLS 7KHRU\" LV LQIOXHQFHG E\ VRFI
approaches (Davis, Schoorman, and Donaldson, 1997) and puts more emphasis on
facilitation and empowerment than monitoring and controlling of tlyaresational
functions. This Theory holds on the notion that when the executives are trustworthy
and take higher positions in the hierarchy of the organisation, the inside directors are
supposed to be given support, power, and authority, to achieventheljectives and
to act as a CG mechanism in enhancing the organisational performanceefLatza
2004, Abid et al.2014.

According to shareholders™ perspective, there is a tendency towards executive

directors when compared to nemecutive directordased on several assumptions
regarding the behaviour of managers (Habbash, ;2Qk@ubi Rand Selamat2012

Mohiuddin, 2012). First, they assume that executive directors own formal and informal
information and have the required skills compared to thedsutsirectors. Second,
managers spend most of their workimgursin thefirm they overseethereby,geting

rid of manipulated practices. Therefore, those executive directors have the awareness,
knowledge of the existing operations and technical expettigegive them more
opportunities tounderstand the business very well and to develop decisions more
effectively than outside directors. Third, they are concerned and committed to
maintaining the human capital and the company's reputation on the matkét, Ehey

tend to minimise the agency costs and problems due to the fear of harming their future
managerial capital (Mohiuddin, 2012;-E&itouri, 2014; Abid et 312014).

To concludethis theoryrecommended for the dual leadership by both chairman
and CEOfor the aim ofimproving economic performance. This Theory can be
identified as a substituting model for the behavioumanagemerndincentivethat
emerges from psychological and sociologipatterns and claims that managers are
way beyond being opportunistic. Instead, tleeuld act as stewards for the assets of
the company since they are motivated based on their own achievements and
responsibility needs (Mohiuddin, 2012he Agency Theoryand Stewardship Theory
are different due teeveral dimensionsvhich are all presented in the Table 4.2 below
by Clark (2004).
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Table 4.2: Differences Between the Agency Theory and Stewardship Theory

Agency Theory Stewardship Theory
Behaviour Individuaism Collectivism
Motivation Extrinsic value Intrinsic value
Governance Monitoring Confidence
Time frame Shortterm Long-term
Power High power Low power

Source, (Mohiuddin, 2012, p 92)

4.2 5Institutional Theory

The institutional governance concept represents a wide vi€yGasystem It
relies on the concept that the company is part of the larger society in which it operates.
Hence, this premise ncernedo the broader concept of social responsibility towards
stakeholders including employees, suppliers, customers, labour wunions, and
environmental protection agencid$herefore CG can be best describedii®emore of
a socialrelationship rather than (market) orientated structure (Hendry and Kiel, 2004).
The saial-institutional concept could be considered as a comprehensive term
comprising agenrprinciple relationship as well as external relationship with interested
parties reflecting social dimensions. Thus, CG can be identified as a combination of
structuresmechanisms, and procedures providing control and accountability, with the
objective of enhancing economic and corporate performance. tRedeainstitutional
Theorybecome one of the most interesting theonwbgh has been widely applicable
in socialsciences generally and in accounting studies particulabid et al., 2014).

The Institutional Theory highlights normative aspects of the context in which
organisations operate. This means that organisations should adopt a structure that is
consistent Wh the needs of institutions taking into considerations the social, regulative
and professional norms, to evolve the legitimacy for their operations (Habbash, 2010;
and Abid et al. 2014).Regulative, normative and cognitigacial system have been
deternined by theorists to be the central dimensions of institutional theory (Scott,
1995).

Within this context, each corporate firm should take into considerations internal
and external environmental dynamics to adopt corporate governance to the changing

socidal and institutional pressures. This is because corporate governance around the
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world are constantly changing and evolving according to the internal environment
conditions and the external environment circumstances such as the breakup of large
conglomerats, advanced technology, globalization, new stpstcultural values,
political cases, rules and regulations, and social norms (Abid et al., P8lldard,

Ward, and Mulle2015.

Therefore, some theories appear to be more applicable and relevant to some
countries rather than the others, despite the fact that the concept of CG relies on
encompassing a number of theories; it is critical to illustrate the approach of each
Theory in €rms of the CG mechanisms and then find the most suitable Theory that can
be best applicable to the developing countries and Egypt in particular. Indeed, outsider
systems are one of the main features of developed countries like USA and UK, these
systems sifier greatly fromthe manageshareholder agency problem. Based on this
concern, Jensen and Meckling (1976), developed the Agency Theory, to solve the
agency conflict interest between the agents and principles interests. They proposed
several ways to the amagement to behave in favour of shareholders’ interest such as
bonding them contractually, monitoring their actions by an independent board, and
providing them with certain incentives. On the contrary, most of the emerging
economies, such as Egypt are mhiaicharacterized by insider systems. This system is
more inflicted with the majorityninority agency problem (principlerinciple
problem) due to the concentration of corporate ownership. Hence, as a result of the
differences between the two systems, Ina@isms that are designed to deal with
problems of both systems may be different. Indeed, it suggests that the mechanisms of
CG characteristics that can deal with the manaipareholder agency problem would
not get the same results in dealing with theamig+minority agency problems that are
dominant in Egypt.

Therefore, analysing the theoretical perspectives that investigate the
relationship between CG mechanismsternal auditandEM, in relation to different
CG theories is very criticalln the following sections, a discussion is presented to
explain the main theories encountered in the literature to establish whether CG
PHFKDQLVPV ERDUG RI GLUHFWRUVY FKDUDFWHULVWLEF
committee characteristics) can be ass@d with improved financial reporting. The

main objective is to describe the theoretical blocks on which the study is based.
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4.3. Ownership Structure and Earnings Management: Theoretical Perspective

In the last two decadeteoretical and empiricalcademiaypes of recaches
have been attracted widely toward the importance of ownership structure as CG
mechanismThe key purposeof modern CG is how to design an optimal ownership
structure that assists firms teduceeither (agency problem) raised Wween owners
and management or (princigbginciple problem) raised among majority and minority
shareholders to appropriately maximize the firm performance.

Design an appropriate ownership structure usually involves testing the
association between ownengtstructures, EM, other firm factors, CG characteristics
and operations. The Egyptian CG system is characterized by an 4dsidarated
system in which publicly listed companies are controlled by a few major blockholders,
which include family firms and amall group of shareholders, such as lending banks,
other companies and government.

Although familyowned firms perform an important role in dealing with the
agency problem, they usually do not consider the interest of minority shareholders,
managers, entpyees and other stakeholders (Samaha et al., 2012). Hence, large
controlling blockholders in a family firm can gain positions higher than those of
minority shareholders by paying special dividends for their shares and exploiting
business relationships rfdheir interest (Shleifer and Vishny, 1997; Samaha et al.,
2012). Accordingly, current literature highlighted the crucial role of institutional
VKDUHKROGHUV LQ SURWHFWLQJ PLQRULW\ VKDUHKROG
markets worldwide have played pivotal role in providing means of channelling
savings into the capital markets with medium to kergn investment horizons and low
to medium risk to investors by shifting from a single controlling investor towards
institutional investors.

7KH pLWVYRQWXLVDWLRQ RI VDYLQJVY LV UHJDUGHG
amendments to financial markets. It marks the shift of responsibility for equity holding
from individuals to intermediaries. Consequently, the number of individuals holding
equities significatly decreasedChristine, 2006, 2007)hat is, they were replaced
by the growing share of banking and financial firms, pension funds, life insurance
companies and collective investment funds that demonstrate the most rapid growth in
many countries. For example, in the United States, in 1@di@idual ownership of

equity has fallen from 79% to approximately 50% in 1993, whereas corresponding
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numbers in Japan were 53% in 1953 and approximately 20% in 1993. In the UK,
individual shareholding has fallen steadily from almost 54% of shares to only
approximately 21% in 1989. Several challenges in the UK, such as large privatisation
DQG GHPXWXDOLVDWLRQ RI ODUJH EXLOGLQJ VRFLHWLHYV
early 1990s. However, the shareholding volume had dropped to 14% in 2004. In
contr  DVW LQVXUDQFH FRPSDQLHVY DQG SHQVLRQ IXQGVYT RZ
over the same period from 7% in 1963 to 32% in 2@MHMristine, 2006, 2007).

Having a certain ownership structure as the best combination@iicership
is not necessary fall companies, as manifested by several financial and theoretical
studies. Institutional owners perform an significant role in CG quality given their
predominance in financial markets. Howevewnership structures and other CG
features still vary acrogwarkets. These variations are mainly attributed to legal and
UHJXODWRU\ VA\VWHPV VRFLDO YDOXH FXOWXUDO V\VWH
evolution.Furthermore, ownership structures may vary due to different reasons, such
as pension system ellishment, financial sector liberalisation, foreign institutional
LOQYHVWRUVY LQYHVWPHQW SROLFLHV SULYDWL]DWLRQ
shareholder protections and other environmental, legal and regulatory ctRasjesl,
2009 Omran et a).2008).

Research had to address questions about the-dfdetween ownership
concentration and dispersion across countries. First, to which extent are diversified
equities (e.g. institutional investors, large blockholders, managerial ownership and
public ownership) allowed to participate in corporate ownership? Second, how does
LQYHVWRUVY LOWHUDFWLRQ DIIHFW &* VWUXFWXUHV" 7K
considered one of the results of dispersed ownership? Fourth, does the absence of large
blockholders with incentives to monitor amplify agency problems? The following
section theoretically illustrates in detail the link between different ownership types and
financial reporting quality to demonstrate the extent to which ownership structure can

decrease the negative impact of Bvased EM and improve firm performance.
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4.3.1 Family Ownership

The familyowned firmsrepresent the majority of businesses in most countries
(Siregar and Utama 2008; Usman and Yero, 2012; karuntarat, 2013; Alessandro, 2013;
Amer, 2016) Theyaredescribedo be unique and compléarm of ownershigecause
of the mutual effect of the family and the firm.

The academics and practitioners are more interested and concerned in studying
family-owned firms. They find the importand® identify and explaindifferent
behaviour of family firms and the manner in which these differences influence the
quality of reportingand firm valueRecently a growing body of research from various
disciplines, such as entrepreneurship, organisation studies, finance, and economics, has
contributed to this endeavour (Brenes, Madrigal, and Requena, 2011) to examine to
what extent family ownership can act as & @nechanism in eliminating the
opportunistic behaviour of management and in promoting the firm performance.

The empirical literaturén the developed and developing countegtensively
examinedheimpactof ownershipstructureon the firm value takingito consideration
the agency costs between managers and outside sharehold@nmspngmajority and
minority shareholders (Shleifer and Vishny, 199HMgnce developed countries suffer
seriously from agency problem®ldue to the highly diffused ownerghiOn the
contrary, agency problemtlis more prevalent in developing countries due to highly
concentrated ownership in the hand of small numbers of major shareholders such as
individuals, or government (Omran et al., 2008). Accordingly, ownership coatient
can be considered as a justification for the relationship between family ownership and

DJHQF\ SUREOHP ,I IDPLO\ ILUPVY SHUIRUPDQFH LV JRR
matter that relies on various aspects entrenched in the local context obaatty that

effects on ownership structure. For instance, Silva and Majluf (20083 aahetsch

and Lehmann (2014argued that the legal system operating in each country or

VKD UHKR O @an bevife detedningny of ownership structlireey suggested that

shareholders should accept less protection where the positive influence of
entrepreneurial cash flow rights on firm value should be greater than shareholders in

countries. AccordinglyAudretsch and Lehmann (201gkated thativil law countries

131t is more common in the developed countries where occurs between management and shareholders
14 Agency poblem Il is called also principiprinciple problem and more common in the developing
countriesdue toownership concentration and weak investor protection and legal sysierikely to

occurs between major shareholders and minority shareholders.
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such as Egypt with low protection granted to shareholders have a flow towards the
concentration of a greater ownership, which is increasing the number of family firms.
On the other handhe primary purpose @ommon law countriesyho areauthorizing

more protection to shareholdeis{ogrant greater ownership dispersion.

According to the Agency Theory perspective, large controlling shareholders
proposed to mitigate managerial entrenchment and expropriation because of their
integration betwe®e ownership and control. Large blebklders and managers are
considered as the owners and residual claimants who control firms belonging to their
own families. Therefore, concentrated shareholding maydescribed aan ideal
organisational form where thmterest of the controlling, minority shareholders,
stakeholders, and the firm are alignadllélonga and Amitt, 2010)Consequently,
family-ownedfirms face hazard problem®wer thannonfamily firms becauseahey
have strong inducements to oversigit i ILUP TV P Dap®d tbHtiga@eVhe
principle-agent conflic(Jensen and Meckling, 1976; Anderson and Reeb, 2003; Young
et al., 2008Audretsch and Lehmann, 2014

The Agency Theory is consistent with the investment efficiency perspective,
regardingthe prominent role of family shareholding. Several studies stated -caoeiva
to Fama and Jensen (1983), who claimed that the controlling shareholder in a family
firm is moreinterested towardsndiversified investments and exhibits excessive risk
aversion and fails to implement growth strategies or profitable expansion strategies and
mergersFounding families are more concerned with passing the business to their future
generations not just threwealth. The survival and persistence are major concerns for
families, who are interested to improve the firm's value. They have more tendency to
invest in longterm projects relative to shorter managerial horizons to avoid aagtex
losses for its ingstors. Thus, family owners have the incentives to invest in terms of
the marketing rules and to invest in a superior fashion, to pass down the firm to future
generations iregar and Utama, 2008Ghabdian, Attaran and Frouta2012
karuntarat, 2013

Famly ownership has a solid motivation to dynamically observe and control
the firm's management in order to safeguard their investments (the efficient monitoring
hypothesis or alignment effect). They have more tendency to minimise agency costs
through bettemonitoring functions and elimination of freelers and adverse selection
problems(Wang, 2006; Huafang and Jianguo, 2007; Siregar and Utama, Z0@§).
empower managers to concentrate largely on-fangearnings prospects rather than
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shortterm focus.Accordingly, ownership concentration can limit the management
discretionary attitudes (Wang, 2006; Huafang and Jianguo, 2007; Siregar and Utama,
2008; Usman and Yero, 2012; Reyna and Ddaoalada, 2012; karuntarat, 2013).

However, there is a contraew regardinghe impact offamily ownershipon
thequality of reporting. As the large blo¢lolders enjoy certain control rights over the
firm's assets and use these riglnsl powerdo exert influence over decisianaking
they consequentlype in favourof their interest rather than the interest of minority
shareholders (Young et al., 2008). Indeed, managdesnily firm may be especially
apt to make business decisions that favour offspring and enhance family socio
emotional wealth at the expensie(minority) investors They may be tempted to hire
incompetent relatives for key positions, avoid useful strategic initiatives, and diversify
family wealth via inappropriate acquisitions. All of these tendenciesnegatively
influence firm performanceand the financial reporting quality as a result of
expropriation hypothesis (Ibrahim and Abéiamad 2011; Halioui and Jerbi, 2012).
Correspondingly, families could expropriate shareholder's interest through
overconsumption, internal transactioasid specialdividends(Wang, 2006; Siregar
and Utama, 2008)Thus, acting family owners toward their own advantage generate a
negative effect on the effort and productivity of employees, even to the point of taking
possession of income intended for employees (Usmdryaro, 2012)

From the perspectives of theesourcedependencyand stakeholdeitheory,
concentrated shareholding in the family firms can be widely viewed as a major source
of entrepreneurship and technological innovation by utilizing R&D investment more
efficiently than norfamily firm. They could invest largely in the firm's operations and
pursue promising entrepreneurial and create opportunities that ent@npetitive
advantage andrganisational growth (Villalonga and Amitt, 2Q18udretsch and
Lehmam, 2014.

Furthermore, the controllinglock-holderas opposed tother shareholders can
control, monitor, and discipline any opportunistic behaviour in their family firm easier
than nonrfamily firms, they have better knowledge, superior information,tdugeir
direct control with business from childhood, and their long presence. As result, family
owned firm can diminish the free rider issues with the minor shareholders and to
support the firm competitive advanta@¢abbershon, Williams, and MacMillan @8).

The sustained presence of controlling shareholders is described as an intangible and
specific resource that allow evolving letgymrelations with stakeholders or external
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operators in firms, such as buyers, employees, suppliers, banks, and odzativaal
parties. The concentrated ownership structure with-teng orientation have more
flexible access to the debt at a lower cost and to create trust between transactional
parties that enhance lotgrm economic benefits for family firms comparatdenon

family firms (Habbershon, et al., 2003).

Although ultimate controlling owners can act as controlling mechanisms
especially in the developing countries, with weak enforcement practice and low level
of investor protectionExtant literatureclaimed that these owners have control rights
more tharof their ownership rights due to the conterihancing devices such as dual
class shares, pyramiding, and crbstdings (Morck, Wolfenzon, and Yeung, 2005;
Gonzlaez et al., 2012This facilitates he expropriation of wealth at the expense of
nonfamily shareholders (Claessens et al., 2000; Gonzalez et al., 2012). For example,
the controlling owner in pyramidal groups can tunnel wealth between pyramid firms to
generate greater private benefits thtouglated transactions with artificial prices
(Morck et al., 2005)Thisleads to inefficient resource allocation at the firm lewasld
might use their equity positions to attain perks that decrease the residual claims of other
shareholder§Young et al.2008; Gonzalez et al., 2012).

Strong enforcement environment in developed countries, that are characterized
with dispersed ownership structures, found that the concentrated ownership may be a
solution for corporate governance problems such as a confliseée controlling
shareholder and management, external financing issues, limited risk diversification,
liquidity costs (Berglof and Classens, 2006). Nevertheless, ownership concentration
creates problems between majority and minority shareholders (pehpeiptiple
problem). Indeed, large controlling owners are concerned more with their own interest,
and they usually improve firm growth, reputation, technological innovations and firm
VXUYLYDO IRU WKHPVHOYHY UDWKHU WK@gl&al.,, VKDUHKR
2008). Dominant family shareholder exploited minority shareholders, for example,
through dividend payments, underinvestment, excessive compensation, related party
transactions or tunnelling (Berglof and Classens, 2006). This may aftgttwedy on
the firm performance, productivity, employee effort, stakeholder interest, and quality
of earnings (Wang, 2006). As a resuhiere are arguments thaamily ownership
concentrationmay not only enhancehe transparency and disclosulmit al® the
quality of financial reporting in countries with strong investor protection (Fama and

Jensen, 1983). The ownership concentration in the developed countries (e.g. the UK
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and the US) may be beneficial to give the controlling shareholder an adequiate mot
to monitor and control the firm performance, at the same time, external CG mechanism
can protect the rights of the minority shareholders (Habbash, 2@hitner, et al.,

2014.

4.3.2 Managerial ownership

The Agency Theory presumes that owing to the rsdjom between
management and control, managers (agents) act to achieve their personal motives and
incentives at the expense of the shareholder’'s interests (Jensen and Meckling, 1976).
Management has many objectives to manipulate the earnings to meegjeaanjets,
beat analysts and market expectations or when compensations and bonuses are related
to the reported profit and firm performance. As a result, managers opportunistically
manipulate the firm's earnings through accounting accruals cbaeal etivities
manipulations. This directly influences the reliability and accuracy of financial reports,
thereby increasing information asymmetry. Subsequently, opportunistic behaviour by
management for the organisation's earnings presents the EM as aage®@f costs
(Leuz et al., 2003).

The shareholders lose confidence and trust regarding the information provided
by the management because of the divergence between a shareholder’'s interest and
management’'s interest. Consequently, the principles (sharet)otaploy several
monitoring mechanisms to protect their interest and to limit irregular activities of agents
(Leuz et al., 2003; Habbash, 2010). These mechanisms caitheeinternal CG
mechanisms or external mechanism such as external audit to oversight and control the
illegal management behaviours and to constrain the effects of the managerial ownership
on EM practices. Nevertheless, these monitoring mechanisms which are designed to
control and monitor the management behaviour, may make the organisations incur
some agency costs which come from control systems and monitoring, cost of
consultation, moral risks, bonding costs, earnings management, monitoring costs,
compensation and incemiis schemes, and employment co¥tsufig et al., 2008)

Agency Theory proposed such monitoring mechanisms to align the agent and
principal interest and to resolve the agency conflicts, thereby enhancing financial
reporting processes&.or instancePavis & al. (1997, P23) are prominent supports of
WKH JRYHUQDQFH PWwhe KuggestatRRtRsQrRedhhris@s are designed

to confirm the alignment of thegentprinciples interestto protect shareholder
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interests, and thus decrease agency c&stglence about the fact that corporate

governance reduces agency costs have been provided by McKnight and Weir (2009).

7TKXV :PLQLPLVH ORVV RI YDOXH WKDW UHVXOWYV IURP WK
(Denis and McConell, 2003, P1)

Non-executive direars should be in charge of a large percentage of the
managerial ownership structure as recommended by the Agency Theory. Since, the
managerial entrenchment may be the main reason for the absence of the effectiveness
of internal CG Hence the organisatioriaarrangement protects them from the market
for corporate control or from the shareholder intervention. Therefore, this can enhance
how independent the board is, promote a monitoring judgment that is fair and unbiased,
which consequently, reduces the candl between managers and shareholders (Amer,
2016). This indicates that Agency Theory does not prefer to give the director the
authority and power to act as chairman and manager at the same time. Hence, it does
not support CEO duality. Furthermore, anotieay to minimise the opportunistic
behaviour of management is to increase the external shareholding (the public) to act as
substitute agency mitigating mechanism (karuntarat, 2013; Alessandro, 2013).

Stewardship Theory considers that management or iinedirector acts as a
firm steward, looking at the best interest of principles, thereby promoting the
shareholders’ wealth. The Theory holds on the notion that managers work with the
purpose of developing firm performance as a way for maximizing the sideesi
wealth. The Theory suggests that the executives achieve greater satisfaction from
attaining the organisational goalsdfrom enhancingrontfinancial incentives such as,
reputation, organisation loyalty and commitment, the respect for authoritwankd
ethics, and real approval of success (Donaldson and Davis 1994; Dauvis et al., 1997).

The Stewardship Theory supports the executive direattgsopposing outside
ones. It implies that the executiv@sn morean indepth understanding of the bussee
more and easy access to operating informati@ving technicaland operational
expertise andrganizationatiedication more than neexecutive directors (Coleman et
al., 2007). Inside directors are better suited to govern and control the board and mak
better decisions as compared to the external ones (Habbash, 2010). This Theory
suggests that CG should consider the managers as good stewards for the corporate
assets on behalf of the shareholders and stakeholders. Furthermore, tisbdolarde
consicered asan assistant mechanism to the management's role rather than as a
controlling mechanism. Consequently, the Theory assumes no conflicts of interest
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between shareholders and management, thereby reducing manipulative behaviours and
enhancing firm perfonance. The Theory suggests increasing the managerial
shareholding as a compensation for their effort since they have the loyalty, awareness
and an explicit understanding of the business in enhancing the firm performance and
NHHSLQJ WKH VKdthtHireRxpenselbftheiliqiaiebtd)

4.3.3. Institutional Ownership

Institutional investors with high standards and principles for compliance,
disclosure and financial information oversight play a pivotal role in supporting CG
market participants (Gillan andeBks, 2003). Moreover, the importance of institutional
investors in capital market development was supported by-coosdgry empirical
research. For example, earlier literature, such as Bhattacharya and Graham (2009),
highlighted the positive impact oféhdevelopment of contractual savings institutions
(pension funds and life insurance companies) on equity market development in
countries with capital markdtased financial systems. By contrast, the development of
the contractual savings sector greatlytdbated to the bond market in countries with
a bankbased financial syste(Bushee et al., 20123yygun, et al2014).

Furthermore, institutional ownership plays a major role in CG practices.
Institutional ownership is preferred for organisations with better CG due to the
following reasons as indicated by recent accounting research, such as Bhattacharya and
Graham (2009)rad Bushee, Carter and Gerak@913):

1. Institutional investorsffset monitoring costs by promoting theality of disclosure
and transparenajue to thearge portfoliosthey holdwith high external monitoring
COsts.

2. Institutions have stringent fiduciaryesponsibilities. Thus, they are strongly
motivated to apply the best CG mechanisms based on surrounding organisational
circumstances. As a result, undesirable outcomes, such as managerial fraud and
negligence, are minimized.

3. Large institutions that holdidh positions, strategies follow indexing or have large
equity stakes prefer CG mechanisms to reduce governance failures because
liquidating their positions rapidly during a governance failure entails high costs for

them.
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4. Institutions that follow differeninvestment styles and prefer small (riskier) firms
FRXOG DVSLUH pEHWWHUY &* PHFKDQLVPV WR UHGX
undiversified sector.

5. Finally, political motivationsand regulated systemaybe considered ascentives
for the institutional irvestors toincrease their focusn CG mechanisms (Smith,
1996; Woidtke, 2002).

By associating these motives together, institutional investors, as a whwle,
exhibit preferences fo€G mechanisms in theioperating and controllingecisiors.
However, despite the above arguments, it is crucial to recognise the features of
institutional investors and the aim of their business when analysing the effect of their
involvement in the application of corporate governance on EMs and on organisational
performance. In addition, it is important to explain the principle factors that impact the
classification of these institutions to better understand the relationship among
ownership structure mechanism, the qualitZz& EMs, and firm valu¢Bushee et al.,
2013;Aygun, et al2014).

The interrelationship between the institutional owners and corporate
performance has been subject to mixed resB#sause thprior studies considered the
institutional investors as a homogeneous group with the same targets and similar
actions. To deal with these conflicting resuéigfantstudies, such as Brickely et al.,
(1988) andBushee et al., (201®ecome so interested aodyse the characteristics of
institutional owners and identified them as heterogeneous groups with different
orientation, and varied investment behaviours owing to the different constraints and the
surrounding environments where they operate. The precstlidges ofYyang, Chun,
and Ramadili (2009and Bushee et al., (2013) manifested that the most influential and
indicative factors that may influence the behaviour of the institutional shareholders are
monitoring cost, investment stability, their independgrtice investment time horizon,
the size of institutional shareholdings, the business relationship with the investee firm,
the sensitivity of shareholding, and activism of shareholders.

Agency Theory provided the rationale behind the importance of imgudi
institutional shareholders. The institutional shareholders play a significant role in
reducing agency costs and solving agency problems. They can work as fiduciaries
assigned to monitor functions, to minimise the potential for manageriahtaiést,
monitor the CEO, plan CEO succession and evaluate and reward CEO/ top managers

of the firm to deliver superior performance to organisations that are able to optimally
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manage their agency cosk&(dani, Goranova, and Khan, (201B)shee, et al., (2013);
Yang et al., 2009).

Consistent within this respect, some studies claimed that due to differences in
institutional behaviour and characteristics (e.g. passive/active, large shareholding/
small shareholding), it couldn't be guaranteed that institutbmusgd enhance firm
performance all the time. For example, on one heladani, et al., (2011) arlygun,
Suleyman and Sayin2014) revealed that active institutions could exert more effort,
spend substantial resources on information search, and perform maieneffi
monitoring tasks to reduce information asymmetry and agency problems making it
difficult for managers to manipulate earnings. Accordingly, this supports them to
safeguard their investment and the interest of other shareholders and to raise the firm
value by actively participating in CG (Yang et al., 2009). Howentter studiesuch
asGaspar, Massa, and Matos (20@hd Bushee et al. (2013) argued tingtitutions
can act as traders rather than owners which discourages to actively participate in CG
Thus, those passive investors have more likelihood to sell their holdings in poorly
performing firms rather than expend their resources in monitoring fBon®§, Kedia,
and Lipson, 201,0Bushee et al., 2013ygun, et al2014).

A firm that is largelyowned by institutional shareholdings, as proposed by the
Resource dependency Theory (RDplay a central role in securing not only the
necessary resources but also the scarce ones (i.e. information, capital, advice, counsel,
expertise, access to key cansgnts such as suppliers, social groups, buyeosiding
legitimacy, bolstering the public image of the firm, interrelating the firm to important
stakeholders or other important entities, supporting external relations, diffusing
innovation,as well asaiding in the formulation of strategy or other important firm
decisions This gives an opportunity for institutional shareholders to help their firms to
achieve success, growth, and lgegn survival Sahut and Othmaitsharbi, 2010;
Aygun et al., 2014PuchetaMartinez, BelOms, and Olcingsempere, 2018

Consequently, aghe institutional ownership cannot directly monitor the
activities of managers, they demand more voluntary disclosure such as earnings
forecasts and desire more transparency in infoomareleased to the public.
Institutional owners have a greater tendency to reduce information asymmetric and
earnings manipulationg&ygun et al., 2014). When the institution size is large, they can
promote theirexternal linkageswhich raise the potertial for securing needed
resources. Greater diversity of institutions may provide wider ranges of expertise,
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which in turn could result in better decistoraking PuchetaViartinez et al. 20160n

the contrary, when substantial institutional shareholdiriggh, they negotiate with the

firm to have direct access to private information, which reduces the organisations need
to disseminate more voluntary information to the general puBlici{etaMartinez et

al., 2016.

The Stakeholder Theory proposed theaidbat institutions should largely
consider all the rights and claims of their stakeholders from the beginning in
formulating their strategies until they actually conduct the firm's decisions. According
to this Theory, they exert significant efforts to mvthe drawbacks of Agency Theory
by adopting proactive perspective and eager in establishing a strong relationship among
stakeholders rather than owsraanageemployee relationship (Fazlzadeh et al.,
(2011). Consequently, institutions can be best desgréts an information system for
stakeholdersshro PRQLWRU H[HFXWLYHYIV EHKDYLRXU PLQLPLYV
executive and neexecutive directors, ensure their focus on Hergn value creation,
ensure legal and ethical conduatdenhancehe effectiveness of the decisiemaking
processazlzadeh, Hendi, and Mahbou®011 Abdullah and Valentine, 2009)

4.3.4. Government Ownership

There is nogeneral consensus on theoretical predictions regarding the
relationship between governmental ownershapd the quality of earnings. The
Resource Dependence Theory reckons that organisations can minimise their
dependence on the environmental factors through several methods such as; mergers and
vertical integration, political action, executive succession, amd yeintures and other
inter-organisational relationship (Hillman et al., 2009). The existence of the
government as a major shareholder reduces uncertainty and the external dependence on
the environmental contingencies. However, an organisation with ghbigkentage of
governmental shareholding can use the techniques to change the conditions of external
economic environmerdandto create a new environment by producing governmental
regulations This can serve their interest and produce more favourableoemrent
according to their needs (Nguyen, 2016). Consequently, enterprises with government
shareholding have low tendency to make a voluntary disclosure and to provide more
transparent information as a result of expropriation activities. In additianages in

governmental enterprises have fewer motives to improve the corporate profitability and
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promote financial reporting\{ang, Wong, and Xia, 2008Jguyen, 2016;Hoang,
Abeysekera, and Ma, 20)L8

Regarding the Stakeholder Theory, it recognizes that wherrterprise has
high governmental ownership, the government works to coordinate thepsditical
and economic systems of the country together to help the organisation release the social
and environmental information that meet the stakehoKiets$ [ Stidris\Wubthermore,
the government may pressuganizationgthrough board members appointed by the
governmental) to not only focus on financial disclosure but also on the voluntary
disclosure (e.g, nefinancial, social, and environmental information)gromote the
social perception of the organisation toward the public (Heath and Norman, 2004).
They require from the board not only to achieve a high return on investment to their
shareholders but also to ensure that the firm respect the legal andtcahtbligations
to other stakeholders (Naser et al., 2006). This leads to a reduction in the monitoring
costs and agency costs that may be incurred due to the conflict of interest between
stakeholders and managers.

The organisation with more governmerghbreholding have more tendency to
encourage their firms to promote the level of training to their personnel, enhance
security in work, develop a clean environment, and enhance the individual welfare
(Naser et al. (2006 apalbo, et al., (20145Inabsha.et al., (2018)As a result, the
investors will appreciate these companies that consider the environmental and social
issues and play an effective role in soci€ffis is consistent with the view of
Stakeholder Theory (Liu and Lu 2007; Wang and Y, l2@f1; Capalbo et al. 2014
Alnabsha et a]2018).

4.4.Board of Directors Characteristics and Earnings Management: Theoretical

Perspectives

The board of directors is described as one of the ess&ntiamechanisms in
a corporation. It holds the responsibility for monitoring, supervising and advising top
management as well as leading and directing organisational affaefetguarche
interests of the shareholddéikpan and Amran, 2014; Abdul Rahmardaili, 2006)
More specifically, the board of directors has assigned several responsibilities and tasks;
such as shaping and choosing the most appropriate strategy for the organisation and
evaluating the progress in its implementation (Agrawal and Chadd,) directing

and monitoring the manager performance; hiring and firing underperformed mangers;
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linking the organisation to the internal and external environment circumstances;
accountable for whether the firm manager followed the formal procedurgekaids;

hiring and compensating senior managers; designing and overseeing organisational
internal control, transmitting critical information to the managers and enhancing firm
legitimacy and fairness in the businesilfbash, 2010; Amer, 2016jor instace,

both the Sarbane@xley Act and the recent stock market rules on CG assumed that
board with more independent members have a lower incidence of accounting fraud and
EM (Agrawal and Chadha, 2005)n the contrary, other literature suggested that the
boad of director may be the reason for the corporate failure and scandals worldwide,
as a result of ineffective decision making and monitoring, lack of accountability
regarding the stakeholders in the society, ineffective direction and control functions,
leading to greater information asymmetry and a general erosion of confidence in the
firm (Alessandro, 2013; AlGhamdi, 2012; Amador, 2012; Amer, 2016).

Therefore, investigating the board of directors' attributes such as independent
board, CEO duality, the badrsize, and board diversity bring new approaches
perspectivedor researchers and regulators on te&tionship betweerthe board
directors characteristics and earning quality (Fama and Jensen, 1983). Despite the
proliferation of studies, there is Istinuch debate/inconclusive results concerning the
relationship between the directors, EM practices, and firm performance, which are
arguably the main components of C&.stream of researchers found that BOD
characteristics have positive and negative irtgoan financial reporting quality (Akpan
and Amran, 2014; Abdul Rahman and Ali, 2006). On the contrary, another stream of
researchers found that BOD characteristics, firm performance and financial reporting
quality are not relatedMachuga and Teitel, 200@€arretta et al., 200@asiruddin,
2011;Uwuigbe, Peter and Oyeniyi, 2014) reconcile these inconsistencies, this study
purposesto analyse the relationship between BOD characteristics and financial
reporting quality from theoretical perspectives.

According to Alessandro (2013), AlIGhamdi (2012), Amador (2012) and Amer
(2016), the literature suggested that BOD characteristics (size, CEO duality,
FRPSRVLWLRQ DQG GLYHUVLW\ KDYH GLITHUHQW LQIOXHDC
direction, monitomg and advising potential, CG implementation and enhancing
organisational performance. Most prior studies, such as Basiruddin (2011) and Fama
and Jensen (1983), noted that various BOD characteristics may contribute to

influencing their effectiveness in tinenonitoring role. These characteristics include
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BOD size, the duality of the CEO, BOD structure, divectorscomposition, financial
expertise and meeting frequencihe classification of boards is under different
theoretical perspectives: (1) Agencyebny (2) Stewardship Theory, (3) Resource
Dependence, (4) Stakeholder Theory, and 5) Institutional Theory.

4.4.1 The Board of Director Dimension/ Board Size

Board size is the magnitude of the directors serving on the board of a company.
Although board size isi@wed as the most crucial dimension of board attribtibese
is a debatable issue and conflicting views in the CG literature regarding the impact of
the board size on the firm performance.

One issue, that has been always debatable among renowned scholars such as
(Jensen, 1993; Yermack, 19%#lton, et al., 199%Hemalin and Weisbach, 2003), was
about how to determine the appropriate board size for a firm in order to function
effectively. Acordingly, Some studies, that aspired to enhance earning quality, firm
value, disclosure and transparency advocated for the small size of boards (Lipton and
Lorsch, 1992; Jensen, 1993; Abdul Rahman, and Ali, 28@6tiago and Brown, 2009
Dharmadasa, Gamge, and Herath, 2014). Whereas others suggested that larger boards
would better aid in improving firm performance and eliminating opportunistic
behaviour (Pfeffer, 1972; Coles, Daniel, and Naveen, 2008; Akpan and Amran, 2014;
Samaha, Khlif, and Hussaine®015; Amer, 2016;Al-Najjar and Clark, 2017; and
Singn, Aggarwal, Anand, 2017l is observed from the previous studies that there is
no specified code used to identify the exact numbers of directors within board due to
the different institutionaénvironment around the world. Not all theories completely
agree with codesPeasnell, Pope, and Young, 20@mile, Ragab and Kyaw, 2014;
Gonzalez and GarciBleca, 2014; Fadzilah, 2017).

Agency and Stewardship theories recommended that a number of members
within the board should not be numerous, which is consistent with English code due to
different reasons (such as increased scope for malfeasance andhariging).In this
perspective, all directors are regarded as trustworthy members of the firnmewad, s
consequently, be motivated as well as committed to its vagesicy Theory reckons
that large board size increase the information cost, and disturb the decediorg
process which results in less effective decisions due to the increased iognflict
opinions, reduced coordination, and communication among the members, managers,

and shareholders and more incidence of severe free rider problems. This perspective is
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consistent with resources wasting Theoghiggh, Meador and Meador, 2010
Habbash, 200; Alessandro, 2013; Amer, 2016).

Smaller boards develop the decisimaking process as a result of the increased
accountability of individual directors and a reduction of the possibility of free riding.
In this respect, firms with smaller boards haverbpeved byEisenberg, Sundgren,
and Wells (1998to have higher market values. Since, the good governance has been
linked to the small board size. on the contrary, large board has been claimed by
Adebayo, Olusola, and Abiodun (2013); Dharmadasa et d4§2@nd Akbar (2014)
to be incoherent with poor communication which might lead to the inefficiency of
monitoring and controlling the management functions by the board members. This
consequently affects the agency problems and costs which may later ¢o lleadr
earnings quality and poor performangalbi et al., (2015¥id not support large board
sizes because large sizes result in increasing the magnitRdvbih 7,481 US firms.

The empirical results revealed that only independent board of direatoraitigate the
level of REM.

On the contrary, Stakeholder and Resource Dependence theories support the
idea of having large board sizes. The Stakeholder Theory argued that increasing the
number of directors on the board increases its capabilitiesnggr@sts in interacting
with the environment and in satisfying all stakeholders™ needs. Thus, CG can be
implemented in an effective wadlyat enhancthe firmperfromancéAkpan and Amran,
2014;Uwuigbe et al., 2014). Moreover, large board sizes do notqeg@n opportunity
for the CEO dominance, thereby reducing agency costs and problems and a great room
for the different stakeholders to be represented in the firm and to enhance the
effectiveness of oversight over management (Amer, 2016).

Regarding to Resource Dependence Theory, the survival and growth of
companies depends on the acquisition of external resources and minimise input supply
uncertainty (Emile et al., 2014), it suggests that larger boards for their wider diversity
of backgrouds, visions, opinions, communication skills, experience, and business
contacts outside the firm, help organisations develop and improve decision making and
support managers in reducing the agency problem. On the contrary, small board sizes
have fewer tendeies to make strategic changes as a result of their inefficiency in
providing more alternatives for firm growth. Small board sizes are not supported by
this Theory due to their limited director capacity and capabilities, which affect
negatively on an exp#ional level of highquality advice and counsel to the CEO
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(Amer, 2016). Therefore, this Theory supports large and diverse board sizes, it holds
on the notion that large size can expand and develop the channels of connection and
interaction within the exrnal environment, hence, economic performance can be
advanced, and a company can grow and survive. This Theory is consistent with the
Resource Enrichment Theory that reckons ldrge board sizes have a significant and
positive impact on the firm perfornce; large board sizes can create more
opportunities and resources for better financial performance. They have more capability
to direct and control the affairs of the organisation, which can enhance their potential
alliance with stakeholders and interegbup (Chugh et al., 2010). Furthermore,
Uwuigbe, et al. (2014) concluded that firms with larger board sizes and diverse
qualifications and knowledge are more likely to be effective in constraining EM than
smaller boards because the probability of hawroge independent directors with more
financial and corporate expertise is increased in large dimsever, ertain empirical
VWXGLHVY GLG QRW ILQG DQ\ VLIJQLILFDQW UHODWLRQVK
quality, transparency and disclosure andmf performage Eooladi 2012
Issarawornrawanici2015 Horvath, and Spirollayi2012 Aljifri and Moustafa, 2007

Topak 2011)

442.7KH % RDUG RI 'LUHFWRUVY &RPSRVLWLRQ %RDUG ,

Independenmembers on the boaate mostly used in the literatute reflect
WKH ERDUGTV FR#&j&Rvd WisfaiQey, G0Bamaha et al., 2015
Traditionally, board composition indicates the number of nowxecutivéoutside
directors on the board. However, other definitions of independent directors have been
proposed (Pfeffer, 1972). In the United States, most BOD members comprise of internal
executive members until the 1960s. Since then, firms are concerned about changing
their BOD composition to mostly consist of external directors (Bhagat and Black,

2002).

The board should consist of internal executives (insiders) and affiliated and
independent directors (outsiders) to achieve organisational objectives that are
consistentvith the shareholders™ interests. Insider is the term used to describe members
RI WKH ILUP ZKR KDYH D EHWWHU XQGHUVWDQGLQJ RI WK
directors, who are firm employees, retired employees and family members.
Furthermore, thewsually aim at enhancing the effectiveness and efficiency of the
%2'fV GHFLVLRQ PDNLQJ %\ FRQWUDVW RXWVLGH GLUHF
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directors. Affiliatemembergefer to former members of the firamdmay include the

& (271V UHOdnaernploye®lipard members with existing or potential business
ties to the firm.Hence, they may impair their capability to monitor, control and
discipline due to theonflicts of interesthat come frontheir existing or potential future
business reladnship with the firm(Anderson and Reeb, 2004). Independent directors
are not connected to the firm, except for being board members. ey the
professionalism and expertise lousiness operations and thus can more easily be
delegated with supervisioMoreover, they significantly reduce the possibility of top
executive collusion and prevent abuse of firm resources, thereby enhancing firm
performance (Klein, 2002; Anderson and Reeb, 2004).

%2'fV FRPSRVLWLRQ LOQYROYHV D FROG¢tes0L YH ERG\
shareholders. Board independence refers to a corporate board with a majority of non
executive directors entrusted by the shareholders to represent them in decision making
and to provide unbiased judgmentfie domination of independent diters is more
vigilant in monitoring behaviours and decision making of the company (Fama and
Jensen, 1993).

Most CG codesecommendedo balancebetween theexecutive and nen
executive directors on the board to shed light on independent members (Fugt, Abd
Halim, and Julizaerma, 2016). However, CG codes do not provide any specific number
of executive and neexecutive directors. CG theories do not support an agreement
regarding the importance of including independent directors on the board (Kakanda et
al., 2016).

Agency theory reinforces the crucial role of independent-ex@tutive
directors on the board. Independent directors play a significant role in avoiding the
opportunistic behaviour of the management as they devote their capacity to minimise
agencycost, either moral hazard or adverse selection, to resolve any conflict between
WKH PDQDJHPHQW DQG VKDUHKROGHUVY LQWHUHVW /LP
et al., 2014). Earlier studies on GEM relationship are consistent with agency theory
(Bedad, Chtourou, and Courteau, 2004; Klein, 2002; Xie et al., 2003; Talbi et al., 2015;
Roodposhti and Chashmi, 2011; Osma, 2008). Various scholars discovered that the role
of independent directors is strictly important in countries characterized by dispersed
and concentrated ownership. In dispersed ownership, the management and shareholders
may have agency conflicts as the management maximises its interests at the expense of
WKH VKDUHKROGHUVY LOWHUHVWY DV VKDUHKROGHUV D
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(Fama and Jensen, 1983). Consequently, assuming that independent directors have the
authority to perform monitoring functions on behalf of the shareholders, any
opportunistic behaviour of the management is avoided (Karuntarat, 2013).

Although concentratedwnership may decrease the agency problem between
the management and shareholders, where there is weak investor protection, it creates
the principalprincipal problem between the majority and minority shareholders.
Hence, independent directors help lintietpower of controlling shareholders and
support the monitoring functions that may be impaired by the majority shareholders.
Therefore, nonH[HF XWLYH GLUHFWRUV FDQ FRQWURO EORFNKRC(
WKH ILUPYV ZHDOWK DWRWIKW\HKBQNKRRIGWMKNIPLQWHUHV
2016; Claessenst al, 2000; Karuntarat, 2013; Amer, 201®&onethelessArarat,

Orbay and Yurtoglu (2010h Turkeydiscoveredhat(1) equity issues are not related

to board independence; (2) independent directors do not implement certain restrictions
on the extent of related party transactions; and (3) board independence and firm
performance are negatively correlated. These resalysh® justified by examining the
different features of the Turkish market, including the weak protection of minority
shareholders, highly concentrated ownership, predominance of family control,
abundance of pyramidal groups and ctesklings in other emging markets (La Porta

et al., 1999; Claessens et al., 2000).

Resource dependence theory is consistent with agency theory as it holds that
outside directors provide the board with external resources, such as skills, expertise,
and links to external netwiorrelationships. This condition protects the firm from the
external environment by choosing suitable resources, minimising the uncertainty of
external influence and confirming the availability of resources for firm survival and
development (Karuntarat, 281 Amer, 2016). Amer (2016) proposed that outside
directors support four major types of resources, namely, (1) advice, counselling and
know-how; (2) validity, legitimacy and reputation; (3) linked information between
external organisations and the firm;dagd) preferential access to commitments and
support from important external factors.

Moreover, these directors have idiosyncratic, immobile, inimitable, inseparable,
synergistic, and sometim@stangible bundle of resources giving the firm opportunities
to utilize these resources to compete and increase innovative development thereby,
performing in a superior manner (Pfeffer, 1972). They can improve business
development and enhance business prospects by using their social context of external
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tiesandreve® LQJ ERXQGDULHV $FFRUGLQJ WR +LOOPDQ HW
that from the resource dependence perspective, outside directors "bring resources to the

firm, such as information, skills, access to key constituents (e.g. suppliers, buyers,

pubic policy decisionPDNHUV VRFLDO JURXSV DQG OHJLWLPDF\’

In contrast, stewardship theory takes an opposite perspective suggesting that
monitoring is unnecessary because the agents are credible and good stewards of the
resources delegated them (Donaldson and Davis, 1994; Davis et al., 1997).
ORUHRYHU PDQDJHUVY PDLQ REMHFWLYH LV WR DFW LQ
establish the organisational objectives at a higher status than that of their interests.
Stewardship theory suppottee idea of giving managers excessive autonomy based on
trust to reduce high monitoring costs that may be incurred by external directors and
control their manners.

It advocates that the inside directors can understand the business better than
outsiders, tey have the technical expertise, information, accessibility to critical
information, commitment, trustee, confidentiality to protect the shareholder wealth.
While the outsiders lack the information, work as {tiane and do not devote the
required time adh effort in applying the organisational functions effectively
(Donaldson, 1990; Donaldson and Davis, 1994). Therefore, the theory expects that
outside director may worsen the firm performance due to the increased agency costs
and high costs of protectingd proprietary position of the firnjBala and Gugong,

2015). The theory proposes that the responsibility and authorization should be given to
managers make them as best employed to achieve firm objectivés @exkelop the
CG systen{Donaldson and David,994).

However, there are studies (Donaldson and Davis, 1994; Choo and Tan, 2007)
have a strong resistance to the Stewardship Theory. They argued that managers cannot
be work to align their interests with the shareholders' interests, and the dominance of
independent directors on the board is very critical for the organisation to prevent
managers from committing any fraud3G codes, currergrofessional directorsand
the Council of Institutional Investors in the UK and th® paid more attention and to
the critical role of independent directo(slabbash, 2010 Therefore, there is mixed
and inconclusive evidence on the effectiveness of board compositions for monitoring
managers, protecting the interest of stakeholders and enhancing organisational

performane.
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4.4.3 CEO Duality

Jensen and Meckling (1976) stated that duality occurs when an individual is
holding two top positions (CEO and chairperson). The CEO is-&ira position that
EHDUV WKH UHVSRQVLELOLW\ IRU RYHUVHMHIgQddWKH FRPS
implementing corporate strategies. On the contrary, the chairperson post itiragart
position that has the responsibility to ensure that the board works effectively (i.e.
monitoring and evaluating the performance of the executive directang aird firing
CEOs, designing the board structure and identifying compensation contracts) (Weir and
/IDLQJ 7TKH %2' DFWV DV D PRQLWRULQJ GHYLFH WK|
those of shareholders and ensures that they perform their dutiesfio@atanisational
needs.

Some studies support the impact of duality on performance, whereas others
SUHIHU VHSDUDWLRQ RI WKH WZR SRVLWLRQV )RU LQV
recommended CEO nedtuality, justifying that a no®executive chairpersoshould be
separated from the post of a CEO to be more effective in decision making, providing
more objective opinions on firm plans and potential proposals, enhancing the
PRQLWRULQJ IXQFWLRQVY HYDOXDWLQJ V\VWHPV DQG \
(Adebayoet al. 2013Samaha et al., 201Butt and Hasan, 2009l CG codes (except
American and German Codes, which do not address the duality issue) recommend the
VHSDUDWLRQ RI WKH FKDLUSHUVRQ DQG &(2TV UROHV DQ
CEO nonduality). On the contrary, others studies favoured CEO duality because it
provides executives unified authority and power in planning, directing, controlling and
coordinating the organisational affairs in a timely and effective manner, thereby
improwving firm performance (Akabr, 2015).

The Agency Theory advocates the idea of splitting the leadership position (CEO
nonduality) due to the following disadvantages of CEO duality. First, the unified
leadership (duality) provides more power and authorityC#Os to pursue their
SHUVRQDO EHQHILWY DQG WR LPSDLU WKH VKDUHKROGH
duality makes chairmen not capable to perform their duties and responsibilities of
monitoring and supervising functions over the management eigctas required.

Third, due to the combined roles, the chairman is likely to make decisions that are in
preference of management interests. Fourth, the process of nominating directors on the

board may be impaired by promoting personal friends and otthigrdoals with whom
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they have close social ties with CEOs. Fifth, it is difficult for those who evaluate the
firm performance to also evaluate the effectiveness of themselves. In other words, as
Alchian and Demsetz (1972, p.782) statadhd monitors the onitor?". Sixth, the

CEO may lead to additional CEO compensations and higher levels of performance
based incentives. The leadership duality influences the control of the information flow
to shareholders and the development of corporate strategies thaffewayegatively

the process of decision makingJwuigbe, et al. 2014, Samaha et al., 2012)
Consequently, CEOs are more likely to perform an opportunistic earnings behaviour
due to their dominance on the board and tend to withhold information from ghuiznesh
which will affect negatively on the shareholders' wealth. For exar@plepanies with

CEO duality have more tendency to manipulate earnings via transfer pricing decisions.
Here, the joint CEO and chairman have more power and the board is lessrableatn
transfer pricing manipulations (Lo, Wong, Firth, 2010)

Stewardship Theory reckons that as the power and authority are concentrated in
the hands of one individual (i.e. CEO duality), this can increase their commitment and
motivation towardseconomic purposes achievement. Hence, combined leadership
structure is favourable for managing firm (Lin, 2011). It suggests that managers have
more tendency to pursue the organisational objectives at the expense of their interest.
Indeed, the Theory recamends unifying the role of CEO and chairman to reduce
agency cost (bonding cost and monitoring cost) and to act as a steward for the affairs
of the company (Davis et al., 1997). According to the Stewardship Theory, duality
directs and encourages CEOs tovate their time, effort, knowledge, technical
expertise, resources to enhance the running of business operations. Duality reduces the
tendency of CEOs and chairmen turnover which enhances organisational stability
thereby, promoting the implementation oh¢pterm missions and objectives (Lin,
2011; Salihi and Kamardin, 2015). CEOs duality avoids the confusion that may happen
among the top management team by developing a clear, unified, unambiguous authority
and responsibility. CEO duality is fundamentaldngxe Baliga, Moyer, and Rao (1996)
stated that nowluality is not beneficial for strengthening the power of Chairman and
CEO in making effective decisions as there is a likelihood of conflict between managers
and chairman. Duality does not require the nwmg by the board, and they can
perform the monitoring functions by themselves because they are more concerned with
keeping their reputation and financial capital in the job market and to develop financial
reporting quality and firm value.
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Regarding thdnstitutional Contingency Theory, it suggests that there is no
optimal leadership structure as the CEO-daality and combined leadership structure
may have relevant costs and beneBtsckley, Coles, and Jarrell, (1993tated that the
impact of leadeship structure changes according to the surrounding circumstances
around the organisations and countries. According to (Boyd, 1995, P 304), Contingency
7KHRU\ VXJIJHVWYV WKDW 3 @ER-Ethald asitppoRRigtiEl GeHR | W K H
maximization, shirkeis an as extreme model as stewardship’s depiction of the CEO
Chair as the altruistic, sedacrificing steward of corporate assets” (1995, P304).
Previous studies found that the relationship between CEO duality and performance is
contingent upon the orgaational complexity, industry, and the business environment
(Al-Shammariand Al-Sultan, 2010Alessandro, 20138ouaziz, 2014 For instance,
studies revealed a positive relationship between CEO duality and performance in the
cases of dispersed ownersiscarcity of resources, ambiguity, turbulent, dynamic, and
complex environment such IPO, SEO, and bankruptcy (Lin, 2011). On the other hand,
others suggested that duality diminishes the monitoring function of the board of
directors over management, theye affecting negatively on the firm performance.
Therefore, duality may be negative in some situations and positive in others (Elsayed,
2007; Shukeri, Shin and Shaari, 2012)

Resources Dependency Theory advocates that unified (combined) authority of
CEO alows executives to have easy access to scarce resources through external
linkages and connections with the external environment. Dual leadership leads to cost
savings in terms eliminating information transferring, processing costs, agency cost,
information asymmetries connected with the PGEO chairman Al-Matari, et al.,

2012 Akabr, 2015) Studies such a®fnran et al., 2008ound that firms with CEO
duality have highemobin's Q, ROA, and operating profiecause noeduality dilutes

top managemenpower and raise the probability of conflicts between the board of
directors and management. Hence, management may be more efficient with the CEO
Chairman duality due to less bureaucracy and reduction in information asymmetry
(Akabr, 2015). This externahlkage facilitates the reduction of uncertainty in corporate
decisions and promotes the directors to be easily involved in strategic activities.

From the organisational behaviour perspective, other scholars, s@cdivas
et al. (2011)claimed that CEO dility and firm performance are not significantly

related. They found that some elements such as CEO personality, beliefs, values
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priorities, personal characteristics and principles that may influence the association
between CEO duality and firm performarare difficult to measure.

The discussion of CEO duality from a theoretical perspective has been noted
that different and opposing results about the relationship between CEO, firm
performance and EM can be summarized as follows: (1) CEO duality positienice
EM; (2) CEO nornduality and EM are positively related; and (3) neither CEO duality
nor nonduality significantly influences firm performance (ROE, market value added,
ROA and return on investment) and EM (Singhchawla, Evans, and Evans, 2011; Abdel
Fattah, 2008).

4.4.4Board Gender Diversity

Board diversity is considered one of the most critical and integral parts of CG
mechanisms in recent years. However, to date, research investigating directly BOD
diversity with Ems is limitedBoard diversity has manglements, such as ethnicity,
culture and religion, educational and professional background, knowledge, commercial
and industry experience and career and life experience, that form its dimensions, for
example gender and age. The elements have since répreskea directors in the
boardroom farinova, Plantenga, and Remery, 20I3)e to corporate scandals, such
as those of Enron, Parmalat, Tyco and WorldCom, numerous practitioners have called
for the importance of examining the impact of gender diversitfironvalue and EM
(Randgy, Thomsen, and Oxelheim, 206D UWHU 'f6RX]D 6LPNLQV
2010). In the United States, the Blue Ribbon Committee (BRC) and the National
Association of Corporate Directors recommended that age, gender, race andityational
should betaken into accounduring the BOD election, whereas in the UK, CG code
does not consider the BOD selection as a CG practice (Habbash, 2010; Collins, 2009).

Gender diversity attracted tremendous attention from different parties such as
govermment, stakeholderscademicians, the corporate firms and the public, due to its
importance from thesthical and economic concerns. For instance, it is unethical to
exclude female directors from the boardrooms as their underrepresentation of female
can beregarded as unethical and discriminatoryD O O o D QG . XWHhin this
context, it is very critical to investigate theoretical perspectives to determine to what
extent gender diversity has an impact on financial reporting and organisational
performance in developed and emerging countries. The theoretical pamositi

concerning the impact of gender diversity on shareholder value are a little bit mixed; in
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which some raised arguments about the importance of a more diversified boardrooms,
while others argued in the boardroom uniformity and corporate monoculture. The
arguments on Agency, Resource Dependence, Stewardship, Institutional and
Stakeholder theories are usually used by the advocates of diversity in co(Baréde

et al., 2010Liu, Wei, and Xie, 2013).

Due to conflicts between the managers and shareholodesests, Agency
Theory supports the importance of fiduciary responsibility to counter the problem of
misaligned interests between principals and agent. As a result, this perspective
proposed gender diversity amongst directors in the boardroom is rigcgal cto
enhance the independence of the board and to support the function of monitoring and
FRQWUROOLQJ RYHU PDQDJHPHQW WKHUHE\ PLWLJDWLCQ
Kuzey, 2016). The Theory justified that the diversity brings to the orgamsaéw
ideas, qualifications, knowledge, expertise and information that raise the capability of
the organisation to deal with complexities and problems appearing in the external
market environment. These different qualifications, backgrounds and opsuippert
the female to provide different and valuable perspectives and approaches during the
board discussions, thereby promoting the effectiveness of the detialong process
(Gavious, Segev and Yosef, 2012).

Furthermore, studies such as Adams and Farr2009;Gul, Hutchinson, and
Lai, 2013;Gull et al., 2018)ndicated that gendativerse boards encourage more audit
efforts and managerial accountability to reduce the agency and domination problems.
Female directors are more concerned with attendiegbbard meetings than male
directors and are trying to concentrate largely on the ethical standards and risk aversion
projects compared with males. They are more driven by moral considerations rather
than seHachievements. Females devote more effort®toplement the male directors
not to substitute them to be capable in promoting open discussions, bringing new
dynamics to the board deliberations, and creating good and healthy environment for the
organisation to support the monitoring and oversight fanstand to promote the
guality of financial reportingTaljaard et al., 2015 herefore, it is expected that female
may have less tendency to incur earnings management, especially if the opportunistic
manipulations may include the risk of losing the tagan, litigation risk, current and
potential investors, and jobs. Subsequer@yale directors are less willing to conduct

unethical behaviour compared to their male counterp@u €t al., 2018)
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However, Institutional Theory suggests that boarddge diversity is not
beneficial to organisations all times and under all circumstances. The significance of
gender diversity differs according to the firm's governance quality, the applicable
accounting standards, the level of the investor protectiorguhkty of government,
the legal system and culture. For instance, organisations with strong governed structure
find unfavourable to have board gender diversity due to unnecessary over monitoring.
On the other hand, the inclusion of gender diversity neglydmeficial and urgent to the
firm performance especially for the weakly governed firms (Gull et al., 20T®&y
explained that gender diversity brings skills, knowledge, information, education,
expertise to the organisation which supports its membecsge with the changing
environmental, social and institutional requirements. Resulting in minimizing the
complexity, uncertainty, corruption and ambiguitghereby enhancing firm
performance UK studies argued that results from the relationship betwe®nsdy,
independence and earnings quality cannot be generalized ovenatiosgl countries
due to the changing economic environments, quality of governance, the size of capital
markets, cultural differences, investprotection and different regulatorgystems
(PuchetaViartinez, et al2016).

From Resource Dependency Theory perspective, more gender diversity may
bring more access to the linkage, channels of communication and networks from
different resources. This safeguards critical resources suchmaslekige, skills,
experience, prestige, different cultural backgrounds, legitimacy, different gender, and
business contacts for the corporations. Most organisations favour the assignment of the
responsibilities to female directors to assist enhancingetiigrhacy of the firm by
signalling that the firm improves gender equality in the external environRReguéra
Alvarado, de Fuentes and Laffarga, 20G8nder diversity supports its board members
to adhere and respond rapidly to uncertainty problemst@rwbntrol problems of
OLPLWHG UHVRXUFHV IRU WKHLU HQWLWLHVY .060600
recruitment process of highly qualified applicants either from inside or outside the
organisation to generate healthy competition atmosphere imahtabor markets
(Taljaard et al., 2015)Therefore, board diversity helps organisations maintain its
independence and sustainability over relevant resources and raise its competitive
advantage (Gull et al., 2018; Luo, Xiang and Huang, 2017; AdamBeargira, 2009)

Stakeholder Theory carries the approaches that organisations are part of the

social system. It assumes that gender diversity can support the interrelationship among
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the stakeholders such as consumers, employees, local community andsuppée

gender diversity supports the capability of the board members to analyse, and
understand the societal requirements, thereby developing their awareness of social
UHVSRQVLELOLW\ UHJDUGLQJ WKH FRPPXQLW\ .0000
positive image of the firm and strengthens social capital and cohesion, which in turn
improves the wealth of the stakeholders and maximize the effectiveness of
representation for different stakeholders. Organisations become more capable on
developing the reputatn and commercial opportunities through its broad linkage with
diverse stakeholders (Gavious, et al., 20I&ljaard, et al., 20150000 DQG .X]H\
2016. Furthermore, the firm can raise its capability to increase its market share and to
penetrate the mket more easily, and also give the opportunity for their board to
sponsor their functional ability, engage in complex problem solving situations, and take
strategic decisions in favour of their stakeholders (Adams and Ferreira,AXfligt,

Parker and Petey, 2012)

Although, Agency Theory, Resources Dependency Theory, and Stakeholder
Theory, work in favour of the diversity of the board members, however, there are
arguments against board diversity as it may affect negatively on the earnings quality.
For instance, the organisation may suffer from agency problems owing to more
opinions, debates, discussions, and critical evaluations resulted from increased internal
diversity. Many authors (e.g Abbott et al., 2012; Waweru and Prot, 2018) manifested
that gendediversity in the board room may make them less cooperative and experience
more conflicts, which affect negatively on the quality of decision making. Furthermore,
the board effectiveness may be compromised if the board members do not work as an
effectivefunctioning team which may slow down the decisinaking process which
may impede the firm performance. Gender diversity may affect negatively on group
cohesion and cooperation in the board room that make the degiaking process
time consuming and inkeictive especially in highly competitive markets. This
constrains board ability to react quickly to market shocks, responses, and requirements
(Nguyen and Eaff, 2007; Adams and Ferreira, 2009; Habbash, 2010; Kilic and Kuzey,
2016; Gull et al., 2018).

To canclude, examining the BOD characteristics that are best suited to the
organisation according to CG theories, applicable national system and the contextual
environment surrounding the organisation is a crucial action. Most CG theories find
that the job asgnments of the managing director and BOD chairperson need to be
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segregated and that to independent directors must be included in the board room. This
concept emerges from the underlying assumption that the chairperson, who is
responsible for the decisianaking system in terms of control (BOD), should not be
controlled by the CEO, who makes executive decisions. Additionally, these theories
suggested that a special committee must be included in the BOD to remain uninfluenced
by the CEO in addressing any patial operational problems among the top executives.
By contrast, most theories claim that if board size is excessively large, then the BOD
members would lack coordination. Thus, these theories suggest that the board size
should be small to allow for a grer exchange of ideas. At this juncture, he CG theories
suggested some further justifications and recommendations related to the BOD,
including the need for assessment procedures for the BOD and its members, the
frequency of BOD meetings and compensatiohsonexecutive members, the CEO
and executive managers.
4.5. Audit Committee Attributes and Earning Management: Theoretical
Perspectives

The AC is considered as one of the critical milestones of CG practice
implementation. The increased attention paid &ithportance of CG and ACs have
gained increased attention from stakeholders. This is due to the earnings restatements
problems in publicly traded companies accompanied with claims of financial statement
fraud and the absence of responsible CG of-pigifile companies (e.g. Enron, Global
Crossing, WorldCom and Adelphi@pl-Ajmi, 2009; Bhasin, 2012) AC has been
described worldwide bynost government authorities, regulators and international
bodies as a potentially powerful tool in developing financianmiation reliability and
transparencyAl-Ajmi, 2009; Bhasin, 2012)ACs play an important role in CG as an
oversight function of the financial reporting process and internal control structure.
Thus,Rezaee et al. (200PHQWLRQHG WKDW W Hevelspged vverXt@ FWLRQ K
years through the recommendations of the Treadway Report (1987), the BRC (BRC,
1999), the Securities and Exchange Commission (SEC, 1999) rules, the Sarbanes
2[OH\ $FW RI WKH 8.1V FRPELQHG &* FRGHY RUJ
including New York Stock Exchange (NYSE), American Stock Exchange (AMEX),
and National Association of Securities Dealers Automated Quotation (NASDAQ).

Several studies such as Rezaee et al., 2@BED, (2004);,Chen, Lu, and
Sougiannis, (2008)Beasleyet al., (2009) Collins, (2009); Mohiuddin, (2012); Lary
and Taylor, (2012); llaboya and Obaretin, (2015) manifested that AC performs several

134



critical responsibilities such as; confirming the quality of the financial reporting
process, evaluating the effereness of the internal control system and risk
management, and monitoring and assessing the external auditing process. The role of
AC role is not restricted to aligning the efficiency and effectiveness of the external
auditing process but extends tolurde internal audit functions. Furthermore, AC is not

only considered as a beneficial tool for increasing the level of assurance against
catastrophic failure and gross malfeasance but also provides improvements on a wider
front and raising the overall stdard of CG for all companies that establish ACs
(laboya, and Obaretin, 2015).

Furthermore, ACs play prominent roles on the board such as; setting up a
continuous interconnection between external auditors and the lso@etyising CG
application,enhancing the functions of financial accounting systems and reporting,
supporting the structure of internal control and performing internal and external audit
services. Due to the rules imposed by the SEC, the structure, composition, functions,
and resporibilities of ACs are affected significantly. Accordingly, ACs should be
characterized with independence, competency, professionalism, expertise, financially
literally, adequately resourced and properly compensated to perform oversight and
monitoring functons effectively (Rezaee, et al., 2003; Mohiuddin, 2012).

The supervision of financial statement quality can possibly be promoted if both
the audit committee members along with the external auditors and management
cooperated together. Investigating theilatites of audit committees more closely,
comes as one of the main objectives of this study. Which enables them to determine
what influences the quality of earnings the most. These characteristics can be classified
into three categories (AAjmi, 2009;Bhasin, 2012)

A.7KH $& GLUHFWRUTY LQGHSHQGHQFH
B.7KH $&T1V PHHWL®J IUHTXHQF\

C.ACsize.R

There is a growing number of studies on the attributes of ACs, mainly focusing
RQ WKH VLJQLILFDQFH RI FRPPLWWHH PHPEHUY VL]H H[SI
meetings and independence. AC members should have personal characteristics such as
qualifications and competence (Mohiuddin, 2012). Much of research on ACs examined

the impact of AC inputs (AC meeting, AC size, AC independence, and AC expertise)
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on financialand market performance, earnings quality, fraudulent financial reporting,
voluntary disclosure, goingoncern reports, stock price reactions, auditor changes,
restatements, internal control quality of the firm and financial reporting outputs
(Carcello andNeal, 2000; Klein 2002Rezaee et al., 2003; Bedard et 2004;0ECD,
2004;DeFond, Hann and Hu, 200Ghen et al., 2008; Beasley et al., 2009; Mohiuddin,
2012; llaboya, and Obaretin, 2015; Wang, Lee and Chuang, 20té3e studies
generally revealechait independence, expertise, diligence, meeting and the size of AC
can be positively, or negatively, or nassociated with higher quality financial
reporting and auditinglhe relevant literature on these attributes of ACs is discussed

below.
4.5.1 Audit-Committee Independence

CG can be defined as the system through which firms are directed and controlled
(Cadbury, 1992). According to the CG principles formulated by the Organisation for
(FRQRPLF &RRSHUDWLR @n anqQual audliy $haukR SePcarn@iwtadan
independent, competent and qualified auditor to provide an external and objective
assurance to the board and shareholders that the financial statements fairly represent
WKH ILQDQFLDO SRVLWLRQ DQG SHUIRUPD@@EEDRI WKH FRF
2004). Furthermore, as mentioned by KPMG (2006) and the U.S. SEC (2003), ACs
SULPDULO\ DLPV WR RYHUVHH WKH FRPSDQ\TV ILQDQFLDC
relevant risks and controls, and ensuring fgghlity financial reporting. The BRC
(B5& S KDV DGGUHVVHG WKH UROH RI $&V LQ &* LC
reason behind promoting accountability in the relationships among the primary
corporate participants which subsequently enhances the corporate performance. It
preserves the iage of the management by making it accountable to the board. It also
NHHSV WKH ERDUGYV LPDJH DFFRXQWDEOH WR VKDUHKR
reach significant levels of both corporate legal and ethical compliance can be the key
element of board ovsight. It should be mentioned that such oversight basically relies
on ensuring that the policies of quality accounting, as well as the internal controls and
the independent and objective outside auditors are ready to hinder fraud, foreshadow
financial riks, and promote accurate, high quality, and timely disclosure of financial
and other material information to the board, to the public markets, and to the
VKDUHKROGHUVY
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AC independence is a prerequisite for audit effectivefmsseveral reasons
(Mohiuddin, 2012) such as(1) the quality of audit process can be promoted due to the
inclusion of highly independent and expert auditors; (2) the independent AC members
have strong attitude and commitment in applying corporate governance rules to frighten
the management from any financial and operating manipulations; (3) the independent
members have greater likelihood to protect the shareholders interest by increasing the
oversight responsibilities regarding financial reporting process, thereby, enhancing the
creditability and reliability of financial reporting. Therefore, there should be a
separation between independent members in AC and management and owners of the
organisation. Moreover, they should have a-haosiness relationship or personal
relationship or eonomic ties with executive managers in the organisation (BRC, 1999)
which can minimise the likelihood of financial fraudulent activities and ensure a fair
assessment of auditing and reporting processes.

Independent members suggested to dominate the ipdsisecialists as an
external auditor to enhance the quality of audit services provided and to control the
integrity of financial statements. Nevertheless, the organisation may charge more audit
fees to take superior audit services. Moreover, literatuch ag (Lary and Taylor,
2012)revealed that the more independent auditors, the less likely to experience a
restatement in their financial statements and less likelihood for a failure to maintain the
integrity of external financial statements

AC can be coridered a good tool for reducing information asymmetry
especially if independent auditors provide reliable, sufficient, trustworthy information
about business operations and management activities to the shareholders. Thus, the AC
should not only include imde executive directors but also independent directors in
order not to jeopardize the main aim of assembling the committee and not to interfere
in carrying out the committee responsibilities. For exanfdamen, et al., (2012) and
Vlaminck and Sarens, 25) reported a positive association between the number of
independent auditors in AC and going concern of the company and value creation.
Organisations usually go for adding independent auditors in AC to improve their
reputation and exposure in this aesgal to have complied effectively to the accounting
principles and standards. Most empirical results (Aldamen et al., 2012) highlighted that
$& LV pPFRUQHUVWRQHV RI FRUSRUDWH JRYHUQDQFH
and independent directors thatgrave transparency and accountability.

137

DQ



All CG international theories, except stewardship theory, agree that ACs are a
fundamental unit for organisation&gency theory finds the importance of including
ACs in CG in solving conflicts between shareholdensl ghe management, thus
enhancing tactical and strategic decisio@®llins, 2009;Mohiuddin, 2012). ACs
GHYHORS ILUPV llleviex& hé agericyvprolleR and diminish information
asymmetry between insiders and outsidelence,it is argued that aroper and well
functioning CG system exists when the three main groups (i.e. the BOD, the
management and ACs, including the internal and the external auditors) collaborate and
coordinate in providing transparent financial reports (Collins, 2009).

Agency Theory gives more priority to the monitoring function of the board
committee more than the operating board. this Theory justifies this argument by stating
the following reasons; First, most monitoring committee, as opposed to operating
committees, is comped of independent members who devote their efforts in analysing
and inspecting managerial actions to protect the shareholders' interests. Second, they
can bring their skills, knowledge and expertise to their business to effectively take the
best decisiommaking. Third, they can enhance and improve the organisation's
accountability, reliability, legitimacy and creditability of financial reports. Fourth, the
members of the AC can minimise the agency costs by providing more reliable and
objective accountingnformation to the shareholders. Fifth, they can minimise the
financial fraud by regularly reviewing the financial statements, audit process and
internal accounting control (e.g. Jensen and Meckling, 1976; Fama and Jensen, 1983;
Cadbury Report, 1992; UK Cdrned Code, 1998, 2006; King Reports, 1994, 2002;
and Sarbane®xley Act, 2002)

According toStakeholder and Resource Dependence thedki@és should be
composed of outside directors or independent ones because they have the expertise,
gualifications and »perience to manage unexpected events and circumstances
surrounding the organisation and to deal with resources uncertainties (Basiruddin,
2011; Alessandro, 2013). AC can be considered as a means for enhancing the network
and connections among directord)aeholders and stakeholders. This network
facilitates the acquisition of financial, technical, human and critical resources for the
organisation within the environment (Alessandro, 2013).

There are several studies supporting the Stakeholder and Resources
Dependency theories regarding the positive impact of independent members in AC and
the firm value. MartinosBennie, Soh and Tweedie (2015) argued that members of ACs
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usually have the qualifications and best understanding of risk appetite of firms that
allow them to deal with technical aspects of the corporations (such as risk assessment
and management, or conflict of interest situations). Furthermore, several studies are
concerned with examining the relationship between AC characteristics (financial
experiace, independence and size) and the quality of financial information, came up
with the following findings: first, the absolute independence of AC can eliminate the
occurrence of financial deviations. Second, the large size of AC and more expertise and
qualfications of its members can enhance the quality of financial reporting (Klien,
2002;Qinghua, Pingxin, Junming, 200Basiruddin, 2011).

These theories are consistent with the result of studies such as Cadbury
Committee (1992), BRC, (1999) and-Nhjjarand Clark (2017). They reported certain
benefits of including AC in CG, such as raising the financial reporting quality,
promoting public confidence regarding the creditability and objectivity of financial
statements and supporting the independence oftdise and internal and external
auditors and minimizing information asymmetries and opportunistic behaviour by
reviewing accounting methods and their changes. Additionally, they found that AC
members experienced and skilled in detecting and reducing,drreglarities and
fraudulent practices, thus providing additional protection to debtholders and
shareholders and strengthening the position of external auditors and their independence
role by providing communication channel and forum for certain isfimesm and
Khamoussi, 2016).

Conversely, the Stewardship Theofinds that ACs limit the growth
opportunities for the firm anthay be an obstacle for developing lelegm performance
or preventing any opportunistic behaviours due to severasons(Guthrie and
Turnbull, 1995;Rainsbury, Bradbury and Cahan, 2ROBirst, ACs may dilute the
executive authoritySecond, they may divert the functions of fexecutive directors
from the strategic role to the routine job of auditing and financial regoiTinird, they
may limit the communication and interaction between auditors and the board. Fourth,
they can be described asubber stamp to confirm management decisions. Fifth, they
may drive management to misconduct fearing from having access to kgeelxel

lower level employees.

4.5.2 Audit Committee Size
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AC size can be another influential and relevant factor to the effectiveness of
audit committee duty. As the size of AC increases, more skills, expertise, knowledge,
information can be devoted by the AC @ahance the functions of controlling and
monitoring (Chen et al., 2008; Mohiuddin, 2012). This can help in reducing agency
conflicts that make managers have the motives to signal more private information to
the investors and have fewer incentives to mareaynings, which is consistent with
Resources Dependency Theory (Saleh et al., 2007). For instance, market regulators in
the US and the UK proposed in their CG reports that minimum number of directors in
AC should be comprised of at least three memberdl§@ry Committee, 1992; Carcello
and Neal, 2000Davidson, Goodwinstewart and Kent, 2005 andapital Market
Authority, 2006).

4.5.3 Audit Committee Meeting/Audit Committee Diligence

The main objective of the AC is assuring the reliability and accountability of
the accounting information released. This can be done by evaluating the internal audit
system, controlling the CG process, enhancing the information transparency and
eliminating the conflicts among shareholders and managers to mitigate agency
problems, taeduce information asymmetries and to promote the independence of the
external auditor. Therefore, AC should meet regularly with external auditors to monitor
and regularly review the financial reports, audit process and internal control
mechanisms to parfm these tasks effectively (Sharma, Naiker and Lee, 2009).

Until now, CG codes have no agreement on the number of AC meetings
required to achieve effective audit work and SEC does not identify the exact number of
audit meetings per year and does not make them mandatory. However, the BRC (1999)
recommended that A€hould hold meeting at least four times per year to improve the
qguality of financial reporting with external auditors. Whilst, UK Cadbury report
recommended a minimum of two meetings per year. Beasley (1996) indicated a
negative relationship between AC riegs and fraudulent financial reporting.
Similarly, Abbott, Parker, Peters, (200&und that AC that meets at least four times a
year is not likely to restate their financial statement and have more likelihood to
enhance the integrity of external finaalcstatements.

Audit meetings mechanism is considered one of the essential aspects that has
an impact on AC effectiveness and control. The frequency of AC meetings is described
as a signal for the board diligence as it encourages the external audiaisetthe
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potential troublesssues at an early stage and to deal with the serious circumstances
that arise during the financial year (Saleh et al., 2007). Previous studieas Carcello

et al., (2002), Gul et al., (2003), and Lary and Taylor, (26&@)mmended increasing

the meeting frequency to enhance the performance of AC control, to raise the quality
of firm accounting information and to reduce the agency conflitiss makes the

managers interested to release the private information to investors.
4.6 Audit Quality (External Auditing)

At the end of the 1990s and in recent decades, the rising number of scandals and
bankruptcies (e.g. Enron, Xerox, WorldCom, Flowtex, fAitg, Royd Ahold, and
Tyco) led to the deterioration of the reported earnings as well as the investor confidence
and trust on the accounting information have been impaired. In addition, the investor's
contractual outcomes and the controlling of managerial oppstitibehaviours have
decreased (Lin and Hawang, 2010). Owing to frequent fraudulent financial reporting
and problems resulting from asymmetric information between the agents and
principles, regulatory agencies, shareholders, stakeholders and other conpaties
are more interested in having an effective audit process to ensure the integrity of
financial reporting. Independent and qualified audit help provide the external parties
with more accurate, reliable, timely and credible information includédeirinancial
reports for purpose of reducing the level of risk misstatement (Armstrong, Guay and
Weber 2010; and Habbash, 2010).

Agency theory emphasises that CG is one of the possible solutions to agency
problems as it serves as an internal mechamsatigning the interests and objectives
of shareholders and management to reduce agency costs. External audit enhances the
confidence and trust of the public in financial reporting and strengthens information
accountability and reliability (Habbash, 2016urthermore, agency theory proposes
that, as an external mechanism, an external audit has a vital role in decreasing the
DIJHQF\ SUREOHPV WKDW U-hiresd béhaviorrPat EhD xpehselboV J VHO I
WKH SULQFLSDOVY LQWH U hhY gternaK &udity lddd BUa cluGal QW LILH®
mechanism of monitoring that controls the conflict of interest between managers and
shareholders and decreases information asymmetry. External auditing plays a critical
role in effective CG implementation through au@iports that ensure all shareholders
of fair financial statements. An efficient and effective CG system depends on the
DXGLWRUYTV VLIQLILFDQW UROH ,Q DGGLWLRQ DQ HIIHF\
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is associated with the external auditors ieflaes CG with better functionality of the
RUJDQLVDWLRQ DQG LQ SURWHFWLQJ VKDUHKROGHUVY L

According to generally accepted auditing standards, external audits should be
conducted to ensure the level of transparency and discloBueeauditing quality of
the Big 4 auditing firms greatly impacts reliable and objective information provided to
external users because they have greater qualifications, skills, expertise and
professionalism in detecting fraud EM practices. Moreover, #ieymore concerned
about maintaining their reputation in the labour market. Audit quality is another factor
that identifies aggressive EM. Higluality auditors maintain excellent financial
reporting quality to protect their brand and reputation agasis that may result from
FOLHQWVY LQDFFXUDWH ILQDQFLDO UHSRUWYV- )UDQFLYV
quality auditors exert a great effort to discover any aggressive EM and material
misreporting to keep their clients, brand audit fees and rediigatibn risks of an
improper audit. Therefore, large auditing firms gain significantly higher fees to improve
their technological capabilities and hire skilled professionals to design and employ
effective tools for detecting misreportirighalil and Ozkan 2016). Thus, agency
WKHRU\ SURSRVHVY WKDW H[WHUQDO DXGLWRUVY TXDOLW
supporting a satisfactory level of supervising management behaviours.

Stakeholder's Theory is supposed to be derived from the Agency Theory. In an
modern business, the agency theory is known to be an interaction between principles
DQG WKHLU DJHQWYV ZKR DUH UHVSRQVLEOH IRU FRQW
interaction as found by the analysts creates the problem of information asymmetry as a
result of information advantage for the managers. Accordingly, the Agency Theory
suggests a greater tendency to have a proper monitoring mechanism (external audit) to
provide an independent, and fair examination of the affairs of the organisation and for
thequality of financial reports submitted to the shareholder (Habbash, 2010).

The Stakeholder Theory is considered to be a natural extension of the Agency
Theory as it involves the interaction between the agents and stakeholders such as the
host community, gvernment, suppliers, bankers, creditors, customers, bondholders,
and others. Subsequently, there is a greater information demand from all people on the
entity affairs and operations, thereby, having a greater need for independent auditors to
confirm fromthe representative of the financial statemehite Stakeholders Theory,
suggestshat CG andhe quality ofauditcouldact as effective monitoring systems that
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safeguardhe interest and rights of atakeholdes. The task of the external auditing
shoutl be devoted toward the interest of both shareholdersstaicholders. This
Theory holds that enhancing the shareholder values should not be necessarily the top
priority of the business (Freeman, Wicks, and Parmar, 2004; and Habbash, 2010).

4.7.Summary and Conclusion

After reviewing contradictory and changing theories and approaches, the study
concludes that it is preferable to adopt an integrated approach to recognize the impact
of CG and external auditing on EM rather than adhering to a particular Thdwy. T
thesis is interested in providing a comprehensive and detailed review for CG theories,
Almost of academics and practitioners are interested and relevant insthdies
regarding tahe Agency TheoryAs they suggestd that thistheory plays grominent
role in developing the CG principle, standards, mechanisms, and codes taking into the
consideration the different surroundings of the structural environment, cultural, and
legal systen{Sah, Butt, and Hasan, 2009; Habbash, 2010; Yasser and 800618,
El-Moslemany and Nathan, 2019}. is also vital in providing a comprehensive
explanation for the CG. However, Stewardship Theory, Institutional Theory, and
Stakeholder Theory have recently gained more attention.

As discussed above, Agency Theoopncentrates on the interests of
shareholders and how to deal with solving the conflict between shareholders and
management using different CG mechanisms to develop the monitoring functions over
managerial decision making and performance. In contrast, aBtsinip Theory
provides an optimistic view regarding the relationship between managers and
shareholders and suggests that management works as good stewards for the corporate
assets. It proposes the alignment between management interests, sharehotdsts, inte
and organisational objectives as managers are concerned with the recognition for their
achievements and performance.

While, the Stakeholders Theory confirms the interests of shareholders as well
as the interests of all stakeholders, it does notwolk around the board monitoring
and value maximization of shareholder's wealth, but also around all stakeholders'
interests, social responsibilities, and ethical considerations. However, this Theory has
been criticized for being unaccountable and incdibfgawith CG objectives and for

its incapacity to identify the appropriate information needed for various stakeholders.
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Within the same line, Jensen, (2001) proposes an enlightened- value
PD[LPLIDWLRQ 3ZKLFK XWLOL]JHV PXFK Routld@episIKWHQHG
maximization of the longun value of the firm as the criterion for making the requisite
tradeRIIV DPRQJ LWV VWDNHKROGHUV « DQG WKHUHIRUH VF
PXOWLSOH REMHFWLYHV WKDW DFFRPE2Q)\ WUDGLWLRQD

As it is known, CG practices play a critical role in enhancing the quality of
financial reporting system and corporate communication. The financial reporting
system is important for strategic stakeholders helping them identify and determine the
flow of information about corporate activities. Stakeholders include insiders and
outsiders who have different roles and different needs inside and outside the
corporation. For instance, the financial reporting is vital for shareholders who need to
identfy WKH RUJDQLVDWLRQYTVY FDSDFLW\ WR UHPXQHUDWH L'
LQ WKH VWRFN PDUNHW (PSOR\HHV DUH DOVR LQWHUH
capability to help them sustain their positions. Moreover, the creditors are interested in
knowing whether the corporation is able to pay back its debts and interests.
Consequently, identifying the different interests and needs of different stakeholders can
support the CG system to perform its role effectively in preparing financial reporting
system and in promoting the quality of corporate communication to all stakeholders
(Sah et al., 2009).

In terms of EM practices, several theories are used to explore the relating
incentives and techniques such as the Agency Theory, Institutional Thedkgh&ter
Theory, and the Positive Theory and capital market efficiency. Despite the use of
Agency Theory in most of the literature to investigate the earnings manipulation
practice, this Theory is not sufficient to justify the relationship between CG and
earnings management. Subsequently, the convergence between two or three theories
may be useful in providing precise interpretation for the relationship between CG and
earnings management.

The theories discussed above provide significant insights intortheim CG.

However, we should not solely depend on a distinctive theory but rather integrate them
to better understand the board process and dynamics. This approach has been followed
by several authors, such as Stiles (2001), Roberts et al. (2005) ard2016), who
recommended theoretical pluralism. For example, it was argued that although agency
and supervisory theories may have contradicting perspectives, they may be correct.
Particularly,Boyd (1995) argued thatsing contingency approaches make uke of
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these theoriesnore applicable and justifiable if they are implemented in different
environmental contextsThus, Hendry and Kiel (2004) stated that contextual and
environmental factors, including the enforcement level, -cultural variation,
environnental uncertainty, social values and information inconsisteray help
determine the choice of theoretical approach. Therefore, each theory is indispensable
for clarifying the efficiency and effectiveness of CG control and monitoring functions.
However, sme studies suggest that different theories may work as complementary
rather than a substitute for agency theory. For instance, Culpan and Trussel (2005)
suggested that agency theory and stakeholder theory are important in determining
unethical accountingehaviours, financial issues and different stakeholdtabbash

(2010) argued that institutional theory and agency themmnplement each other to
promote theCG effectiveness. Therefore, using both theories as a framework may help
expand the understamgj of CG and board functions. Therefore, this study adopts the
agency theory in formulating its hypotheses. Institutional theory is also useful in the
process of determining whether they are essential as complementary factors. The
following chapter discugs further literature review on the association between several

CG attributes and external audit with EM practice.
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Chapter Five

Empirical Literature and Hypotheses Development:
CG Mechanisms, External Audit, and EM Practices

5.1Introduction

This chapter aims to discuss and analyse the significant preceding literatures
related to CG structures especially ownership structure, board of director
characteristics, AC characteristics and external audit with EMs. The comprehensive
review of the literature shows conflicting and debatable results which helps find the