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Abstract

This thesis comprises three essays that examine corporate governance, accounting
conservatism and corporate financial decisions of member countries of the Gulf Cooperation
Council (GCC). QOil exportation has allowed the GCC economy to flourish because it attracts
major foreign capital, which has made the GCC a significant global partner over the past
decade. This new position of the GCC in the global economy has triggered the need for
reforms in corporate governance practices. Deep knowledge about corporate governance
mechanisms in the GCC region is lacking because corporate governance systems and
practices are in developmental stages. This thesis contributes to the literature by providing
empirical insights on various aspects of corporate governance, accounting conservatism and
financial decisions in GCC countries. The first essay provides evidence of the importance
of accounting conservatism in Saudi Arabia by examining the effect of members of the
ruling family in the boardroom. That study provides insights on how corporate governance
reforms in 2010 have promoted a new business climate and bolstered investor confidence
within the Saudi Arabian economy. The second essay examines the impact of family control
on corporate cash holdings across firms’ life cycles in the GCC region. The third essay
investigates the influence of busy board directors on firms’ financial decisions across their
life cycle in the GCC region. These three essays provide knowledge of corporate governance
and its association with accounting conservatism and corporate financial decisions in

developing economies in the GCC region.

The first chapter of this thesis provides information on the economic background of
the GCC region. The GCC economies range from developing markets with extensive
family and ruling-family control to open-door economies with reformed corporate
governance mechanisms. The economies in the GCC region are also diversifying from
reliance on oil and gas exportation to other productive economic sectors. In addition, this
chapter presents the motivation for the study, a summary of the findings, and the

contributions to the literature.

The second chapter of this thesis, entitled “Political Connections, Regulatory Changes
and Accounting Conservatism”, examines the effect of directors from the ruling family on
accounting conservatism. The study uses 724 observations of non-financial firms listed on
the Saudi Stock Exchange (Tadawul) during 2007-2015. It is found that firms with ruling-

family directors on the board have less conservative accounting practices. However, this
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effect is negated after changes in 2010 when compliance with corporate governance

regulations became mandatory for listed firms.

The third chapter of this thesis, entitled “Family Control, Firm Life Cycle and Corporate
Cash Holdings”, investigates the relationship between family control and corporate cash
holdings over a sample of publicly listed GCC firms from 2006 to 2016. Findings show that
family-controlled firms have a lower level of cash holdings relative to their non-family-
controlled counterparts; tend to reduce cash holdings in the growth, mature and shakeout
stages of a firm’s life cycle; and increase their capital expenditure in the mature stage. Cash
holdings are reduced when the family is the founder, a family member is involved in

management, or a family member is a director on the company board.

The fourth chapter of this thesis, entitled “Multiple Directorships, Firm Life Cycle and
Corporate Financial Decisions”, investigates the influence of directors with multiple
outside board directorships on corporate financial decisions using a sample of GCC non-
financial listed firms during 2006—2016. That study also investigates how this relationship
evolves over different stages of a firm life cycle. It is found that, when the number of
directors with multiple board seats increases, firms’ level of cash holdings rises; capital
expenditure declines; selling, general and administrative (SG&A) expenses increase, and
firm performance decreases. The study further concludes that the presence of busy directors
increases cash holdings in the introduction, maturity and shakeout stages. Firms thus spend
less capital expenditure in the maturity and shakeout stages. In addition, firms incur high
SG&A expenses in the introduction and growth stages, and firm performance diminishes

in the introduction, growth, and maturity stages.

The final chapter concludes the thesis and outlines directions for future research.

Vi
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Chapter One. Introduction

1.1 Background of the Study

This thesis examines three cases; initially, the effect of ruling family directors on
accounting conservatism using 724 observations of non-financial firms listed on the Saudi
Stock Exchange. Secondly, the effect of family control on corporate cash holdings across
various stages of a firm’s life cycle using a large sample of publicly listed Gulf
Cooperation Council (GCC) firms. Finally, the influence of directors with multiple outside
board directorships on corporate financial decision making with reference to firm life cycle
stages, using a sample of non-financial listed firms from the GCC. Saudi Arabia is selected
for this investigation of accounting conservatism because of the peculiar interdependence
of royal and old merchant families and their geopolitical influence on economic and
financial related matters in the capital market within the State (Mazaheri, 2013).
Furthermore, changes in regulation in corporate governance in 2010 which enforced
compliance by listed firms with corporate governance regulations distinguishing Saudi
Arabia from other countries in the GCC region. This mandatory compliance for corporate
governance legislature provides a more transparent economy than other countries in the
GCC region also eliminating the influence of monarchy on economic and financial matters
within the state, hence making Saudi Arabia a suitable subject to investigate accounting

conservatism as opposed to other GCC countries.

The countries of the Gulf Cooperation Council (GCC) are a subset of developing
markets, which are typically smaller, less liquid and less integrated than developed
markets (Bley & Saad, 2012). Since the 1970s, GCC governments have played an active
role in their countries’ economic development processes through adopting open-door
economic policies. These policies have helped diversify countries’ economies from
dependence on oil and gas exploration to include other productive economic sectors
(Fasano & Igbal, 2003). These countries have also recently increased their investments in
domestic markets through their sovereign wealth funds. Other factors that notably
contribute to the uniqueness of these countries’ economies are the absence of corporate
and personal taxes. This climate has attracted the attention of foreign investors targeting
higher returns and promotes diversification in these emerging markets (Bley & Chen,
2006). In addition, the political systems of most GCC countries are noted for their closed
systems of political governance, which are based on hereditary monarchy. These
monarchical family systems have allowed governance, institutions and economic systems
that differ from those in most countries to emerge in this oil-rich region (Mazaheri, 2013).

The GCC countries follow civil law and are characterised by weak capital markets and



Chapter One. Introduction

high insider shareholdings (Agha & Eulaiwi, 2020). Moreover, corporate governance
mechanisms in GCC countries are in the early stages of development. Thus, compliance
with corporate governance codes is not always mandatory in some member states (Agha
& Eulaiwi, 2020; Hawkamah, 2010). In addition, disclosure requirements are not well

defined in the governance codes of these countries (Hawkamah, 2010).

Saudi Arabia, which forms the main context of the first essay, has reached a higher
economic standing. It became a member of the G20 in 2008 and its emerging stock market
represents approximately 44% of total Middle East Arab market capitalisation. In addition,
Saudi Arabia provides one-quarter of the total Gross Domestic Product (GDP) in the GCC
region (Hearn, Piesse, & Strange, 2011). Saudi Arabia remains one of the largest global oil
producers and is a major stakeholder in the Organisation of Petroleum Exporting Countries
(OPEC). It controls approximately 30% of total OPEC production, and holds an estimated
25% of global oil reserves (Baydoun, William, Neal, & Roger, 2013; Hamdi, Aloui,
Algahtani, & Tiwari, 2019; OPEC, 2012). The country has progressed toward liberalising
its economy to attract direct foreign investment by adopting strategic financial, political,
social and economic reforms that have contributed to the foundation of a “new business
climate” (Belloumi & Alshehry, 2018; Luciani, Aarts, & Nonnemann, 2005; Mazaheri,
2013). In an effort to diversify the economy through private-sector participation, the Saudi
government has progressively undertaken various regulatory reforms to eliminate
corruption, nepotism and cronyism, and to promote transparency and accountability
(Moshashai, Leber, & Savage, 2018). These recent reforms have been recognised by two
significant market indices: the Emerging Markets Index of Morgan Stanley Capital
International (MSCI) and FTSE Russell’s Emerging Market Index (Alnori & Algahtani,
2019). The inclusion of the Saudi capital market in these two indices highlights
opportunities for capital-market investments and market confidence in the country, which
are particularly required by foreign institutional and individual investors (Matt, 2019). This
crucial milestone affirms the country’s efforts toward diversifying its economy, which

aligns with the government’s Vision 2030 development trajectory (Moshashai et al., 2018).

Further, the economic and social connections between the Saudi monarchy and rich
trading families further consolidate the royal family’s influence over government and
commercial organisations (Mazaheri, 2013). Generally, members of the royal family have
the power to bypass legal and regulatory requirements within the corporate governance
and financial reporting structures. Thus, the protection provided by politically connected
directors encourages management to act in the interest of these individuals to the detriment
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of the quality and transparency of firms’ financial reports (Al-Hadi, Taylor, & Al-
Yahyaee, 2016). This phenomenon is applicable to all GCC countries, however, in Saudi
Arabia due to legislature changes in 2010, there has been a significant shift from the norm
and cooperate governance regulations are now being applied, hence there is significantly
more transparency in Saudi listed firms than in other countries in the GCC region.

Therefore, this thesis investigates accounting conservatism in Saudi Arabia.

In addition, the control that royal-family directors exert over firms in which they are
major shareholders affects the ownership—management separation required by law
(Mazaheri, 2013). This may push ruling-family firms to raise capital domestically because
the level of transparency associated with foreign financing requires greater accounting
conservatism (Leuz & Oberholzer-Gee, 2006). In general, several factors determine
financial policies within firms. One important factor is family control within the firm. Prior
literature shows that major financial decisions within firms differ between family-
controlled and non-family-controlled firms (Hu, Wang, & Zhang, 2007). Several factors
make Saudi Arabia an important research context within the GCC region to examine the
effect of political connections and the different phases of corporate governance and

regulatory changes on accounting conservatism.

In the GCC region, almost 80% of firms are family controlled, and these firms
represent 60% of the capital market (Halawi & Davidson, 2008). For example, family-
controlled firms are responsible for more than 90% of the GCC’s non-oil wealth.
Arguably, family members who control firms can exploit minority shareholders and use a
firm’s cash holdings to fund self-serving ventures (Kuan, Li, & Chu, 2011; Liu, Luo, &
Tian, 2015). Prior literature suggests that, compared with family-controlled firms, non-
family-controlled firms are constrained, especially in emerging markets. This is due to
family-controlled firms being able to mitigate agency conflicts between managers and
shareholders (Kuan, Li, & Liu, 2012; Wang & Shailer, 2017). There is an inverse
relationship between family control and cash-holding levels within firms; family
controllers reduce cash holdings because accumulation of cash may attract hostile
takeovers or may persuade ambitious shareholders to disrupt family influence on firms’
operations (Anderson & Reeb, 2004). When family members form part of the executive
management or corporate board of a firm, corporate cash flows within the firm may be
affected, especially when family connections determine access to important corporate
resources. In the GCC region, information asymmetry and moral hazard are negated by

including family members in a firm’s management structure (Fama & Jensen, 1983;
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Richardson, 2006). Therefore, my study argues that the reduction of cash holding by
family controllers is channelled towards enhancing investment portfolio. Hence, these
cash reductions are applied towards achieving future profits for the firm. Furthermore, the
behaviour of family controllers is examined through various life cycle stages of the firm

as well as quantile regression to show various cash levels.

The capital markets in GCC countries differ from those in many countries in terms of
the higher proportion of “busy director” appointments in major listed firms (Al-Musalli &
Ismail, 2012; Eulaiwi et al., 2016). The limited resources (time and effort) of busy
directors keep them from playing an important role in board activities, which eventually
contributes to poorer corporate governance practices and corporate financial decisions
(Chou & Feng, 2019; Jiraporn, Davidson, DaDalt, & Ning, 2009). Further, the time factor
can adversely affect the efficiency of directors regarding activities for control of internal
management (Morck, Shleifer, & Vishny, 1988). The equity markets of GCC countries
have grown significantly due to the increasing number of listed firms.

To consolidate recent progress toward economic diversification in the GCC
countries, high-quality financial statements are essential to promote growth in capital
markets and boost the confidence of investors in the region. Moreover, the significant
interdependence between members of the royal family and old merchant families in Saudi
Arabia, which is embedded within the geopolitical dynamics and the business
environment, needs empirical investigation. In addition, the high proportions of family-
controlled firms and appointed directors with multiple directorships in the GCC region

require further empirical investigation.

As noted, high-quality financial information is important for attracting international
investors for rapid growth in a country’s capital market. However, weaknesses in corporate
governance practices create leeway for CEOs to manipulate the decision-making process
to reap personal benefits at the expense of stakeholders. Hence, investigating issues of
accounting conservatism in Saudi Arabia and the impact of board busyness and family

control on financial decisions in GCC countries remains important and timely.

1.2 The Motivation for the Thesis

The motivation to conduct this research was influenced by several factors. First, Saudi
Arabia represents an ideal setting in which to investigate the association between directors
with political connections and conservative accounting because many listed firms in this

country have at least one member of the royal family on corporate boards (Al-Hadi et al.,
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2016). The impact of political connections on the deployment of conservative accounting
policies and practices thus warrants further investigation. This is especially relevant in
Saudi Arabia, which recently implemented new corporate governance regulations with the
aim of building a new business climate and creating investor confidence. Prior literature
suggests that accounting conservativism is crucial for achieving effective corporate
governance practices (Chi, Liu, & Wang, 2009; Ahmed & Duellman, 2007). The argument
for the requirement of conservatism in capital markets roots in the fact that conservative
accounting enhances confidence of lenders towards potential borrowers because of
improved level of transparency(Holthausen and Watts, 2001; Watts, 2003), monitoring of
managers and contracts is carried out effectively and there is an improved reliability in
financial statements (Watts, 2003; Ball and Shivakumar, 2005; Basu, 2005). This would in
effect open the economy to increased local and international investment because of
improved cooperate governance mechanisms (Beekes, Pope and Young, 2004; Ahmed and
Duellman, 2007). However, in the case of firms with political or ruling family connections
the effectiveness of conservative accounting policies may come under scrutiny because of
antiquated agency problems ((Johnson and Mitton, 2003; Faccio, 2006; Gul, 2006).
Although, Baloria (2015) would argue that political connections may carry as much weight
as accounting conservatism in the opinion of creditors as their political backing may stand
in as a form of guarantee to debtors. Essentially, he argues that political connection is a
form of legal tender. Politically connected firms may be privy to lower tax, lower litigation,
and more favourable bank loans (Tang et al., 2013; Houston et al., 2014; Faccio, 2010).

I argue that political connectedness may undermine the effectiveness of corporate
governance structures by raising agency costs, which could impede the use of conservative
accounting practices. Thus, the first essay investigates whether ruling-family directors in

boardrooms affect accounting conservatism in Saudi Arabian listed firms.

Second, the motivation to examine the determinants of cash holdings of family-
controlled firms in emerging markets in GCC countries (the second essay) is influenced
by the GCC setting, which demonstrates a unique locus of agency conflicts. These agency
conflicts may arise between majority and minority shareholders because majority
shareholders retain cash in order to pursue private interests to the detriment of minority
shareholders (Faccio, Lang, & Young, 2010; Liu et al., 2015). Moreover, conflicts
between managers and shareholders in GCC firms may affect a firm’s cash-holding policy,
but research in this area is scant. Thus, the second essay investigates the influence of
family control on cash retention, specifically whether family control can reduce cash

holdings, which may mitigate agency conflicts.
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Economic theory suggests that the board of directors is an important element of the
governance structure of a corporation by serving two key functions: advisory and
monitoring functions (Adams, Hermalin, & Weisbach, 2010). The advisory function
requires that directors use their expertise to counsel management in establishing and
implementing new and potentially risky strategic initiatives. Agency theory argues that
the monitoring function of directors of a given firm is influenced by directors’ busyness
(Falato, Kadyrzhanova, & Lel, 2014; Fich & Shivdasani, 2006). This influence relates to
time limitations imposed by directors holding many outside board seats, which in turn can
lead to difficulties in directors’ satisfying their legally assigned responsibilities.
Consequently, several state agencies with responsibility for promoting corporate
governance within the GCC region have highlighted the risks associated with directors
holding too many directorships (e.g. Council for Institutional Investors, 1998; The
National Investor, 2008). However, the literature is less clear on the effect of busy
directors on corporate value, particularly within the context of emerging markets.
Therefore, the motivation for the third study was to examine the effect of multiple
directorships on corporate financial decisions of publicly listed firms in GCC countries
such as cash holdings, capital expenditure, selling, general, and administrative (SG&A)

expenses and firm performance.

Third, the influence of board of directors on corporate strategy is impossible to
overlook within the GCC context due to its distinctiveness (e.g. economic systems,
political systems, institutional systems). The literature previously focused on two aspects
of corporate boards — board size and board composition — but the issue of board directors
who hold multiple directorships (“busy directors”) is increasingly researched. The effect
of busy directors remains unexplored in emerging markets such as those of GCC countries.
Prior literature shows that board directors who hold many outside board seats can reduce
firm performance (Jiraporn, Kim, & Davidson, 2008) and decrease the effectiveness of
outside board members as monitors (Core, Holthausen, & Larcker, 1999). Busy board
directors can also weaken corporate governance (Jiraporn et al., 2009), increase the
tendency for financial-statement fraud (Beasley, 1996), give CEOs opportunities to
increase their remuneration (Andres & Lehmann, 2010), and affect financing choices and
efficiency of firms (Gilson, 1990). In addition, directors with too many directorships
diminish investor confidence and creditor trust and may lead to higher agency costs
(Cooper & Uzun, 2012; Core et al., 1999).
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1.3 Summary of Findings and Contribution to the Literature
The three essays contribute to theory and practice in several ways.

The first essay provide evidence that Saudi Arabian firms with ruling-family directors
on their board practise less accounting conservatism. This effect is negated following
regulatory changes in 2010 when compliance with corporate governance regulations
became mandatory for publicly listed firms. These findings support the notion that powerful
board members can influence the accounting practices of firms. This essay contributes to
the literature on factors that determine accounting conservatism and is relevant for
emerging and newly developed economies. The essay makes an incremental contribution
to the literature beyond Chaney, Faccio, & Parsley (2011) by highlighting that a decrease
of 1.644 basis points in accounting conservatism in the period before 2010 is related to one
standard deviation variation in the existence of ruling-family board members. This finding
supports the notion that politically connected firms in Saudi Arabia adopt less conservative
accounting practices until it becomes mandatory in 2010 for listed firms to comply with
corporate governance regulations. This empirical study also offers a methodological
contribution by drawing on three accounting conservatism proxies — an accrual-based
proxy, a market-based proxy, and a proxy of asymmetric timeliness of earnings — to offer
new insight on the influence of political connectedness on accounting conservatism
practices. The results remain robust to different measures of political connectedness: the
proportion of royal-family directors on the board, and whether the chairperson is a member
of the royal family. Finally, contextualising the understanding of accounting conservatism
practices within Saudi Arabia offers opportunities to extend prior research by generalising

the findings to other settings within the GCC region with similar geopolitical dynamics.

The second essay provides evidence that family-controlled firms have a lower level
of cash holdings than their non-family-controlled counterparts. Firms tend to reduce cash
holdings in the growth, mature and shakeout stages of a firm’s life cycle and to increase
their capital expenditure in the mature stage. This essay contributes to theory and practice
and extends the literature in two ways. First, the study contributes to existing knowledge
on the influence of family control on firms’ cash holdings. The study use various measures
of family control and thus makes a methodological contribution to determining the
influence of family control on firms’ cash holdings. By using an index of attributes that
collectively measures the level of family control, it negates the risks incurred in prior
studies that relied on a single variable to assess the strength of family control. Second, the

study opposes the literature on the precautionary motive for holding cash, which mitigates
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risks of market fluctuations and other unforeseen circumstances. For example, family-
controlled firms tend to avoid retaining high levels of cash to avert agency conflicts in

which managers seek to exploit cash reserves to meet personal objectives.

The third essay finds that firms with directors with multiple directorships have higher
cash holdings and SG&A expenses, and that firms with busy directors have significantly
lower levels of capital expenditure and firm performance than do other firms. The findings
from using a parsimonious life-cycle measure proposed by Dickinson (2011) suggest that
the effect of directors’ busyness on financial decisions differs significantly across the firm
life-cycle stages. Directors’ busyness increases cash holdings for firms in the introduction,
maturity and shakeout stages, but reduces capital expenditure in the maturity and shake-
out stages. Further, the presence of directors with multiple directorships results in high
SG&A expenses in the introduction and growth stages, and decreases firm’s performance
in the introduction, growth and maturity stages. This essay makes several contributions to
the literature. First, the essay contributes to the existing literature on multiple
directorships, as well as the literature on financial decisions and firm life-cycle stages. The
results complement the empirical findings in several recent studies (Ferris, Jagannathan,
& Pritchard, 2003; Fich & Shivdasani, 2006; Habib, Bhuiyan, & Hasan, 2018; Hribar &
Yehuda, 2015; Jiraporn et al., 2009). Second, my study responds to a call from Huse and
Zattoni (2008) for further research on directors and firm life-cycle stages. These authors
conducted a case study of three small Norwegian companies and found that the behaviour
of board members changed with the stage of the life cycle. They recommended a larger
study to confirm and generalise their results. Third, the study has implications for investors
and policymakers in GCC countries and other developing countries in which directors of

publicly listed firms often hold multiple directorships.

1.4  The Organisation of Chapters

This thesis is organised into five chapters and contains three essays. Chapter 1
outlines the background of the study and the motivation for the study, presents a summary
of the findings and the contribution of the three essays, and ends with the organisation of
chapters. Chapter 2 presents the first essay entitled “Political Connections, Regulatory
Changes and Accounting Conservatism”. Chapter 3 presents the second essay entitled
“Family Control, Firm Life Cycle and Corporate Cash Holdings”. Chapter 4 presents the
third essay entitled “Multiple Directorships, Firm Life Cycle and Corporate Financial
Decisions”. Chapter 5 concludes the thesis, presenting the conclusions of the research, the

policy implications and directions for future research.
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2.1 Introduction

In this study | investigate whether ruling family directors® in boardrooms have an
impact on accounting conservatism using a large sample of Saudi Arabian listed firms.
Saudi Arabia is an ideal setting to investigate the association between board directors
with political connections and conservative accounting. It has been found that many listed
firms in Gulf Cooperation Council (GCC) countries have at least one member of the royal
family on corporate boards (Al-Hadi, Taylor, & Al-Yahyaee, 2016; Halawi & Davidson,
2008). The impact of political connections on the employment of conservative accounting
policies therefore warrants further investigation (Chaney et al., 2011), especially in Saudi
Arabia which recently implemented new governance regulations. Prior studies shows that
in order to achieve a good standard of corporate governance in the economy, then
accounting conservatism must be applied( Chi, Liu, & Wang, 2009; Lafond &
Roychowdhury, 2008; Ahmed & Duellman, 2007). The main effect of accounting
conservatism is seen in the improvements in level of financial reporting required by firms
depicting improved transparency by firm’s management ( Ball & Shivakumar, 2005;
Basu, 2005; Watts, 2003; Ball, Kothari, & Robin, 2000). Accounting conservatism is also
advantageous in terms of confidence requirement for loan application because improved
transparency enables lenders access risk better and allow them to fund loans more
confidently (Holthausen and Watts, 2001; Watts, 2003). Previous study by Baloria (2015)
argues that political connectedness may not hamper lender confidence and postulates
instead that connectedness acts to improve lender confidence as connections are a form
of guarantee. However, my study seeks to explain how political connectedness (i.e.,
ruling family) may undermine the effectiveness of corporate governance structures by
raising agency costs which could impede the use of conservative accounting practices
(Mohammed, Ahmed, & Ji, 2017; Bushman & Piotroski, 2006; Faccio, 2006). ?

Investigating the issue of accounting conservatism in Saudi Arabian context is unique
and important due to the embeddedness of the ruling family within national, institutional
and economic systems. That embeddedness facilitates the ruling family intervention in
corporate decision making including the appointment of board members (Hussainey & Al-

Nodel, 2008). Prior literature argues that high-quality financial statements are essential to

! A variety of terms are used to describe political connections in the GCC, including Saudi Arabia (monarchy,
sheikhs, royal family, kings, and ‘the 10 big families’), all referring to the families who hold political and
business power and have the influence to affect decision-making (Halawi & Davidson, 2008).

2 Faccio (2006) denotes firms with ties to parliaments (MPs), ministers, and politicians that have the power
to influence business behavior as politically connected firms.
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facilitate stability, boost investor confidence and growth of capital markets, particularly in
emerging markets (Ball and Shivakumar 2005). The interdependence of royal family and
old merchant associated with the royal family in Saudi Arabia within the geopolitical
dynamics of Saudi Arabia makes it contextually unique, to explore how ruling family

members influence firms and accounting conservatism practices.

Furthermore, the economic and social connections associated with the monarchy and
rich trading families with royal family relations in Saudi Arabia further consolidates their
influence over government and commercial organisations (Baydoun et al., 2013;
Mazaheri, 2013). Members of the royal family have the power to overcome legal and
regulatory requirements within the corporate governance and financial reporting
framework. First, protection provided by politically connected directors encourages
management teams to act in the interest of these individuals to the detriment of the quality
and transparency of firms financial reports (Al-Hadi et al., 2016). For example, managers
in politically connected firms have the tendency to compromise conservative accounting
practices and exercise more opportunistic behaviour (Al-Hadi et al., 2016; Chaney et al.,
2011). Second, control of royal family directors over firms in which they are major
shareholders affects the ownership—-management separation required by law (Jaggi,
Leung, & Gul, 2009; Mazaheri, 2013). For example, when politically connected
controlling shareholders have both ownership and management in their hands, the quality
of financial reporting including conservative practices loses importance and their interests
become the interests of the company (Al-Hadi et al., 2016). Third, it may be in the interest
of ruling family firms to raise capital domestically as the levels of transparency associated
with foreign financing requires a higher quality of accounting conservatism (Leuz and
Oberholzer-Gee 2006). As a result of this politically connected firms prefer to remain
opaque in financial reporting in order to benefit at the expense of investors (e.g., Schipper,
1989; Leuz et al.,2003; Chaney et al., 2011). Typically, firms with poor conservative

accounting are most likely to establish political connections with the ruling family.

The involvement of officials associated with royal family members in corrupt practices
has been recognised ( Moshashai et al., 2018; Lyse, 2017). This has been confirmed by
recent measures adopted including the arrest and detention of suspected corrupted
individuals with support from the Crown Prince Mohammad bin Salman. The recent
measures adopted resulted in the recovery of US$106 billion (Lyse, 2017; Moshashai et al.,
2018). The commitment of the government to eliminate corruption and promote

transparency is expected to boost investor confidence in the Saudi economy (Lyse, 2017).
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The study makes an incremental contribution to the literature beyond Chaney et al.
(2011) by highlighting that 1.644 basis points decrease in accounting conservatism is
related to one standard deviation variation in the existence of ruling family members in
the board which support the notion that politically connected firms in Saudi Arabia adopt
less conservative accounting practices. This effect is negated following changes in 2010
when it became mandatory for listed firms in Saudi Arabia to comply with corporate
governance regulation. In addition, using a sample of 724 firm-year observations over the
period 2007-2015, this study provides robust evidence to suggest that politically
connected firms —i.e., firms that have at least one member of the royal family on the board
of directors — adopt less conservative accounting practices. My empirical model drawing
from three accounting conservatism proxies: an accrual-based proxy (Givoly & Hayn,
2000), a market-based proxy (Beaver & Ryan, 2000), and a proxy of asymmetric
timeliness of earnings (Basu, 1997) to offer new insight on the influence of political
connectedness on accounting conservatism practices. My results remain robust to different
measures of political connectedness — the proportion of royal family directors on the board
and whether the chairperson comes from the royal family. Additional control variables
relating to risk and earnings management, and endogeneity concerns including moderating
effect estimation, propensity-score matching (PSM) and two-stage least squares (2SLS)
tests were carried out. Finally, contextualising the understanding of accounting
conservatism practices within the lens of Saudi Arabia offers opportunities to extend prior
research where the findings can be generalised to other settings within the GCC region

with similar geopolitical dynamics.

The remainder of this study is as follows. The background of royal family influence
in Saudi Arabia is presented followed by the literature review and hypothesis
development. The research design, empirical results and discussion are presented in
subsequent sections. The research ends with robustness checks for endogeneity and

additional tests and conclusion.

2.2  Royal Family Influence in Saudi Arabia

The Capital Market Authority (CMA) has legal authority over the stock market in
Saudi Arabia, and its board members and pieces of regulations are determined by royal
decree (Alshehri & Solomon, 2012). Though corporate governance regulation exist in
Saudi Arabia, it is directed towards the appointment and responsibilities of directors of
corporate boards (Al-Hadi et al., 2016). Within the corporate governance framework, there

exist some variation as determined by Saudi company law and that of the accompanying
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royal decrees (Al-Hadi et al., 2016). For example, Saudi financial reporting standards are
released by Saudi Organization for Certified Public Accountants — the government-

controlled accounting body formed by royal decree (Al-Shammari, Brown, & Tarca, 2008).

Several major corporations in the capital market have also been established by royal
decree including the Saudi Arabian Basic Industries Corporation (SABIC) established in
1976 (Al-Zamil, 1981). In this research, politically connected directors are synonymous
with royal family members or directors appointed by royal decree ( Mazaheri, 2013;
Hertog, 2007). In Saudi Arabia, the appointment of politically connected directors to
corporate boards are influenced by royal family interest, or the interest of founding
members and large shareholders who are likely to be either royal family members or
merchants with royal family association (Al-Hadi et al., 2016; Hertog, 2007). Royal family
members typically have significant investment interests in diverse sectors of the economy
and industries and their ownership in these sectors and the power associated with the royal
family gives them access to other resources including bank loans, social capital etc. (
Mazaheri, 2013; Al-Yousef, 2008).

As a result of recent changes in the Saudi Arabian Vision 2030, the government has
taken steps to transform the country (Moshashai et al., 2018) to benefit everyone
(Nurunnabi, 2018), increasing transparency, eliminating corruption, nepotism and
cronyism, and promoting transparency and equal rights. One major goal of Vision 2030 is
to recover funds stolen by officials (Moshashai et al., 2018). The government has
recognised the involvement of highly placed government officials and royal family
members in corrupt practices, manifested in the recent crackdown on perceived corrupt
officials by Crown Prince Mohammad bin Salman. A BBC report in November 2017
stated that this action had boosted investor confidence in the Saudi economy (Lyse, 2017).
An incident at Ritz-Carlton Riyadh, where some ministers, high placed government
officials and royal family members were put in detention at the hotel for allegedly
engaging in corruption. This is an illustration of the government’s resolve to root out

corruption and recover stolen funds.

2.3 Literature Review and Hypotheses Development

The emerging entrenchment and political connection literature offers various
perspectives on how firms’ political connections affect their decisions, behaviour, and
performance (Faccio, 2006; Johnson & Mitton, 2003; Agrawal & Knoeber, 2001; Fisman,

2001). The emergence of political connectedness and its entrenchment in the business
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environment, together with religious embeddedness in Saudi Arabia, influences the way in
which firms obtain the requisite resources to operate in an efficient manner ( Alshehri &
Solomon, 2012; Haniffa & Hudaib, 2007; Al-Twaijry, Brierley, & Gwilliam, 2002). These
factors and conditions are important considerations in the context of Saudi companies
where social and economic structures are dominated by ‘familiness’, which may translate

into political decision-making and cronyism (Mazaheri, 2013).

On the other hand, the resource-based theory argues that companies form political
connections because politicians control key resources, and by forming political connections
firms can access these resources at a comparatively lower cost than if they were not
connected (Wernerfelt, 1984). Mazaheri (2013) asserts that investors in Saudi Arabia are
more likely to take an interest in firms that clearly exhibit the influence of the ruling elite
because they believe that these connections help ease business transaction costs. The
resource-based theory trumps the requirement for excessive transparency in financial
reporting by firms which is the main basis of accounting conservatism. Therefore, royal

family connectedness may eliminate the requirement for quality financial statements.

2.3.1 Accounting conservatism

In the field of accounting, measuring assets and liabilities is significantly uncertain due
to the fact that not all aspects of accounting are clearly and fully covered by accounting
standards (Chung, Firth, & Kim, 2003). Thus, managers are able to apply their own
discretion in producing accounting estimates, which may be neutral, aggressive or
conservative (Saleh, Iskandar, & Rahmat, 2005). Though managers have a better
understanding of the implications of the firm's conservative accounting, they may neglect
these implications when making financial decisions (Sun & Xu, 2012). The conservative
principle, conceptualised on the accounting principle of prudence, was first promulgated by
Bliss (1924) to anticipate all losses but recognise no profit. Basu (1997) argues that
conservatism is an asymmetric timeliness of earnings, and that recognising good news as
gains requires higher verification than recognising bad news as losses. Conservatism has
been acknowledged as ‘a selection criterion between accounting principles that contributes
to the minimisation of cumulative reported profits by faster expense recognition, slower
revenue recognition, higher liability valuation and lower asset valuation’ (Givoly & Hayn,
2000, p. 292). Ball and Shivakumar (2005) suggest that conservatism is dependent on the
relationship between cash flow and accruals-based operations. This approach is praised for

its non-dependence on market measures, thus eliminating the risk of abnormalities that may
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be caused by market inefficiencies. These varied definitions of conservatism aim to ensure

that any earnings reported are understated rather than overstated.

Some studies have argued that conservatism leads to a reduction in agency conflict
because it decreases managers’ incentives concerning over-payment and enables the
detection of negative net present value projects in the early stages (Ball & Shivakumar,
2005; Kwon, Newman, & Suh, 2001). The new levels of transparency and improved
financial reporting as a result of conservatism in accounting suggests a more liberal business
atmosphere as financial data is full disclosed, up to date and unhampered by influence of
political connectedness. Furthermore, the likelihood of managers to make future investments
based on forecasting rather than results of firm’s expected earnings is eliminated (Ball &
Shivakumar, 2005). Conservatism helps to reduce information asymmetry between
managers and outside shareholders, and limits managers’ opportunistic behaviour ( Lafond
& Watts, 2008; Chen, Hemmer, & Zhang, 2007; Watts, 2003). Kwon (2005) adds that
conservatism can be useful in controlling the cost of sub-optimal managerial decisions when
compared to profits measured. Ball and Shivakumar (2005) find that conservative
accounting improves the usefulness of financial statements, solves agency problems, and
ultimately increases firm value. It has also been argued that accounting principles are

commonly employed to reduce agency costs (see Watts & Zimmerman, 1978).

In the context of Saudi Arabia, the principle of conservatism can be effective in
decreasing agency conflicts between majority shareholders and minority shareholders that
are founded in the dominance of concentrated ownership (Alzharani et al., 2011; Al-
Nodel & Hussainey, 2010; Al-Abbas, 2009). Mohammed et al. (2017) suggest that
conservative accounting contributes to corporate governance, especially in firms with
agency problems between minority and controlling shareholders. However, with the
presence of individuals with a superior power whose interests are in line with managerial
opportunistic behaviour, accounting conservatism may be impeded. French and Raven’s
(1959) theory of power identifies five types of power by which individuals exercise control
over others: reward power, coercive power, legitimate power, referent power, and expert
power. Reward power in a firm occurs when royal directors, for instance, provide or
promise to provide less powerful individuals (e.g., top management) with lucrative
compensation for opportunistically manipulating financial reports (Albrecht et al., 2015)
while shielding them from legal consequences. Coercive power can also be a determining
factor for curtailing management’s tendency to supress financial statements. Coercive

power leans on the valence of threatened punishment i.e., the risk of financial report
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manipulation highly outweighs the reward. Hence, managers may be forced to conform to
the requirements of royal directors within the firm. Ruling family members use their
political power to influence managers and extract company wealth for private benefits
(Hussainey & Al-Nodel, 2008). Therefore, | argue that the application of accounting
conservatism may be less prevalent in firms with ruling family members on their boards
because in many cases political connectedness could stand in for conservatism in terms

legitimacy to bolster investor confidence.

2.3.2 Political connection

In the business context, political connection can be defined as ties that a firm or upper
management holds with either the state or other politicians who hold authority and power
in the decision-making process of a country ( Amore & Bennedsen, 2013; Agrawal &
Knoeber, 2001). A firm can also be considered politically connected if any director of the
board or any executive in the firm is a member of parliament, a municipal council, a high-
ranking official in the armed forces, or a member of the state government (Amore &
Bennedsen, 2013; Polsiri & Jiraporn, 2012; Chaney et al., 2011; Boubakri, Cosset, &
Saffar, 2008; Faccio, 2006). Politically connected firms cans also extent major
shareholders with ties to prominent members of the ruling party (Polsiri & Jiraporn, 2012).
Earlier studies have demonstrated that companies can benefit by using political ties to
improve their financial performance and to limit market entry by competitors ( Xu, Yuan,
Jiang, & Chan, 2015; Boubakri et al., 2008), by obtaining support to help them survive
periods of financial destress, gain favourable credit terms and tax holidays, or benefit from
reductions in capital costs (Boubakri, Cosset, & Saffar, 2012; Claessens, Feijen, &
Laeven, 2008; Faccio, Masulis, & McConnell, 2006). The presence of ruling family
members on a board of directors can be an effective buffer against unfavourable

interventions by government to obstruct a firm’s expansion (Hertog, 2007).

On the one hand, Chaney et al. (2011) argue that political ties provide a disincentive
for being transparent because politically connected members can help protect management
in situations where they have not made full disclosure to stakeholders. It can therefore be
suggested that firms with political ties may have lower levels of accounting conservatism
and transparency compared to firms without such political ties (Mohammed et al., 2017).
Firms with political connections may hesitate to increase their accounting conservatism
since political connection creates agency conflicts between majority and non-majority
shareholders (Schipper, 1989). Al-Hadi et al. (2016) state that directors with political

connections or who are members of powerful families often have significant control,
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particularly when they have both high equity and strong political ties. Such individuals are
able to promote their personal agenda by putting significant pressure on the board to act
in their interests at the expense of minority shareholder. The expropriation of private
benefits from other shareholders® is often achieved by such tactics as fomenting divisions
among minority shareholders so they cannot wield their collective power (Randolph &
Memili, 2018). Fan and Wong (2002) argue that majority shareholders are also able to
conceal their appropriative activities as they control the processes and policies regarding

financial reporting.

Members of the ruling family also tended to be key members in the state government
apparatus, and thus capable of controlling top positions and centralising decision-making
processes (Hertog, 2007). Saudi Arabia is generally characterised by low investor
protection, high ownership concentration, and political connections including shareholders
who have the power to influence both managers’ and minority shareholders’ decisions (
Al-Matari et al., 2012; Al-Abbas, 2009). Shanthy (2010) notes that shareholders who
control cross-shareholding have significant personal interest in serving on firms’ boards,
from which they have power to access and manipulate financial information. Boubakri,
Sattar, and Saffar (2013) provide evidence to suggest that firms with close political ties
make less conservative investment choices and are encouraged to report earnings

aggressively and to invest in risky projects, which leads to less conservatism.

Based on the above argument, | develop the following hypothesis of the relationship

between accounting conservatism and political connection:

Hi  Allelse being equal, politically connected firms are less likely
to adopt conservative accounting.

The unexpected crash in the Saudi Arabia stock market that resulted in the loss of
53% of its market value in 2006 indicates the need to develop effective corporate
governance codes (CGC) that enhance governance practices among Saudi Arabian listed
firms and protect investors (Al-Abbas, 2009; Alshehri & Solomon, 2012; Buallay et al.,
2017). Since the CGC reforms of 2006, there still remain some weaknesses in the CGC
system in relation to disclosure requirements (comply or explain), which may exacerbate
information asymmetry (Al-Filali & Gallarotti, 2012; Al-Janadi et al., 2013). Such

% Larger shareholders tend to exercise their power in a number of forms, including product and other asset
trading at unreasonable prices as well as interest-free cash borrowing; in China this amounts to about 40% in
Chinese listed firms (Qiu, 2006).

19



Chapter Two. Political Connections, Regulatory Changes and Accounting Conservatism

weaknesses in the corporate governance structure and practices demonstrate a lack of
accountability and transparency. Elite families may take advantage of this to exert
influence in decision-making processes to serve their private interests at the expense of
public interest (Al-Alkim, 1996). Even the media has been noted to be controlled to serve
the interests of the economic and political elite (Al-Yousef, 2008). Therefore, to avoid
agency conflicts that may occur due to royal family involvement; strong corporate
governance practises are employed to prevent majority shareholders from exploiting
minority shareholders in the firm (Fama & Jensen, 1983; Watts, 2003). These practises of
CGC became mandatory in 2010 to serve as an economic buffer to prevent events like the
crash of the Saudi Arabia stock market in 2006 and improve lender confidence. Based on
the aforementioned above, strong corporate governance may have moderting effects on
the relation between ruling family with political connection and accounting conservatism.

| state my second hypothesis in the following form:

H,  Corporate governance moderates the association between
politically connected firms and accounting conservatism.

2.4 Research Design

2.4.1 Sample and data

My sample was drawn from the population of non-financial listed firms in the Saudi
Stock Exchange (Tadawul) for the period 2007 to 2015. In 2007, the Saudi Arabian
government begun the implementation of corporate governance as part of the commitment
to promote investor confidence towards the diversification of the economy through private
sector participation (CGC, 2006). I exclude firms in the financial sectors because of the
complexity and differences in capital structures, regulation, and reporting styles (Mehran,
Morrison, & Shapiro, 2011). Data relating to political connections of ruling family
members on boards of directors, and other corporate governance characteristics, were
hand-collected from firms’ annual reports. The annual reports for firms listed in Tadawul
provide full information regarding royal family members in the corporate governance
section of these financial reports, including names, tribes and surnames. | obtained all
financial variables from Capital 1Q except monthly share prices, which were collected
from DataStream. The definition of political connection and other related variables are

provided in Appendix 2.1.

| obtained an original sample of 145 Saudi listed firms (1,305 firm-year observations)

over the fiscal years 2007-2015. After excluding financial firms, Tadawual joint-listed
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firms, firms without corporate governance information and firms with missing data on
control variables, | had a final sample of 93 firms (724 observations) (see Table 2.1, Panel
A). Table 2.1, Panel B shows the distribution of the ruling and non-ruling firms across the
industries. The total number of Royal firms’ observations in my sample is 162, fewer than
the total number of non-ruling firms’ observations. Materials industry sector represents
the largest number firm-year observations having Royal family directors at 76, followed
by consumer staples at 37 and industrials firms at 21 of the total sample 162.

Table 2.1  Summary of the Sample Selections

Panel A: Sample Selections of S&P Capital 1Q 145 Saudi Listed Firms from 2007 to 2015

Number of firms years in the S&P Capital 1Q 145 2007-2015 1,305
Less:
Financial services and insurance firms (398)
Unavailable annual reports for corporate governance data and control variables 183
Final selected sample (93 firms)

724
Panel B: Ruling and Non-ruling Family Firms, by Industry
Industry name All Ruling Non-ruling
Consumer discretionary 117 12 105
Consumer staples 116 37 79
Energy 33 7 26
Health Care 18 0 18
Industrials 105 21 84
Materials 276 76 200
Telecommunication services 32 9 23
Utilities 27 0 27

2.4.2 Empirical model

I estimate Equations (2.1 and 2.2) using a fixed effects regression with year and firm
intercepts. There are two benefits of fixed-effect regression over OLS. First, biased
estimates can potentially be produced by using panel data in an OLS regression because
the observations are not entirely independent. Second, Greene (2000) noted that the fixed
effects regression captures the effects of non-observable firm characteristics that are
constant over time and associated with the independent variables. Therefore, the following

empirical model using fixed effects regression to examine the association between the first
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two measures of conservatism (CON_ACC and CON_MTB) and political connections of

the royal family directors:

Conservatism;, = o+ fiRoyal _D;, + [.SIZE ;, + psSales_Growth;, +f,LEV;, +
BsProfity, + PsCash;; + f;R&D;, + psCG_Indx;, +foFamily D;, +

) ) (Equation 2.1)
BioGoverment _D;, + fiidnst_ Own;, + B1.Geog Sigmt;, +f13Firm_Age;, +

Year Fixed Effects + €,

| predict a negative effect of Royal_D on CON_ACC and CON_MTB CON-MKT in
(Equation 2.1).

| also apply the asymmetric timeliness model (CON_AT) developed by Basu (1997):

E; /P, =By + B,D;, + B:Return;, + BiD; ,x Return;, + B,Royal D, +
PBsRoyal_D;, xD;; + fsRoyal _D;,;x Return;, + f7;Royal_D;;x D;,* Return +

(Equation 2.2)
Pk Control _Vari+ p;Control _Vari, * Di, + B Control_Var;; X Return ;; +

B Control_Var;, < D;;* Return;,+ Year Fixed Effects ¢,

where BK Control_Var are SIZE, Sales_Growth, LEV, Profit, Cash, R&D, CG_Indx,
Family_D, Goverment_D, Inst_Own, Geog_Sigmt, Firm_Age as defined in Section
2.4.2.3 below.

| expect that firms with ruling family member on the board will result in a lower

asymmetric timeliness coefficient in (Equation 2.2).

24.2.1 Dependent Variables

For empirical tests, | apply three proxies of accounting conservatism, all widely used
in the accounting literature (e.g., Franciset al., 2015; Ahmed & Duellman, 2013, 2007;
Ahmed et al., 2002;). My first proxy is an accrual-based conservatism (CON_ACC) of

Givoly and Hayn (2000), who compute accruals in the following form:

Accruals = [(INC + DEP — CF)] / T4 (Equation 2.3)

CON_ACC = (Accruals/3 years) x (-1) (Equation 2.4)

where accruals are measured as income before extraordinary items and discontinued
operations (INC) plus depreciation expense (DEP) minus operating cash flows (CF) to

total assets.
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The accrual-based conservatism (CON_ACC) is calculated as the average accrual
value over a three-year period centred on year t,and multiplied by negative one. Higher
values of CON_ACC indicate more accounting conservatism as accounting conservatism
produces persistently negative accrual (Givoly & Hayn, 2000). Averaging over a couple
of periods may mitigate the effects of any large temporary accruals, as accruals can be
reversed within a one- to two-year period (Ahmed & Duellman, 2007). Since the sample
of this study is 2007-2015, 11 years’ complete financial data (2006-2016) are required to

calculate accrual.

My second proxy is a market value-based measure of accounting conservatism
(CON_MTB) which is calculated by multiplying the book-to-market ratio by -1. Higher
CON_MTB values indicate greater conservative accounting since firms applying
accounting conservatism should have lower book-to-market ratios (Beaver & Ryan, 2000).
The strength of this proxy is that it reflects asymmetric information since it recognises
earlier expenses, losses and deferred revenue, capturing a cumulative understatement of
net assets relative to market value ( Khan & Watts, 2009; Ahmed & Duellman, 2007;
Ahmed et al., 2002). However, CON_MTB is also likely to be used as a measure of a firm’s
growth opportunities because these are reflected by market value ( Ahmed & Duellman,
2007; Ahmed et al., 2002;). In addition to reflecting CON_MTB, conservatism is likely to
reflect economic rents, which are generated by future growth opportunities as well as
firms’ assets-in-place (Ahmed et al., 2002; Ahmed & Duellman, 2007).

My third measure of conservatism is Basu’s (1997) asymmetric timeliness model
(CON_AT) that uses reverse regression between returns and earnings, capturing

differences in the influence of negative returns on earnings and positive returns.

Basu (1997) estimates the following regression model as:

Ei,t /Pi,t—] :ﬂ() + ﬁ]Di,t + ﬁzReturni,t + ﬂj’Di,tx Returni,t +€iy (Equation 2.5)

where Eit/Pit-1 is earnings before extraordinary items of firm i in year t, divided by its market
value of equity in year t-1; Return is the 12-month cumulated share returns of a firm from
nine months before the fiscal year’s end to three months after its end; D isa dummy variable
equal to 1 if returns are negative; ReturnxD is an interaction between Return and D. The
Basu coefficient #z (usually referring to asymmetric timeliness) is the proxy of incremental
timeliness of earnings that recognise bad news over good news. A significantly positive

coefficient of f3shows a greater degree of accounting conservatism (Basu, 1997).
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2.4.2.2  Independent variable

The main independent variable in this study is the political connections of ruling family
members on boards of directors (Royal_D). This is a dummy variable that takes a value of
1if a firm has at least one ruling family member on the board of directors, 0 otherwise.

2.4.2.3 Control variables

Consistent with prior literature ( Al-Hadi et al., 2016; Francis et al., 2015; Ahmed &
Duellman, , 2013, 2007; Chaney et al., 2011; Lafond & Watts, 2008; Zhang, 2008), |
include several variables in my analysis to control for firm characteristics and corporate
governance. Watts and Zimmerman (1978) argue that large firms are likely to face political
costs, which encourages them to adopt more accounting conservatism. | therefore include
firm size (SIZE) in my regression model, calculated as the natural logarithm of total assets.
Large institutions in the emerging Saudi market are visible and economically important
(Al-Shammari et al., 2008), and | thus expect a positive relationship between firm size and
conservatism ( Ahmed & Duellman, 2007; Ahmed et al., 2002).

I include sales growth (Sales_Growth), measured as the annual percentage growth
change in total sales. Ahmed et al. (2002) contend that the growth of sales is likely to
affect accounting conservatism because it influences accruals (i.e., changes inventory and
receivable). Furthermore, large sales growth is likely to influence the expectations of
markets for future cash flows, which in turn influence CON-MKT. Studies have shown
that Sales_Growth is consistently and negatively related to CON_ACC and positively
related to CON_MTB (Ahmed et al., 2002; Ahmed & Duellman, 2007).

I control for leverage (LEV), calculated as the total long-term debt scaled by total
assets. It is predicted a positive relationship between LEV and conservatism because
firms with greater levels of LEV are likely to have a higher conflict between shareholders
and bondholders that may increase the demand for accounting conservatism ( Francis et
al., 2015; Zhang, 2008; Ahmed & Duellman, 2007). Consistent with prior studies, |
control for profitability and cash holding because profitable firms tend to use more
accounting conservatism ( Francis et al., 2015; Ahmed & Duellman, 2007; Ahmed et
al., 2002). 1 include research and development costs scaled by total sales (R&D) as a
control variable as it has been argued that R&D is likely to affect economic rents
generated by positive NPV investment opportunities (captured in CON_MTB) and
assets-in-place (Ahmed & Duellman, 2007).
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Following prior studies (e.g., Al-Hadi et al., 2016; Chaney et al., 2011; Chi et al.,
2009; Wan-Hussin, 2009), | control for the firm’s level of governance mechanism
(CG_Indx), the CG_Indx variable is constructed by six items: four dummy variables for
board characteristics (CEO duality with chairman, board of busyness directors, majority
independent directors on the board in at least three, and membership of chairman in at
least one of board monitoring committee) ; a dummy variable takes a value of 1if a firm
with an audit committee, and a dummy variable takes a value of 1if a firm with a
nomination or remuneration committee. | scale the total number by an expected maximum
number of six items. | include the presence of family directors (Family_D) on the board
as one of my control variables. It is a dummy variable that takes value of 1 if there is at
least one family member on the corporate board, otherwise 0 (Al-Hadi et al., 2016; Ali,
Chen, & Radhakrishnan, 2007). | followed Al-Hadi et al. (2016) approach in controlling
for government ownership (Government_D), measured as 1 if there is at least one

government directors on the board, otherwise 0.

I also control for institutional ownership, Inst._ Own, by including the percentage of
institutional shareholders because institutional investors with large stockholdings can
influence the degree and type of monitoring activities through their voting power (Ahmed
& Duellman, 2007; Bhojraj & Sengupta, 2003). | control for geographic diversification
(Geog_Sigmt), calculated as a dummy variable that takes a value of 1 for firms with
geographic segments, 0 otherwise. This is consistent with studies that that find that firms
with Geog_Sigmt tend to have low values and high agency costs (e.g., Bushmanet al.,
2004; Lamont & Polk, 2002). Following Bushman et al. (2004) and et al. (2016), | also
include the natural logarithm of the number of years a firm has been incorporated
(Firm_Age), as a control variable and expect a negative relationship between firm age and
conservatism. | winsorise all continuous variables at the 1% and 99% levels to minimize

the influence of outliers on standard deviations and sample means.

2.5  Empirical Results and Discussion

2.5.1 Univariate analysis

Table 2.2, Panel A presents the descriptive statistics for all variables in the regression
model (1). The mean value of the accrual-based conservatism (CON_ACC) is -0.289 with
a standard deviation of 0.242, which is lower than the mean value of accrual-based
conservatism reported by Ahmed and Duellman (2007), Krishnan and Visvanathan (2008)
and Elshandidy and Hassanein (2014). This negative sign suggests that the level of
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CON_ACC in Saudi Arabian firms is lower than in countries such as the United States and
United Kingdom. This is most likely due to the unique influence of royal family directors
in the board of Saudi firms. My result for the mean (standard deviation) value of the book-
to-market ratio multiplied by -1 (CON_MTB) is -0.572 (0.319), which is similar to Ahmed
and Duellman’s (2007) findings. On average, 22.4% of the listed non-financial firms in
Saudi Arabia have at least one royal family member on their board (Royal_D), with a
standard deviation of 0.417; this finding is similar to that of Al-Hadi et al. (2016) who
found an average 31.2%, with a standard deviation of 0.464, among the listed financial
firms in GCC countries as a whole. | also show the mean (median) of Royal P (the
proportion of royal family members on the board over board size) in the sample period is
0.0416 (0.00) with maximum four directors in the board. For control variables, | find in
my sample that the mean (median) of firm assets is $3,653 million ($540.55 million). The
means of SIZE, Sales_Growth and Leverage are similar and consistent with the findings
of Ahmed and Duellman (2007) and Ahmed et al. (2002), Profit, and Cash, comprise about
9% and 10%, respectively. In addition, Family D has a relatively high average percentage
of 31.5%, which is consistent with the results of Al-Hadi et al. (2016) and Halawi and
Davidson (2008). The statistics of my control variables are similar and consistent with
prior studies in GCC countries (Al-Hadi et al., 2016; Eulaiwi, Al-Hadi, Taylor, Al-
Yahyaee, & Evans, 2016). The mean value of the dummy variable for negative return (D)

is 0.512, which shows that 51.2% of the sample have negative stock return.

| separate my sample into two sub-samples to indicate the existence of at least one
ruling member on the board of directors and Table 2.2, Panel B reports the univariate
comparison. | find that the mean of CON_ACC decreases from -0.279 to -0.327 with
Royal_ D and this mean difference of 0.049 is statistically significant at 5%. This univariate
comparison supports my hypothesis that firms with ruling family members on the board are
less conservative in their financial reporting. With regard to firm variables, the mean value
of firm assets in ruling family directors are estimated at US$5,593.368, which is higher
than the mean value of non-ruling family with US$3,093.744. These results suggest that
ruling family directors appear to exist in large firms. Furthermore, I confirm the degree of
the power of the ruling family as flow: the mean total sales of ruling family firms are
estimated at US$2,786 whilst the mean of non-ruling is US$1,064, and the mean of
outstanding shares in the existing ruling family is 295.719, which is higher than 265.445 of
non-ruling family. Furthermore, the ruling family firms tend to have more long-term debt
with a mean value of US$1,378.07 and pay lower interest rates to the lenders with mean of

3.227%, while non-ruling family firms have a mean of US$896.19 long-term debt and a
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high mean of 8.33% interest rates. They also generate more cash from operating income
with a mean of US$772.84, while non-ruling has a mean value of US$289.24. Finally,
ruling family firms have a higher likelihood of reporting a loss with a mean of 0.082,
compared to non-ruling with 0.072. the ruling family employs services of local auditors
avoiding the big four auditors who are widely associated with accounting conservatism as
part of their process. These results also suggest that managers have protection in their
decision-making by ruling family directors, which supports my hypothesis.

Family_D and Inst_Own with Royal_ D tend to be smaller and the mean differences
are statistically significant. These mean differences between firms’ characteristics with

ruling family directors confirm the necessity to control for these variables.

Table 2.2  Descriptive Statistics and Comparisons by Ruling Family Members

Panel A: Descriptive Statistics

Variable N Mean S.D. Min Mdn Max

CON_ACC 724 -0.289 0.241 -0.936 -0.240 0.166
CON_MTB 724 -0.572 0.319 -2.009 -0.509 -0.106
Royal D 724 0.224 0.417 0.000 0.000 1.000
Royal P 724 0.0416 0.088 0.000 0.000 0.429
SIZE 724 6.445 1.663 3.054 6.293 11.342
Sales_Growth 724 0.125 0.404 -0.808 0.075 2.637
Leverage 724 0.137 0.165 0.000 0.064 0.624
Profit 724 0.099 0.218 -4.062 0.101 0.566
Cash 724 0.100 0.093 0.004 0.063 0.415
R&D 724 0.000 0.001 0.000 0.000 0.007

CG_Indx 724 0.541 0.164 0.000 0.500 0.833

Family D 724 0.315 0.465 0.000 0.000 1.000
Goverment_D 724 0.231 0.422 0.000 0.000 1.000
Inst_ Own 724 0.123 0.191 0.000 0.000 0.700
Geog_Sigmt 724 0.725 0.447 0.000 1.000 1.000
AGE 724 3.059 0.691 0.000 3.178 4.174
CON_AT 724 0. 058 0. 066 -0.355 0.058 0.523
Return 724 0.043 0.429 -0.774 -0. 014 1.926

D 724 0.512 0.500 0.000 1.000 1.000
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Table 2.2 (continued)

Panel B: Comparisons by Ruling Family Member

Royal D=0 Royal D=1 Mean Difference
Variable Mean STD Mean STD Difference t-Value
CON_ACC -0.279 0.240 -0.327 0.242 0.049 2.28**
CON_MTB -0.654 0.652 -0.548 0.305 -0.106 -2.00**
Assets (SMM) 3,093.744 376 5,593.368 1499 -2,499.624 -2.34**
Sales_Growth 0.130 0.418 0.106 0.352 0.024 0.73
Leverage 0.150 0.172 0.092 0.123 0.058 4.80%**
Profit 0.104 0.138 0.093 0.384 0.009 0.28
Cash 0.098 0.093 0.109 0.102 -0.011 -1.21
R&D 0.001 0.009 0.001 0.004 0.0004 -1.05
CG_Indx 0.542 0.167 0.540 0.154 0.001 0.10
Family D 0.351 0.478 0.019 0.135 0.332 14.58***
Goverment_D 0.101 0.302 0.123 0.329 -0.022 -0.76
Inst_ Own 0.129 0.193 0.098 0.185 0.031 1.88**
Geog_Sigmt 0.746 0.436 0.654 0.477 0.091 2.18**
AGE 3.028 0.664 3.194 0.679 -0.166 -2.75%**

Notes: This table reports descriptive statistics in Panel A and univariate comparisons for ruling family director
in Panel B. All Variable definitions are presented in appendix 2.1. *, **, and *** indicate significance at
10%, 5%, and 1% levels, respectively.

2.5.2 Correlation analysis

Table 2.3 presents the Pearson correlation matrix between the accounting
c