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Abstract

The aim of this thesis is to examine whether the Corporate Governance (CG) structure in
potential investee companies in Saudi Arabia has an impact on major shareholders choices of
shares. Scholars argue that good CG practices provide investors with more confidence to invest
their wealth in capital markets especially in developing countries (McKinsey, 2000). Saudi
Arabia embraces unique cultural, economic, social, religious settings and is characterised with
a prevalent presence of major shareholders in the capital market that is accompanied by
allegedly weak legal settings, which was observed after the infamous collapse of the Saudi
capital market in February 2006 (Ramady, 2010; Al-Nodel and Hussainey, 2010; Al-Matari,
Al-Swidi and Fadzil, 2012).

In order to investigate the impact of corporate governance on major shareholdings in the Saudi
capital market, a full review of the CG evolution in Saudi Arabia is presented and two sets of
questions are identified to achieve the objectives of this thesis. To address the research
questions, this thesis employs triangulation (i.e., mixed methods, quantitative and qualitative)
and embraces agency theory as main theoretical framework. The quantitative assessment is
performed using a panel data analysis of 97 non-financial listed companies in the Saudi capital
market over the period from 2013 to 2017 (485 observations). The qualitative assessment is
performed by conducting semi-structured interviews with fifteen participants of different

categories of major shareholders within the Saudi capital market.

Overall, the regression analysis has shown that total major shareholdings have a significant
negative relationship with CG score. Some interviewees expressed similar views toward such
mechanisms as they are believed to be responsible for the limitation of their power over
investee firms. The results of regression analysis to each category of major shareholders have
revealed that the only categories that are significantly related to CG is wealthy families
(negative) and wealthy individuals (positive), which is also supported by the findings of the
qualitative assessment. The qualitative assessment of the rest of major shareholders categories
have provided mixed results concerning CG preferences. Few interviewees believe that some
parts of CG structure of investee firms play a role during the decision-making of their
investments. On the other hand, most interviewees have revealed that CG in general is not
taken into consideration when making investment decisions. This explains the insignificant
relationship between CG and most categories of major shareholders revealed by the regression

analysis.
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Chapter 1. Introduction

1.1 Preamble

Corporate Governance (CG) has been an attractive theme of research in the recent twenty years.
Economic events and scandals, such as the breakdowns of Enron and WorldCom in the US,
Royal Ahold and Parmalat Maxwell in Europe, and the Asian financial crisis were indeed a
substantial motive toward the focus on various issues concerning CG (Pettigrew and McNulty,
1995; Melis, 2005; Adams, Hermalin and Weisbach, 2009). Such collapses have steered
investors away and caused the loss of their confidence in capital markets, which eventually
raised the prominence of well-developed structures of CG (Demirag and Solomon, 2003). The
existence of improper practices such as the negligence of the role of Non-Executive Directors
(NEDs) as in the case of Enron (Solomon, 2007) and the overshadowing role of Chief
Executive Officer (CEO) that faded the role of institutional investors as in the case of Royall
Ahold, have led to such scandals (Mallin, 2007).

As a result, CG has become the topic of many debates among scholars and professionals
attempting to restore investors’ confidence and improve firm performance (Mangunyi, 2011).
This interest in CG, in both developed and developing markets, has incentivised continuous
publication of books and research in the field of CG as well as to the development and
implementation of numerous regulations and laws across markets. Therefore, the topic of CG
has been established as a mean to avoid business collapses around the world (Dunne et al.,
2003; Mallin, 2007). However, CG importance is not only deemed as a tool to prevent
corporate failures but also to boost the level of accountability, business growth, lowering the
possibility of financial failure and dropping the cost of debt (McGee, 2009; Claessens and
Yurtoglu, 2013). Given this, it can be realised that one of the incentives of implementing proper
CG practices is to attract investors and restore their confidence by promoting growth in markets
and increase the accountability.

Recently, the relationship between major shareholders and CG has been the interest of many
researchers. Ownership concentration is viewed as a controlling tool which may eliminate
agency problems that could arise between managers and owners (Jensen and Meckling, 1976).
In theory, researchers assume that increases in ownership concentration leads to effective
monitoring. Therefore, major shareholders play an effective role in aligning the interests of
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managers and owners (Shleifer and Vishny, 1986). Deriving from these theories, this research
does not focus on the role of major shareholders in enhancing the control and monitoring role
but instead proceeds toward examining the relationship between CG and major shareholders,
and precisely on how CG practices of potential investee firms can have an impact on major
shareholdings share choices in the Saudi capital market, which is deemed as one of the

incentives of developing CG practices around the world.

The motivation for focusing on the impact of CG practices on investment choices of major
shareholders is derived from the complications that financial crises have caused in regard to
investors’ confidence and finance sources of firms. To elaborate, these crises that are caused
by poor CG practices, transparency and disclosure quality (Haniffa and Hudaib, 2006), could
weaken firms’ ability to find finance sources such as banks, which eventually could put such
firms in a risky position of being incapable of paying their obligations. Additionally, finding
alternative finance sources is important for the sake of firms’ survival. In this case, gaining the
trust of major shareholders, who are considered a finance source, would create an opportunity
to expand the options of financing firms’ projects (Bernanke, 1983, cited in Hawas, 2016).

Therefore, this thesis concentrates on the impact of CG practices in attracting major investors.

Before investigating the main issue of this research thoroughly, it is important to provide a
brief introduction to the CG theoretical definitions, which could help understanding the
discussions raised throughout this thesis. Thus, the next section of this chapter will present an
introduction to CG, and the following sections will fully explain the research aims, questions,

and structure.

1.2 Introduction to Corporate Governance

1.2.1 Definitions

Many academics and scholars have presented various definitions of CG, where each person
studies companies from a different angle, which had led to different perceptions of CG that has
caused the inability to recognise a unified definition (Mallin, 2007). One possible explanation
of these differences is that different countries adopt different CG practices based on variations

in their social norms, culture, and history. Each market may feature distinct characteristics that



differentiate it from other markets (Arcot and Bruno, 2006). In general, CG definitions support
the importance of shareholders to their respective firms, the importance of internal control

structures, engagement of with the different stakeholders and firms’ social role (Shleifer &

Vishny, 1997; Cadbury, 1992; OECD, 1999).

It is argued that the definition of CG can be viewed by two key perceptions: the narrow
perception and the broad perception. The narrow perception of CG is usually limited to the
matters related to investors’ protection, management monitor and control, and other concerns
linked to the problem of the agency theory (Olayiwola, 2010). This perception views CG as a
tool used to ease problems caused by the separation of ownership and management in large
companies (Tricker and Tricker, 2012). Researchers who approve this perception define CG as
a collection of standards that intend to align the interests of shareholders and management
(Johansson, Cheema and Mir, 2009). In contrast, the broad perception of CG leans toward the
stakeholders’ theory (Lin, Li and Bu, 2015). Supporters of this perception claim that CG is
supposed to concentrate on handling the relationship between the different stakeholders of a
company, including shareholders, creditors, debtors, customers and employees (Tirole, 2001).
Based on this school of thought, CG is generally seen as a collection of rules and regulations
that manage the relationship between a firm and its stakeholders (Becht, Bolton and Roell,
2003). This section presents the most recognised definitions of CG and indicates which ones
are embraced by this research

One prevalent definition of CG was presented by the Cadbury Report (1992). The Cadbury
Report has made a fundamental contribution to the area of CG in the modern era. The main
motive for issuing this report was the surrounding concerns around the level of investors’
confidence in the quality of financial reporting and accountability (Weir and Laing, 2001). The
definition established by the Cadbury Report (2014, p. 14) describes CG as ‘the system by
which companies are directed and controlled’. Sir Adrian Cadbury extends the discussion by
stating that:

Corporate governance is concerned with holding the balance between
economic and social goals and between individual and communal goals.
The governance framework is there to encourage the efficient use of
resources and equally to require accountability for the stewardship of those
resources. The aim is to align as nearly as possible the interests of

individuals, corporations and society. (Iskander and Chamlou, 2000, p. vi)



The focus of the Cadbury Report was on the absence of the accountability of managements,
the lack of proper financial reporting, the presence of untrusted external auditors. The report
also suggests a number of mechanisms that assists in solving such issues including management
accountability. Likewise, Prowse (1998b) demonstrated similar perceptions that are related to
management accountability to investors. It is argued that the Cadbury Report is somehow
flawed in regard of management accountability to shareholders since there are other

stakeholder groups who hold the management accountable for their interests as well.
Shleifer and Vishny (1997, p. 737) present a definition of CG as:

The ways in which suppliers of finance to corporations assure themselves

of getting a return on their investment.

Their definition indicates that CG is fundamental to firms to guarantee a return on investments
to shareholders. It also demonstrates the agency problem that arises as a result of the separation
of ownership and control which leads to the necessity of proper CG practices (Epps and
Cereola, 2008). In the same vein, La Porta et al. (2000) defines CG as:

A set of mechanisms through which outside investors protect themselves

against expropriation by insiders.

They emphasise that CG is essentially needed to remedy the split between insider and outsider
investors that leads to conflicts of distinct interests between major and small investors and
expropriation. Though, they express their view based on the narrow perception of CG due to
the fact their interest is concerned with only the return on capital providers investments with
ignoring the interests of other stakeholder groups.

Additionally, The Organisation of Economic Co-operation and Development (OECD)
conceptualises CG as: “a set of relationships between a company’s management, its board, its
shareholders and other stakeholders, and provides the structure through which objectives of the
company are set, and the means of attaining those objectives and monitoring performance
determined” (OECD, 1999, p. 11). The CG view of the OECD supports directors’ responsibility
toward the interests of their stakeholders (OECD, 2004), by stating that CG is:

...... procedures and processes according to which an organisation is
directed and controlled. The corporate governance structure specifies the

distribution of rights and responsibilities among the different participants



in the organisation such as the board, managers, shareholders and other

stakeholders, and lays down the rules and procedures for decision-making.

The OECD reinforced the view that directors are held accountable to the outcomes of their
planning, leadership, communicating with stakeholder, conflicts of interests and the entity
management. The CG framework established by the OECD has provided interests of
stakeholders with better emphasis. According to Oman (2001) and Solomon (2007), they argue
that although markets across the world may be characterised with different cultural, social,
legal and political norms, definitions of CG are ought to highlight the importance of
shareholders and other stakeholders’ interests for the reason that CG is deemed as a system that

verifies and balances companies’ insider and outsider parties.

On this basis, a number of CG characteristics are reflected such as: (1) managements act as
agents of capital providers, (2) managements are responsible for controlling and monitoring
their firms’ operations, (3) managements accountability extends to their shareholders as well
as other stakeholder groups, (4) Protecting investors interests and maximising firm’s value is
the duty of directors and managers. As a result, it is noted that firms’ managements have a great
deal of responsibilities that leads toward the idealist return on shareholders’ investments. From
the above review of CG definitions, this research employs the narrow perception of CG to

investigate the impact that CG has on major shareholders investment decisions in Saudi Arabia.

1.3 Research Motivations

As mentioned earlier, financial crises that occurred globally, such as the crisis in the South East
Asian capital market in 1997/1998, has been attributed to weak CG structures, transparency
and disclosure quality (Haniffa and Hudaib, 2006). The collapses of major firms over the past
twenty-five years, especially in developed markets, have also been linked to poor CG structures
and practices (Hussainey and Al-Najjar, 2012; Ntim et al., 2012a). Consequently, such
collapses have affected almost all developing and developed markets around the world (Dullien
et al., 2010). For instance, a severe financial crisis may compel banks to lower their credit
exposure, which eventually would affect their desire or ability to lend. In this case, finance
sources of non-financial firms would diminish which could place such firms in a risky position
of being unable to pay their obligations. Thus, finding other finance sources would be crucial

for their survival (Bernanke, 1983, cited in Hawas, 2016). Hence, this thesis concentrates on



the impact of CG structure in Saudi non-financial firms on attracting major shareholders, who
are considered as a finance source and a mean of increasing firm’s shareholders base. Given

this, the focus of this thesis will be on the Saudi capital market for a number of reasons.

To begin with, Saudi Arabia has specific institutional, economic, political and legal systems
that are similar to some other developing countries in the MENA region (Piesse et al., 2012).
However, the kingdom’s institutional and legal characteristics are somehow different from
many developing and developed countries. For instance, Sharia law is dominant across
different aspects within the country (Hussainey and Al-Nodel, 2008; Safieddine, 2009; Judge,
2010). The constitution of Saudi Arabia is prominently based on Sharia which signify that
many laws are originated from Islamic teachings (Al-Matari et al., 2012). This indicates that
different sectors including business, economy, politics and law are influenced by Islamic
principles (Abu-Tapanjeh, 2009; Kamla, 2009). In addition, the characteristics of Islamic
governance, including accountability, fairness, morality, social responsibility and
transparency, are believed to be originated from such Islamic values. Therefore, it would be
interesting to investigate the CG experiment in Saudi Arabia (Lewis, 2005; Safieddine, 2009).

In addition, Saudi Arabia is uniquely characterised with distinctive cultural and social systems
(Al-Twaijry et al., 2002; Haniffa and Hudaib, 2007; Alshehri and Solomon, 2012). To
illustrate, businesses are extensively influenced by informal ties among families, tribes and
individuals, which is a social norm that is greatly valued (Hussainey and Al-Nodel, 2008).
According to Baydoun et al. (2013), a large proportion of firms’ operation within the MENA
region are controlled by wealthy families. Families tend to hire their own relatives which
indicates that their selection criteria are based on their ties, loyalty and personal relationships
rather than competence, experience and proper qualifications. Thus, internal governance

standards might be negatively affected by such behaviour (Albassam, 2014).

Furthermore, the political system in Saudi Arabia is formed on monarchical rule. All three main
fundamental structures, namely the executive, legislature and judiciary, are entirely dominated
by the Saudi king (Al-Matari et al., 2012). Hussainey and Al-Nodel (2008) indicates that firms
CG practices, such as appointment of board directors, are often affected by political linkage.
They claim that political appointments are overshadowing in public firms, which may
negatively affect boards composition and independence. This government interference may
also weaken the effectiveness of CG practices that are implemented by authorities in the Saudi

capital market.



According to Alsaeed (2006), Kamla and Roberts (2010) and Baydoun et al. (2013), the current
literature indicates that the tendency in conducting studies related to CG within the MENA
region, including Saudi Arabia, has been gradually increasing. The different social, religious
and political systems that exist within this region has stimulated researchers to further explore
CG issues in these countries. Therefore, such differences may have an impact on the

effectiveness of CG structure and practices.

Moreover, the ownership structure in Saudi listed companies is highly concentrated (Baydoun
et al., 2013). One of the implications of such structure is that the agency problem can be
exacerbated due to limited distinction between agents and principals (Jensen and Meckling,
1976). Another implication of high ownership concentration is that owners of middle eastern
corporations tend to appoint their relatives and friends as board members, which is destructive
to board independence. According to the World Bank’s Report on the Observance of Standards
and Codes (ROSC), listed companies in the Saudi capital market are commonly controlled by
governmental institutions and wealthy families (ROSC, 2009). Thus, poor CG is perceived to
have serious implications on the investors’ confidence and interests, which eventually
negatively impact the attractiveness of investment in the Saudi capital market (Albassam,
2014). On the other hand, the reliability and effectiveness of capital markets can be reinforced
by adopting good CG practices. As a result, firms with proper CG structure will operate more
efficiently compared to poor governed firms, which enable them to attract potential investors,
and in this situation firms will be able to gain an additional finance source for further
expansions (e.g., McCahery et al., 2010; Hawas, 2016). Additionally, a survey by McKinsey
(2000) revealed that many investors lean toward well-governed firms. This raises the question
of whether investors take into consideration CG in their investment decisions, especially in
emerging markets such as Saudi Arabia. There is a growing concern regarding the dearth of
studies that investigate the relationship between CG and major investors within the Saudi
context. Although there is heterogeneity in regard of beliefs, preference, and skills among
major investors (Crongvist and Fahlenbrach, 2009), most studies concerning the impact of CG
on investment decisions of major shareholders, particularly in developed countries, have
focused on institutional investors only and paid less attention to other categories of major
investors (e.g., Chung and Zhang, 2011; Ferreira and Matos, 2008; Khurshed et al., 2011).
Therefore, this thesis focuses on the impact of CG on the investment decisions of major
shareholders in the Saudi capital market as well as investigating the CG preferences of different
categories of major shareholders.



1.4 Research Aims and Questions

A great deal of existing and ongoing research can be found for CG and many topics related to
it such as: board structure (Hermalin and Weisbach, 1991; Bathala and Rao, 1995; Beine et al.,
2004; Donnelly and Mulcahy, 2008), compensation (Hartzell and Starks, 2003; Ozkan, 2007;
Chalevas, 2011), equity (Gompers and Metrick, 2003; Cremers and Nair, 2005), institutional
investors (Bennett et al., 2000; Dahlquist and Robertsson, 2001; Gompers and Metrick, 2001,
Davis, 2002; Chung and Zhang, 2011), firm value (Lemmon and Lins, 2003; Bauer et al., 2004;
Gupta et al., 2009; Ammann et al., 2011; Black et al., 2011), and firm performance (Aggarwal
and Knoeber, 1996, Bhagat and Black, 2002; Bhagat and Bolton, 2008; Anderson and Gupta,
2009; Bauer et al., 2010). However, less attention has been paid to the interests of different

classes of major shareholders regarding CG practices, especially in Saudi Arabia.

In the Saudi context, studies have been focusing in a number of issues related to ‘institutional
investors’ such as: their linkage to firm performance (Alhassan et al., 2015; Al-Sahafi et al.,
2015; Abdallah and Ismail, 2017), impact on the CG system (Bukhari, 2014; Alakkas, 2016),
and their relationship with corporate disclosures (Al-Bassam et al., 2015; Al-Janadi et al., 2016;
Habbash, 2015; Razak and Zarie, 2015), but to the researcher knowledge there is no study has
examined the impact of CG on investment choices of major investors and their different
categories that exist substantially within the Saudi capital market. Therefore, this research aims
to explain the relationship between CG and major shareholdings in the Saudi capital market as
well as examining the aspects of CG that affect major shareholders choices of shares and
attempts to go beyond the rhetorical answer that CG is important to major shareholders and

explore their views of CG practices and their role as major investors in the capital market.

Thus, this research intends to answer seven questions to provide the current literature with
further evidence on the impact that CG is perceived to have on choices of shares of major

shareholdings in the Saudi capital market. The questions are explained as follows:

QUESTION ONE: WHAT IS THE EXTENT OF CG EVOLUTION IN SAUDI ARABIA?

This question attempts to shed light upon the history of CG developments in Saudi Arabia and
pay more attention to the newly announced CG regulations in February 2017. Also, it aims to
figure out the changes and implications of the new regulations as they are assumed to provide
shareholders and boards with improved rights and more transparency. In addition, changes that

took place during the period under investigation are also going to be analysed.
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QUESTION TWO: WHAT ARE THE VIEWS OF MAJOR SHAREHOLDERS IN REGARD TO
THE PERCEPTION, IMPORTANCE, AND COMPLIANCE OF CG?

This question attempts to explore the perceptions of major shareholders regarding their
understanding of the meaning of CG and what definitions they can provide to be compared to
literature. It also attempts to demonstrate their views of the and importance of CG and whether
they grasp its necessity since the market crash in 2006. Additionally, the question investigates
the level of compliance of their investee firms and the changes they experienced throughout

the years since many provisions of the CG code have become mandatory.

QUESTION THREE: WHAT ARE THE VIEWS OF MAJOR SHAREHOLDERS TO DIFFERENT
CG MECHANISMS IMPOSED ON LISTED COMPANIES?

This question investigates the perceptions of major shareholders regarding the CG mechanisms
that are imposed on Saudi listed companies such as: board composition and independence,
board size, board sub-committees, accumulative voting rights, and sharcholders’ rights. It
attempts to demonstrate their evaluation of such mechanisms and whether they are considered
favourable to their investee firms. It also evaluates their awareness of the purposes beyond CG

mechanisms.

QUESTION FOUR: WHAT ARE THE VIEWS OF MAJOR SHAREHOLDERS IN REGARD TO
THEIR ROLE IN THE SAUDI CAPITAL MARKET?

This question explores the views of major shareholders regarding their role and activism in the
market. The outcomes of this question can provide an evidence of the extent of power of

different categories of major shareholders in Saudi Arabia.

QUESTION FIVE: WHAT ARE THE VIEWS OF MAJOR SHAREHOLDERS IN REGARD OF
THE IMPACT OF CG PRACTICES IN POTENTIAL INVESTEE COMPANIES ON THEIR
INVESTMENT DECISIONS?

Answering this question would be useful for policy makers and firms, as major shareholders
play a major role in share markets and own a high percentage of the Saudi Market. This would
provide an evidence of what CG aspects attract investments to the market, besides of course

other factors.



QUESTION SIX: WHAT CG MECHANISMS DO AFFECT SELECTION OF SHARES OF
MAJOR SHAREHOLDERS?

This questions statistically examines the impact of CG structure in potential investee firms on
the selection of shares of major shareholders. It illustrates what CG aspects attracts major
shareholders in listed companies and whether the relationship is significant or not to contribute

to the literature with an evidence of the perceived impact that CG has on investors.

QUESTION SEVEN: WHAT ARE THE PREFERENCES OF THE DIFFERENT CATEGORIES
OF MAJOR SHAREHOLDERS IN CG MECHANISMS?

To answer this question, major shareholders are divided into categories based on the types that
exist in the Saudi capital market. Each category preferences are examined statistically to
provide an evidence of the different interests of such categories which is one of the
contributions of this thesis. Table 1.1 presents the research aim, questions, and methods

employed to obtain answers.

Research Aim Research Questions Method

Question one: What is the extent of CG evolution in
Saudi Arabia?

Question two: What are the views of major shareholders
regarding the perception, importance, and compliance of
CG?

Question three: What are the views of major
shareholders to different CG mechanisms imposed on
listed companies?

Question four: What are the views of major

Research Review

Semi-structured
Interviews

Semi-structured
Interviews

o0 explore the evolution of CG regulations in Saudi
rabia since the collapse and examine the impact of
such regulations on major shareholders choices of

T
A

shares in the Saudi capital market

shareholders regarding their role in the Saudi capital
market?

Semi-structured
Interviews

Question five: What are the views of major shareholders
in regard of the impact of CG practices in potential
investee companies on their investment decisions?

Semi-structured
Interviews

Quiestion six: What CG mechanisms do affect selection
of shares of major shareholders?

Panel Data Analysis
(Regression Analysis)

Question seven: What are the preferences of the
different categories of major shareholders in CG
mechanisms?

Panel Data Analysis
(Regression Analysis)

Table 1.1: Research Aim, Questions and Methods

Source: constructed by the researcher
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1.5 Research Structure

This research comprises of eight chapters for the purpose of examining the relationship
between CG and major shareholders and how CG may affect their choices of shares in the

Saudi capital market. The following is a brief outline of the structure of this thesis.

The first chapter is the ‘Introduction’ chapter. This chapter presents the overall background of
the topic in the world. It demonstrates definitions of CG and its theoretical background. It also

presents the motivations, aims, questions, and structure of the research.

Chapter Two is dedicated to the CG theories and models involved in this research. A full
discussion of the agency and signalling theories are presented in this chapter. Additionally, a
review of the CG models across markets is presented to comprehend the global settings across
countries as well as the Saudi settings. Since the aim of this research is to investigate major
shareholders preferences in CG, this chapter also presents a theoretical background of major

shareholders and board quality.

In Chapter Three, a review of literature on CG practices will be presented and critically
discussed. This chapter provides a detailed review of existing literature (internationally and in
the Saudi context) of the role of major shareholders in capital markets. Also, as important, it
provides a critique discussion of the literature published in relation to the relationship between
CG mechanisms and major shareholders, in regard of their portfolio choices, and link them to

the aims of this research in order to clarify contributions delivered by this thesis.

Chapter Four focuses on the local settings in the Saudi market and its different characteristics
that are relevant to the discussions in this thesis. This chapter sheds light on the legal, political,
economic, and social systems in Saudi Arabia as well as the emergence of the capital market.
This chapter discusses the Saudi regulatory CG system as well as a full review of the history
of the development of CG codes and major reforms over the years and provide readers with the

state and trends of CG in Saudi Arabia for the period from 2006 and onward.

Chapter Five explains the methodology followed by this research. It presents details of research
design including both inductive and deductive methods, empirical data collection, sample
details, methods followed for analysis and any limitations arising. This chapter also defines
and justify the different categories of major shareholders, use of variables (Dependant and

Independent), control variables and the regression models. In addition, it presents the sources
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of data used in the assessments in Chapter Six and Seven, and explains the steps followed for

data collection and statistical methods used.

In Chapter Six, the findings of the descriptive statistics of the main models are reported in
detail. This assists in understanding the trend of the data analysed. Results of regressions are

discussed and compared to previous studies to shed light on the potential implications.

Chapter Seven deals with the assessment of the relationship between CG mechanisms and
investment choices of different types of major shareholders from the agency perspective. Semi-
structured interviews are analysed in this chapter and their outcomes are presented and
discussed in order to answer the research questions. The last part of Chapter seven is dedicated
to the discussion of integrated findings of both the quantitative and qualitative assessments
undertaken by this research. It presents the similarities and dissimilarity among both results to
portray a clear view of the current situation in Saudi Arabia in regard to the impact of CG
practices on shares selection of major shareholders.

The last chapter of this thesis, which is the ‘Conclusion’, summarises the main findings and
identifies the research strengths, contributions, and limitations in relation to CG research. It

also presents recommendations for future research.
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1.6 Conclusion

This chapter presented an introductory to the topic of this research. The background of CG
concept and issues related to the core objectives of this research are briefly discussed. The
chapter demonstrated the significance of this research as well as its aims, questions and

structure that is ought to a contribution to the field of CG and major shareholdings.

The second chapter of the research will discuss the CG theories and models to provide a
theoretical background of the aims of this research. It will evaluate the CG systems worldwide

and in the Saudi context too.
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Chapter 2. Corporate Governance Theories and Models

2.1 Introduction

This chapter discusses the main theoretical framework adopted in this thesis and demonstrates
the recognised CG models globally as well as in Saudi Arabia. Owners of a firm appoint the
board of directors who employ managers to oversee daily operations of their firm. Managers
in publicly held companies are not deemed as owners, even though in some cases managers
could own a small percentage of shares in their respective firms. This situation flags some
questions in regard to how boards should work to protect the interests of owners, and how
reliable they can be, especially in the matter of how financial statements reflect the actual
financial position of the company. The role of board of directors in attracting investors and
protecting shareholders’ interests have been investigated largely in the CG literature based on
different theoretical theories such as agency theory. Agency theory portrays that monitoring
and controlling a firm’s activities is the responsibility of the board of directors aiming to protect
the interests of owners, including potential investors. Additionally, investors portfolio
decisions are investigate based on signalling theory that captures the pattern that companies
signal on their governance quality that is supposed to be useful during the decision-making

process of investments.

Therefore, the theoretical arguments in this research are based on agency theory (Jensen and
Meckling, 1976) and signalling theory (Spence, 1973) to investigate the relationship between
CG structure in investee firms and major shareholdings and whether CG has an impact on

investments decision-making process of major shareholders.

In addition, this chapter explores the different CG models across capital markets which are
mainly the Anglo-Saxon model and the Continental European and Asian model. The CG model
in Saudi Arabia is also examined in this chapter aiming to illustrate what differentiates it from

CG models in other countries to better capture the Saudi context involved in this research.
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2.2 Theories of Corporate Governance

2.2.1 Overview

Agency theory discusses the role of boards in supervising managers’ actions and ensure their
alignment with the interests of shareholders. The decisions of investors are investigated based
on signalling theory which shows how the signalled quality of CG in a firm can intervene in
the process of making investment decisions. The subsequent sections present a discussion on
these theories.

2.2.2 Agency Theory

This section demonstrates different aspects of the agency theory, which is the main theoretical
framework in this research, to show how CG structures could have an impact on the choices of
shares of major shareholders. It also presents the reason for selecting the agency theory as the

theoretical basis for the arguments in this research.

Agency theory discusses the relationship between shareholders and managers. In Jensen and
Meckling (1976, p. 308), this relationship is defined as:

One or more persons (the principals) engage another person (the agent) to
act on their behalf which involves delegating some decision-making

authority to the agent.

Owners entrust power to the board of directors and managers to run the day-to-day activities
in order to achieve the business goals (Abdullah and Valentine, 2009). As a result of this
separation of ownership and management in a firm (Jensen and Meckling, 1976) and the
separation between decision making and control actions (Ross, 1973; Fama and Jensen, 1983b),
an agency conflict may arise which is called: principal-agent problem (Abdullah and Valentine,
2009).

The first study that announced concerns regarding the separation between ownership and
management particularly in major firms was Berle and Means (1932). The authors argued that
the occurrence of large firms will be accompanied by the need for employing professional

managers to run such firms in the best interest of owners. This separation of ownership and
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control became the prime issue discussed in agency theory by Fama and Jensen (1983b); and
Cheffins and Bank (2009).

Berle and Means (1932) examined the ownership structure of the top 200 non-financial firms
in the US to explain the separation of shareholdings and control in firms. Their findings
indicated that the level of diffuseness of ownership in publicly held companies are much higher
than other types of companies, which indicates that control is in fact in the hand of managers

rather than owners. They continue by stating that:

Those who control the destinies of the typical modern corporation own so
insignificantly a fraction of the company’s stock that the returns from
running the corporation profitably accrue to them in only a very minor
degree. The stockholders, on the other hand, to whom the profits of the
corporation go cannot be motivated by those profits to more efficient use
of the property, since they have surrendered all disposition of it to those in
control of the enterprise. (Berle and Means, 1932, p. 9).

According to Farooque (2007, p. 41), their viewpoint of the separation between ownership and

management is based on three benchmarks namely:

(1) Diffusion of ownership (where shareholders own insignificant amounts of shares)

(2) The non-existence of manager holdings (or a small fraction of shares)

(3) Separation of interests of owners and managers.
Berle and Means (1932) continues with regard to managers control by stating that control rights
in firms are not linked with the ownership rather it is in the hand of managers. Although
dispersed shareholders provide capital and claim residuals, they do not enjoy direct control of
the business decisions made by managers, which may lead shareholders’ interests to be

neglected by managers.

In accordance with agency theory, agents are paid compensation and provided with incentives
in order to work for the interests of their principals. In this case, the board of directors can be
deemed as principals and managers as agents (see Figure 2.1). Agrawal and Knoeber (1996)
adds to this by stating that there is another possible agency relationship where the board of

directors can be regarded as the agent and the shareholders as the principal.

Jensen and Meckling (1976) argues that a company is basically a group of contracts between

different parties such as: individuals, managers, investors, customers, suppliers, and creditors.
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The existence of such relationships is usually costly. For example, in publicly held companies,
the contract between the principal (the shareholders or the board) and the agent (managers) are
based on that the agent is responsible for supervising the daily business operations on behalf
of the principal. However, the interests of the principal and the agent may not be aligned
together (Jensen and Meckling, 1976), which may cause the agency problem especially in the
presence of information asymmetry (Coase, 1977). This situation may encourage managers to
neglect their responsibilities and misuse the owners’ investments (Jensen and Meckling, 1976;
Shleifer and Vishny, 1997). Hence, the owners are supposed to be alert in regard of managers
actions (Jensen and Meckling, 1976) and form a system that blocks any illegal or unethical

actions by insiders.

Agency costs can be decreased by the principal through monitoring the actions of the agents
and offering incentives to bring the interests of both parties together (Hall, 1998). In addition,
a bonding situation may occur when managers actually come up with restrictions to their
actions to ensure that the interests of the principal are not ignored. Furthermore, Farooque
(2007) states that the formation of board sub-committees, such as audit and remuneration
committees, can help the board monitoring role in avoiding the misconduct as well as
introducing managerial equity ownership schemes that may lead to a stronger alignment of

interests.

Moreover, in order to reduce agency cost, authorities may have an effective role by imposing
regulations that fully explain the responsibilities and duties expected to be performed by boards
and mangers in eliminating any conflict of interest that may occur. For instance, a disclosure
of specific information such as timely financial information can be enforced by law as well as

imposing a penalty for non-compliance to help mitigating agency costs.
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Figure 2.1: Issues in Agency Theory
Source: Murthy and Jack (2014)

2.2.3 Information Asymmetry

Information asymmetry between shareholders and managers is reflected by the agency
problem. Payne, Berle and Means (1933) were first who presented the term ‘Information
Asymmetry’ to describe the problem of the separation of ownership and control. Information
asymmetry is mainly caused by the presence of the separation of ownership and control (Berle
and Means, 1968; Jensen and Meckling, 1976; Fama and Jensen, 1983b) and the inadequate

distribution of information between the owners and the management (Eisenhardt, 1989).

Akerlof (1970) contributed to the theory of information asymmetry through a case of the
automobile market. In addition, Spence (1973) and Rothschild and Stiglitz (1976) further
developed the theory on signalling via education in the labour markets and on imperfect
information in insurance markets, respectively. Under a publicly held company, the
management usually are better informed about the company and its position more than others
outside the entity such as potential investors, which may cause reluctance in making investment
decision by such investors. The issue of information asymmetry creates two major problems
for investors namely: moral hazard and adverse selection which are caused by hidden

information by management (Darrough and Stoughton, 1986).

The difference between the two problems is that adverse selection is caused by information

hidden by managers before the event while moral hazard is linked to the actions taken by
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managers after the event. Eisenhardt (1989) defines adverse selections as a twisting of facts by
a manager. Additionally, Akerlof (1970) presents an example of adverse selection by stating
that it is the same as the purchase of a used car as both the buyer and the seller have uneven
information. In the context of stock markets, adverse selections occur when a firm does not
disclose realistic information on its performance that enables the investor to make an adequate
judgement of the firm’s financial position comparing to other firms. Likewise, the case of
Enron portrays an example of adverse selection where the weak performance was known to
insiders but not disclosed satisfactorily in the financial statements (Arnold and De Lange,
2004). As a result, investors did not hold any information in the same level as managers did

which eventually was disclosed after outsiders lost their investments.

Moral hazard can be explained as a situation that occurs when managers neglect to protect the
interests of owners, which can be a consequence of either holding information away from
owners or avoiding the performing of duties. This whole problem of information asymmetry
and the relevant consequences of adverse selection and moral hazard can be eliminated by
imposing effective monitoring by the board of directors; however, this monitoring can be costly
(Cormier et al., 2010).

Based on the above discussion, it can be noted that agency theory is related to several problems
with shareholders and managers. The agency relationship, which indicates that CG is structured
to prevent agency problems, may suggests that major investors prefer to invest in companies
with good CG structures. It can be argued that major investors/shareholders are the most
affected by the consequences of the agency problem when their interests are not in line with
agents’ interests. Thus, major shareholders are motivated to invest in companies with good CG
practices because it is alleged that such practices would assist in enhancing their investee firms’
value (Gompers, Ishii and Metrick, 2003; Core, Guay and Rusticus, 2006; Brown and Caylor,
2006; Bebchuk et al., 2008). According to Shleifer and Vishny (1986), major shareholders can
assist in elevating agency conflicts. For instance, based on the agency theory, major
shareholders can assist in solving the free rider problem, which is expected to reduce agency
costs and enhance the value of firms. Therefore, it is logical for major shareholders to select
companies that are characterised with a good CG structure, which is an indicator of good
performance, to enhance the performance of their portfolios (Chalevas, 2011). Hence, good
CG can protect shareholders interests, which can be as important as financial performance of
investee firms. Overall, the key motivation of major shareholders to invest in firms with good

CG in the agency theory context is that good CG is deemed as an enhancement tool for a
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company’s performance and helps reducing risk that may have implications on the portfolio’s

value of major investors.

2.2.4 Signalling Theory

The signalling theory is adopted in this research to investigate the impact of CG on the decision-
making process of investment of major investors. This theory suggests that a better
performance could be signalled if a company has an active quality governance (Chiang and
Chia, 2005), especially in relation to high returns and value (Bergh and Gibbons, 2011). Thus,
this theory is mainly related to reducing information asymmetry (Spence, 2002). Signalling
specific information to investors is the responsibility of management. For instance, the board
and management quality serve as signals to potential investors during the decision-making
process of their investments, which is consistent with the views of Zhang and Wiersema (2009).

Spence (1973) was first to introduce and develop the signalling theory aiming to describe the
solution of asymmetric information in the job market. The study emphasises that employers
usually do not hold complete information about job candidates and their actual qualifications.
The presence of asymmetric information makes it tricky for employers to judge on the quality
of candidates at the time of acceptance. Therefore, candidates are expected to inform employers
of their qualifications and potentials, which forms a situation called the ‘signalling function’
(Stiglitz, 2000). In the context of CG, the literature has used such concept when the board of
directors’ actions are deemed to be signals of the quality of the firm and therefore alleviate the
problem of information asymmetry for outsiders/potential investors (Zhang and Wiersema,
2009; Connelly et al., 2011).

The signalling theory is associated with two main matters in the capital market namely: (1) the
gap of information that exists between different parties (Spence, 2002; Connelly et al., 2011),
and (2) how the actions of one party are reflected by the behaviour of another party (Connelly
etal., 2011). Moreover, scholars have applied the theory to describe the influence of signalling
value of the characteristics of the board of directors (Certo, 2003), venture capitalists and angel
investors, who are wealthy investors who helps establishing firms with their capitals (Elitzur
and Gavius, 2003), and the diversity of the board of directors (Miller and Del Carmen Triana,
2009) (see Figure 2.2).

20



Finance studies show that some firms’ characteristics have been regarded as signals of the
quality and future scenarios of firms, for instance, firm’s debt (Ross, 1973) and dividends
(Bhattacharya, 1979; Benartzi, Michaely and Thaler, 1997; Mozes and Rapaccioli, 1998). If a
firm is seen as having the ability to pay interest to bondholders and pay cash dividends to their
owners, this situation is regarded as a signal of the quality and performance of the firm. A
reduction in cash dividends may be regarded as a negative signal of the firm, however, this

reduction may also indicate a positive signal for likely investors.

Signalling Theory in
Corporate Governance
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Figure 2.2: Issues in Signalling Theory
Source: Ochi (2015, p.105)

2.3 Models of Corporate Governance

This section of the chapter discusses the most recognised CG models across markets followed
by a demonstration of the CG model in Saudi Arabia to comprehend the system that major

shareholders deal with.

21



According to the OECD, CG frameworks across countries are not constructed on only one
model of CG practices (OECD, 2004). The cultural and social patterns of each country form
the model that is deemed suitable for their environment. Shleifer and Vishny (1997) argues
that a good CG framework must involve legal protection and some extent of concentrated
ownership. Besides, a good CG system has to direct management practices toward easing
agency conflicts and attracting potential investors (Charkham, 2008; Shleifer and Vishny
1997).

Researchers have identified various models of CG practices around the world. There are two
dominant models of CG practices that are formed on board structure, board composition,
ownership structure, board activities, interests and duties of boards, legal systems,
management, and shareholders. The models are: (i) the Anglo-Saxon model where ownership
is dispersed and (ii) the Continental European and Asian (German—Japan) model where
ownership is concentrated. The latter can be split into two slightly distinct models namely the
German model and the Japanese model (see Figure 2.3). The subsequent sections discuss these
models in detail.

Corporate governance models

/\

Anglo-American model German model Japanese model
USA, Great Britain, Germany, Austria and Japan
Australia, Canada, New other countries of
Zealand, other dominions Central Europe
and dependencies of USA
and Great Britain

Figure 2.3: Models of Corporate Governance
Source: Zaynullin (2018)
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2.3.1 The Anglo-Saxon Model

This model is broadly spotted in the US, UK, Canada, Australia, and New Zealand. The Anglo-
Saxon model is often called the outsider module, one-tier system, market-based model,
shareholder model, or the Anglo-American model. Strong legal protection and dispersed
ownership are the primary characteristics of this model (La Porta et al., 1997, 1998, 2000; La
Porta, Lopez-de-Silanes and Shleifer, 1999; Weimer and Pape, 1999). Countries that adopt the
Anglo-Saxon model focus primarily on the protection of shareholders’ interests. Therefore, it
is claimed that the expropriation of small shareholders’ interests and firms’ resources in this

model are averted (La Porta et al., 2000).

In the Anglo-Saxon model, the decision-making process of firms is unlikely to be influenced
by the desire of individual shareholders (Keasey and Wright, 1993). This is caused by the
approach that is broadly followed by management which is oriented toward the protection and
increase of the interests of all shareholders categories (Weimer and Pape, 1999; Fisher and
Lovell, 2003). In theory, conflicts between boards and shareholders are widely known as the
agent- principal problem. In the Anglo-American CG model, such conflicts may arise when
boards seek their own interests at the expense of shareholders’ interests as indicated by Jensen

and Meckling (1976).

One of the main features of this model is having a single tier board that consists of executive
and non-executive (independent) members with a majority membership of the latter. This
feature i1s deemed as a tool that restricts owners’ membership on boards. Under this model,
shareholders have the duty of selecting their board members who have the responsibility to
choose managers to operate the firm. According to Aguilera (2005), this model consequently
shapes a CG tripod with three main influencers precisely shareholders, management, and
directors (see Figure 2.4).
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Figure 2.4: Main Influencers within the Anglo-Saxon Model
Source: Clarke (2007)

2.3.2 The Continental European And Asian (German-Japan) Model

The Continental European and Asian CG model is often referred to as a German-Japanese
model, two-tier system, insider model, bank-based model, or stakeholder model. This CG
model exists in civil law countries such as Germany, Japan, Italy, and France. Such countries
follow this CG model which is characterised by a concentrated ownership structure and poor
legal systems (La Porta et al., 1998, 2000; La Porta, Lopez-de-Silanes and Shleifer, 1999). As
a result, major shareholders play a critical role in affecting the decisions of boards (Keasey and
Wright, 1993). This model is very different from the outsider model (the Anglo-American) in
that major shareholders such as banks, holding companies, non-financial firms and families are
deemed important players within the insider model (OECD, 1999). They are often called
insider shareholders due to their role and close relationship with the senior management. A

Firm’s owners can even hold senior positions which is one of the dominant features of this

model (OECD, 2003).

It is argued that the influence of this model is weaker on capital markets due to the fact that
shareholders are only one part of firms’ stakeholders. This indicates that their interests are only
considered in firms decision-making process, which is not the case under the umbrella of the

Anglo-Saxon model (Monks and Minow, 2001). To illustrate, shareholders’ interests in the
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Anglo-Saxon model are deemed as the core focus of the CG legal system whereas the German-
Japanese model pays more attention to employees and the firm as a whole. The Continental

European and Asian model can be divided into the German model and the Japanese model.

2.3.2.1 The German Model

There is a substantial difference between the German model of CG and the Anglo-Saxon model
in regard of management, ownership structure, control practices, accounting, and legal
practices. The German model, however, shares similar aspects with the Japanese model since
it is argued that the Japanese Commercial Code of 1899 originated from German sources
(Ungureanu, 2012; Kanda, 2015). According to Macdonald and Beattie (1993), under the
German CG model, financial entities and corporations own large stakes in listed firms and have
a leading impact on CG. Such corporations initiate coalitions with industrial groups for the
purpose of influencing managers activities which leads individual investors to lose power
(Cernat, 2004; Macdonald and Beattie, 1993; Ungureanu, 2012). The primary objective of this

model is the success stability and continuity of the market.

The German system features a two-tier CG system where CG practices are carried out by two
independent boards specifically the supervisory and management boards (Fohlin 2005). Both
the management board and the supervisory board comprise of members who are employees of
the firms. For instance, the management board comprises of executive managers whereas the
supervisory board consists of representatives of shareholders and other employees of the firm
(Macdonald and Beattie, 1993; Wojcik, 2003; Ungureanu, 2012). Both boards work separately,
and no duality membership is allowed in both boards (see Figure 2.5). The role of the
supervisory board is mainly to monitor the activities of the management board with the power
to terminate it. The supervisory board is required to support the management board with a
consulting service that provides recommendations related to the firm activities. In comparison
with the Anglo-Saxon model, the supervisory board under the German model has the absolute
power to make firm’s decisions which is based on the influence of banks, insiders, and the

external industrial network (Prigge, 1998).
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Source: Charkham (1995)

The management board, however, has the duties of the execution of day-to-day operations of
the firm. Both banks and employees of the firm play a vital role in this CG model in comparison
with the Anglo-American model, which is basically a market-based model. On the other hand,
the disclosure regulations under the Anglo-American model used to be stricter than in the
German model until the IFRS adoption by the European Union (EU) which causes this
difference to lessen (Tariquzzaman, 2017). The German model requires firms to release
financial statements every six months of their financial year, whereas in the Anglo-Saxon
model financial reports are issued on a quarterly basis. Additionally, one of the main
repercussions of CG framework in the German model is the weakened role it plays in the capital
market due to the fact that banks have the power to form the CG framework (Mohiuddin, 2012).

2.3.2.2 The Japanese Model

In comparison to the German CG model, the Japanese model also features a concentrated
ownership structure under the control of financial institutions such as banks and industrial
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groups, that own 20% or more of a firm’s voting rights (Gilson and Roe, 1993; Enriques and
Volpin, 2007). To illustrate, industrial networks are usually suppliers or customers who deliver
equity money to firms (Gilson and Roe, 1993). In the Japanese model, loans and equity capital,
bond services, shares issues and consulting services are usually provided by banks.
Consequently, banks gain the power and control of their investee firms. Thus, the impact of
retail investors’ role in the CG process is diminished since their holdings become insubstantial

(Tariquzzaman, 2017).

In addition, the role of the Japanese government in the CG process is effective even though
they hold no shares in some cases. The government in Japan has previously interfered with the
CG structure in their market. For example, it has previously released instructions to merge
firms to protect the main bank and hired retired governmental individuals to the board for this

purpose (Gilson and Roe, 1993).

Under the Japanese CG model, there are five key players in the CG process namely: (i) banks
as major shareholders, affiliated companies as shareholders, the state, the audit board, and the
management. The board of directors in the Japanese CG model consists of insider shareholders
and the management which is represented by the heads of departments. Banks appoint their
representatives on boards of their investee firms and they also have the authority to appoint the
board chairman. In comparison with the German model, listed firms are also obligated to
appoint one or more independent members or a statutory auditor on their boards (Kanda, 2015).
Additionally, the disclosure regulations in the Japanese are similar to the ones in the German
model, which require companies to release financial reports every six months of their financial
year compared with quarterly-based reports in the Anglo-American model. However, this issue

is ought to diminish since the Japanese move to IFRS. (Tariquzzaman, 2017).

Finally, in the German-Japanese model, the agent-principal problem may occur due to a
conflict in the interests of major and small shareholders. The agency problem can be sometimes
referred to as the principal-principal problem (Shleifer and Vishny, 1997; Roe, 2008). This
problem as mentioned earlier may arise when major shareholders exercise their power and
control on boards to direct them to their own objectives with the disregard of the interests of
minority shareholders, which can be seen occasionally when major shareholders instruct their
investee and controlled companies to transfer cash and profits to their private accounts (Jiana
and Wongb, 2004). Table 2.1 presents the characteristics of the Anglo-American and the

German-Japanese models of CG.

27



Trait

German-Japanese

Anglo-American

Owners of firms

Insider shareholders

Outsider shareholders

Ownership structure Concentrated Dispersed
Cross-shareholding Significant Negligible
Separation of ownership and | Little Separated

control

Management

Usually two-tiered BoDs & the
Supervisory Board

One tier, single BoDs

Control over management Insider shareholders Managers
Influence of Management Weak Strong
Agency problems Rare Exist
Hostile takeover activity Rare Frequent

Protection of investors

Weak in Company Law

Strong in Company Law

Shareholders’ rights

Potential for abuse of power by
majority shareholders

Potential for shareholder
democracy

Shareholders voting

Majority of shareholders tend
to have more ‘voice’ in their
investee companies

Shareholders characterised

more by ‘exit’ than by ‘voice

Requisition of wealth

Wealth transfer from minority
shareholders to major
shareholders

No transfer from minority
shareholders to major
shareholders

Legislation concerning with
insolvency or bankruptcy

Strong protection of investors

Strong protection of investors

Accounting standards Low Severe
Transparency Low High
Market control of the firm Negligible Active
Managerial incentive Negligible Wide

Table 2.1: Characteristics of the Anglo-American and the German-Japanese
models of CG

Source: adapted from (Solomon, 2010) and Campbell and Jerzemowska (1999, cited in Ziolkowski, 2005).

2.3.3 Corporate Governance Model in Saudi Arabia

Regulators in the Saudi market evidently have been seeking regulations and standards to
implement upon listed companies in the capital market aiming to ensure their compliance with
good CG practices. As a result of such compliance, the interests of shareholders and
stakeholders are protected (see Appendix G, Article 2a). The CG model adopted in the kingdom
leans more toward the Anglo-Saxon model, which seeks the maximisation of shareholders
wealth (Alshehri and Solomon, 2012; Seidl et al., 2013). This is originated from the fact that
the Saudi corporate law was influenced by the British corporate law. For instance, the British
Companies Act was the main source for the first version of the Saudi Companies Act of 1965
(Hussainey and Al-Nodel, 2008; Al-Matari et al., 2012). In the same vein, the first version of
the Saudi CG code of 2006 was mainly constructed based on the UK Cadbury Report 1992
(Aguilera and Cuervo-Cazurra, 2009; Al-Abbas, 2009; Seidl et al., 2013). To illustrate, the CG
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regulation in the kingdom adopt the model of a single-tier board consisting of executive and
non-executive directors (NEDs) with no permission for a two-tier model to be adopted. In
addition, the Saudi CG model is inconsistent with the German-Japanese CG model in regard to
the presence of controlling banks or any other long-run controlling shareholders. Unlike the
German-Japanese model, employees of Saudi listed companies have no role in relation to the
business strategic objectives and decision-making process, and are not granted the option to be

represented on boards neither.

In contrast, the legal system in Saudi Arabia along with CG regulations are believed to be
originated from civil laws as seen in Germany and France (Sfeir, 1988). The Saudi legal system
also consists of regulations that are set out for the protection of the interests of different
stakeholders of listed companies, which is similar to the views of the German-Japanese model.
To illustrate, the Chief Executive Officer (CEO) position has limited control to the business
under the Saudi legal system. Additionally, the roles of the board chairman and CEO cannot
be merged at all in Saudi companies (the Company Act, 2015, Article 81/1). In comparison
with the Anglo-American model, contextual differences exist such as social norms and
structure and concentrated ownership structure as the government plays a controlling role
within the Saudi market. It dominantly holds shares in various sectors of the capital market
such as services, financial, and labour sectors, which elevates the state impact over the market
and obstructs the effectiveness of CG practices in the kingdom (Al-Twaijry et al., 2002; Haniffa
and Hudaib, 2007; Hussainey and Al-Nodel, 2008; ROSC, 2009; Baydoun et al., 2013; Alamri,
2017).

Even though the Saudi CG model has similarities with both CG main models, it is argued that
the firm’s activities with different groups of stakeholders have somehow an impact on the
structure of CG systems (Mallin, 2013). For instance, some characteristics of the German-
Japanese model can be means of reforming the Saudi CG system. One of the characteristics
that can be utilised to develop CG model in the kingdom is the role granted to employees in
companies’ strategic matters as they are not represented or facilitated with some sort of unions

or civil institutions which protect their rights and interests.

Given this, the Saudi CG model seems to be shaped by the Anglo-American model in relation
to CG regulations. However, some characteristics of the German-Japanese model are also
adopted within the Saudi capital market such the ownership concentration as many listed firms

are dominantly owned by major investors such as wealthy families and governmental
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institutions. As a result, Saudi Arabia has encountered two main issues related to the adoption
of the Anglo-American model; the comply or explain approach and the focus on shareholder

approach rather than stakeholder.

The first issue refers to that listed firms are not obligated to implement all CG rules mirroring
the ‘comply or explain’ approach applied in the UK. It is argued that even though this approach
can be advantageous to firms in term of flexibility, this approach is believed to be inappropriate
for the Saudi business environment. The main reason is the existence of concentrated
ownership structure in Saudi firms compared to the dispersed ownership structure that exists
in the UK (Hussainey and Al-Najjar, 2012). La Porta et al. (1999) indicate that controlling
shareholders are not fond of good governance reforms, which can result in exploiting the

interests of minority shareholders.

The second issue that is inherited from the adoption of Anglo-American model in the Saudi
CG regulations is the shortcomings in the Saudi CA 1965 and CGC 2006 in relation to the
protection of shareholders’ rights. Firms and practitioners may misinterpret shareholders’
rights because of their unclarity in laws. To illustrate, the code requires listed firms to adopt
practices that manage their relationship with stakeholders; however, it does not provide
guidelines in implementing such practice nor explain the identity of those stakeholders.

To sum up, the CG model in Saudi Arabia is tailored to the kingdom’s business environment,
which is highly influenced by the US and UK practices (Al-angari, 2004). Therefore, it can be
stated that the Saudi CG model is mainly constructed based on the Anglo-American model and

its shareholder ordinated approach.

2.4 Major Shareholders

Before analysing the literature of the impact of CG on the choices of shares of major investors,
it seems necessary to provide a demonstration of two main issues. First, since the research
questions of this thesis focus on major shareholders views and preferences of CG practices, the
theoretical background of ownership structure and major shareholders are discussed in detail.
Second, the definitions, role, and incentives of common categories of major shareholders are
discussed to demonstrate their importance and influence in capital markets, which has also
motivated the accomplishment of this research.
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2.4.1 Ownership Structure and Major Shareholders

One of the important aspects of the CG framework is ownership structure. Prior literature has
focused largely on this issue since the release of Berle and Means (1932). According to La
Porta et al. (1999), ownership definition leans toward voting rights rather than cash flow rights.
They provide a categorisation of firms’ ownership structure that consists of five distinct types
namely: the government, family or individuals, financial firms, widely held firms, and other
types of firms or investors. They argue that the issue of ownership structure is to some extent
associated with the agency problem in two manners. The first manner appears when a firm’s
equity is dispersed among many shareholders and the dominant management has different
objectives from those of shareholders. The second manner appears in the situation of
concentrated ownership where few bodies such as the state or institutional investors hold
controlling shares and affect the management decisions in their favour which causes the
exploitation of the rights of minority shareholders. Therefore, protecting the rights of
shareholders is an important issue that is linked often to firms’ ownership structure. It is
claimed that the authorities play a vital role in this situation by building a legal system that
promotes the protection of shareholders’ interests. According to Berle and Means (1932), the
ownership and control roles are separated in developed markets, such as the US and UK, due

to their legal systems that fully support the protection of minority shareholders (Mallin, 2007).

One of the motivating factors in enhancing the CG framework across markets is the protection
of the rights of shareholders. According to the OECD principles, the CG framework is
supposed to protect and allow shareholders to exercise their lawful rights (OECD, 2004, p. 18).
In the same vein, legal systems across countries may differ in their structure and enforcement
approaches. A classification of legal systems is presented by La Porta et al. (2008) who indicate
that such systems fall into four approaches namely: common law in the UK, French civil law,
the US and the British Commonwealth, German civil law, and finally Scandinavian civil law.
The study finds that common laws are more associated with the protection of shareholders’
interests. Additionally, it noted that the German and Scandinavian civil laws are more effective
in protecting shareholders’ interest than the French civil law. One of the characteristics of civil
laws is that they implement alternative statutory practices in enhancing the protection of

shareholders’ interest such as mandating dividend distributions to investors.

In addition, it is found that to construct an effective CG framework, the legal system that

guarantees the protection of shareholder’s rights and the presence of some form of concentrated
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ownership are deemed as crucial factors in this process (Shleifer and Vishny, 1997). It is
claimed that major investors tend to concentrate on exercising specific rights such as voting
rights in order to have an impact on their investee companies. In contrast, minority shareholders
tend to demand protection against expropriation by major shareholders and directors of
investee companies. In consistency with these findings, Solomon (2010) reveals that the
presence of concentrated ownership grants major shareholders full access to information that
may jeopardise the interests of minority shareholders whose ability to access such information
may be limited.

In regard to the common types of shareholders that are represented by companies across capital
markets, it is argued that different categories of major shareholders have their own preferences
and motivations for purchasing shares in companies which determine their behaviour with
companies (Denis and McConnell, 2003; Gugler et al., 2008). La Porta et al. (1999) examined
the ownership structure of major corporations in 27 developed markets. The findings reveal
that family-owned companies are dominant in such markets, who are also commonly present
in other markets (Burkart et al., 2003; Mallin, 2007). The study also indicates that dispersed
ownership structures tend to exist more in wealthy common law countries such as the UK,
however, countries with ineffective practices of the protection of shareholders’ interests are
mostly characterised with concentrated ownership structure. According to Hart (1995b),
institutional investors dominantly exist and have the ability to affect companies’ practices. In
the US, Gugler et al. (2008) states that US companies are also influenced by institutional
investors. In Asia, specifically China, companies are mostly affected by the state blockholdings
(Liu and Sun, 2005) while in Thailand family-owned companies are the most influential type
of major investors along with some other Asian countries (Carney and Child, 2013;
Wiwattanakantang, 1999, 2000, 2001). In addition, La Porta et al. (1999) has also found that,
in many cases, the cash flow rights of such major and controlling shareholders are surpassed
by their controlling rights, and other major shareholders such as financial firms seem to be

passive in monitoring the practices of major shareholders such as families and the state.

Generally, in concentrated ownership, major shareholders have the ability and the control
privilege that allow them to have an impact on their investee companies (Shleifer and
Wolfenzon, 2002; Bava and Devalle, 2012b). Given this, definitions, role and incentives of
common types of major shareholders including: (i) Family Ownership, (ii) Government
Ownership, and (iii) Institutional Ownership are discussed in the subsequent sub-sections.

32



2.4.2 Family Ownership

The is no unified definition of family ownership because of the different objectives of prior
studies. Gomez-Mejia et al. (2003), Haniffa and Cooke (2002) and Ghazali and Weetman
(2006) state that the fraction of family members on boards determines the control level of
families. Other researchers refer family ownership to a certain proportion of firms’ equity
owned by one family. Additionally, Anderson and Reeb (2003) indicate that the family
ownership exists when a family holds at least 20% of a company’s equity. In comparison,
Prencipe et al. (2008) and Cascino et al. (2010) refer to family ownership when a dominant
family holds 50% of direct and indirect equity in company.

In light of previous literature, the ownership of wealthy families is claimed to play a vital role
in eliminating agency conflicts when they are closely attached to the control of investee firms
(Bertrand et al., 2008; Fama and Jensen, 1983: James, 1999). James (1999) states that such
companies tend to use their own financial resources to start their businesses, however, they
seek external resources once they have expanded their business and ready for being publicly
traded.

The presence of family-owned companies can have positive and negative aspects. In regard of
the positive aspect, James (1999) claims that family-owned companies lean toward long-term
investment, therefore, they dominate their firms for this reason. The relationship between
family members is relatively strong even across different generations. Their loyalty and passion
to each other strengthens their role as executives in their firms. Thus, family members as
executives act in a beneficial way for the sake of the business and avoid any harmful activities
that may have an impact on their interests. Furthermore, Smith and Amoako-Adu (1999)
indicates that members of such families tend to be experienced and qualified in the essence of
their businesses, which justifies their long-term relations with their directors, and transfer such
quality to their family members. As a result, information asymmetry does not exist among

family members and their managers which strengthen their monitoring role in the business.

Nevertheless, other researchers find that family-owned companies may motivate the
occurrence of a different form of agency conflicts. To illustrate, Anderson and Reeb (2003)
and Mishra et al. (2001) highlight that the manner that families follow in transferring business

ties from one senior family member to a junior member is expected to reduce the company’s
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ability to attract outside qualified directors. Consequently, this ought to benefit the family at

the expense of other categories of the company’s investors (Mehrotra et al., 2013).

In addition, Fama and Jensen (1985) elaborate on the issue of diversification and exploitation
linked to ownership structure. The study indicates that undiversified shareholders, such as
family-owned companies, have a tendency to make investment decisions that neglects value
maximising decisions. The interpretation of such tendency is that they may concentrate on the
growth of their companies and the enhancement of their reputation and survival at the expense
of value maximising approach (Anderson and Reeb, 2003). It is argued that such manner of
family-owned companies may cause exploitation of minority shareholders by controlling such
shareholders through different means such as underinvestment, dividend payments or
tunnelling (DeAngelo and DeAngelo, 2000; Fama and Jensen, 1985; Mishra et al., 2001; Morck
and Yeung, 2003; Shleifer and Vishny, 1997). Additionally, it is argued that the issue of
exploitation may severely arise because of the attention paid by managers to the controlling

family instead of other shareholders (Morck and Yeung, 2003).

2.4.3 Government Ownership

The definition of government ownership is also different among previous studies. The OECD
(2011) refers government ownership to the magnitude of control that the government exercises
via their holdings in companies whether they hold the entire number of shares or a proportion
of them. The measurement of government ownership in Shen and Lin (2009) is based on the
proportion of common shares owned by the government divided by total issued shares.
Additionally, Cornett et al. (2010) and Wu et al. (2009) states that if at least 20% of a

company’s shares are held by the government, then government ownership exists.

Across many markets, it appears that many listed companies are partially or dominantly owned
by the state. The incentives that push governments to invest in listed companies can be linked
to political, social or economic objectives which aim to protect them from going bankrupt,
support the enhancement of national industries, decreasing unemployment rate, avoiding
inflation, support services sector (Capobianco and Christiansen, 2011; Chen, Firth and Xu,
2009; Cuervo and Villalonga, 2000). Therefore, their objectives seem to divert to some extent
from profit maximisation and lean more toward social affairs (Sun et al., 2002; Downs, 1957;

Shen and Lin, 2009). However, some government-controlled companies have the opportunity
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to benefit from their government major shareholder in a number of issues such as tax
exemptions and favourable interest rates especially those operating in social services sectors

such as airports (Capobianco and Christiansen, 2011; Wiwattanakantang, 1999).

On the other hand, governments in some cases play their role as major shareholders
competitively. For instance, extracting tax revenues can be a concern to the government as they
are computed by company’s profit. Therefore, the government may force managers to seek
maximising firm value (Le and Buck, 2011). Besides, when the government experience
deficits, they may also provoke managers attentions toward equity appreciation (Buck et al.,
2008).

In a similar vein, Bos (1991, cited in Sun et al., 2002) argues that governments in a non-
competitive market may behave differently from a perfectly competitive market. The study
claims that the government tends to be committed in fulfilling their monitoring duties in non-
competitive markets, which aims to focus on both profit maximisation and social welfare
maximisation. However, the government monitoring role is likely to be passive in a perfectly
competitive market which grants other shareholders the opportunity to play this role. According
to Shen and Lin (2009), this can be interpreted as a mean to avoid monitoring costs that involve
time and efforts, which exceeds political payoff.

2.4.4 Institutional Ownership

Davis (2001, p. xxiii) refers institutional investors to “specialised financial institutions which
channel savings collectively on behalf of other investors to achieve a specific objective in terms
of limited risk and maximum return”. Another definition of institutional ownership is presented
by Celike and Isaksson (2013) who state that they are characterised by legal institutions which
act in an independent manner or as a major group as seen in mutual funds. Ahmed and
Duellman (2007) uses the proportion of common equity owned by such investors divided by
total shares as a measure of institutional ownership. In comparison, Edwards and Hubbard
(2000) uses a proportion of a company’s outstanding shares purchased by the top five
institutional shareholders as a measure of institutional ownership. However, Alfaraih et al.
(2012) measures institutional ownership according to the percentage of shares owned by

institutional investors that is equal to or exceeds 5% of the company’s shares.
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Previous research has exposed the role of institutional blockholders in supervising and guiding
their investee firms toward their preferable objectives. Some studies revealed that the
monitoring role played by institutional shareholders is motivated by factors such as the entity
independence, the volume of their holdings and whether their investment is for the long-run or
short-run in the business (Brickley et al., 1988; Chen et al., 2005; Cornett et al., 2007).

In addition, institutional shareholders tend to balance their monitoring role with the cost
associated with it. Pound (1988) claims that such shareholders are likely to use their rightful
votes to support directors whenever they have a business relationship with the company. The
study argues that institutional shareholders support that type of directors in order to avoid any
harmful action affecting their interests in the company. Accordingly, Chen et al. (2005) state
that institutional shareholders can either lean toward monitoring or trading. When they are
playing a monitoring and disciplining role, their trading role would probably be passive. They
indicate that their net offset between costs and gains of monitoring and trading constructs their
decision regarding the choice of role. This net off is mostly influenced by the size of their
holdings and the length of their investment.

Furthermore, it is argued that institutional shareholders when they choose to play a monitoring
role, they would earn financial gains and obtain the privilege of easier access to information
since they have an impact on directors. Such gains rise as their holdings rise. Their monitoring
costs are likely to decrease when they hold larger stakes or the duration of their investment

becomes longer (Boonyawat, 2013).

2.5 Board Quality

A large body of literature have indicated that the quality of the board of directors is an
influential factor in a firm success. Boards are considered to be a key element of the CG
structure and have an important role to play in monitoring management (Fama and Jensen,
1983b; Baysinger and Butler, 1985; Adjaoud, Zeghal and Andaleeb, 2007; Adams, Hermalin
and Weisbach, 2008). Researchers and various organisations have measured the quality of
boards by using their characteristics in regard of their compositions and practices as well as

financial performance and share price (Van den Berghe and Levrau, 2004).

Board quality has been defined more than once by the OECD based on characteristics of their

composition. They have regarded the existence of a majority of independent directors, with
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adequate qualifications and experience, as a crucial factor in measuring board quality (Kiel and
Nicholson, 2003). In the Cadbury (1992) and Greenbury (1995) reports, an insistence has been
made on the importance of this characteristic as a CG mechanism in defining board quality
(ICAEW, 2016).

Hayes and Lee (1998) re-performed the model developed by Business Week in identifying
board quality to explore the best and worst board qualities in US firms. The model is formed
on scoring points for numerous directorships held by board members, existence of outsider
director experience in the main business, past experience of members, attendance in board
meetings, large board size and the duality of the CEO and chairman position. It showed that
companies that scored high in board quality had only one executive member in their boards
and compensations decisions were made independently. On the other hand, companies that has
the lowest scores, such as Disney, had higher percentage of inside directors in the boards
(Business Week, 2002). Additionally, having large boards were found to be unproductive in
several studies since they lack proper coordination and adequate communications (Lipton and
Lorsch, 1992).

In addition, De Andres, Azofra and Lopez (2005) examined the effect of board quality on firms’
value in Western Europe and North America. They used almost the same characteristics that
were already used in Business Week namely: board size, percentage of inside and outside
members, annual number of board meetings, and board compensations. Several other studies
also consider board independence as a critical indicator of board effectiveness in investigating
the linkage between board effectiveness and company performance (Abidin, Kamal and Jusoff,
2009).

Holder-Webb and Sharma (2010) examined the reason and impact of the strength of CG on
lender decisions in banks in Singapore. The strength of CG was determined by the percentage
of independent board members, the qualification in finance and accounting, and the tie to
related business and industry experience. They separated boards into two types namely: weak
and strong. Their findings indicated that strong boards had a high percentage of independent
members and sufficient knowledge in finance and accounting. Other studies have also focused
on the independence of board members as a key element of board quality (El-Sayed, 2013; Li
and Ang, 2000; Sharma, 2009).

Given this, it is evident that the literature of board quality was often measured by the
characteristics of directors (Boeker, 1992; Daily, 1995; Li, 1997). They shared the focus on
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similar indicators of board quality including independence, outside and inside directors, board
meetings and board size. Considering prior studies, this research employs board quality as CG
mechanisms in testing the impact of such characteristics on major shareholdings in listed
companies the Saudi capital market.
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2.6 Conclusion

This chapter addressed the CG theoretical framework employed to analyse views of relevant
CG theories and models in relation to this research. The chapter was initiated by explaining
two CG theories namely: Agency theory and Signalling Theory to help build the theoretical
background of the research. A comparison of CG models is also presented to find similarities
and differences of CG objectives around the world. The Saudi CG model seems to be
influenced by both CG models which helps analysing the role of major shareholders in the
Saudi capital market. In addition, a theoretical background of both major shareholders and

board quality is presented since they are involved in the examinations of this research.
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Chapter 3. Existing Research of The Relationship between Corporate
Governance and Major Shareholders

3.1 Introduction

As discussed in Chapter One, this research intends to examine the relationship between CG
and major shareholders in the Saudi capital market and investigate their preferences of CG in
potential investee firms. Therefore, this chapter is devoted to review the current literature that
examines this issue, and present various and recent empirical studies on CG relationship to
major shareholders around the world. There are several motives for reviewing pervious
research. First, it is insightful to obtain a general comprehension of CG and major shareholders
issues on different grounds such as local legal settings, CG practices and models of the
examined markets and the approaches employed to provide the literature with an evidence of
the relationship nature. Second, this review helps revealing the outcomes that are achieved by
the impact of CG practices on major shareholdings and the evidence that has been contributed
to the literature. Third, it is expected to develop an evaluation of the Saudi CG system, which
is somehow different from others in developed and developing countries as explained in
Chapter Two. Fourth, this review is to present the arguments that involve CG and major
shareholders relationship in order to understand its nature and implications as well as to show
what gaps this research is attempting to fill. Finally, these inter-connected studies are supposed
to provide the researcher with a proper guidance toward building the research methods model
needed to answer the questions of this research which are concerned with examining the impact
of CG structure of potential investee firms on the choices of shares of major investors as well
as examining whether different categories of major investors prefer distinct CG elements and

mechanisms.

This chapter is divided into four main sections: (i) the first section presents a theoretical
background of the research issue based on the agency theory; (ii) the second section reviews
the literature that has examined the relationship between CG and major shareholders with
focusing on the impact of CG on the investment decisions of major shareholders; (iii) the third
section presents the literature that investigated whether board quality attracts investors; and

finally (iv) the literature in the Saudi context is discussed.
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3.2 Theoretical Background

As discussed earlier, the importance of CG is elevated by conflicts of interest between
shareholders and manager in firms, commonly known as agency problems. Conflicts of interest
can be caused by two reasons. First, shareholders and managers may have different plans and
goals. Second, information transmission between both parties is not always as perfect as one
may hope. Berle and Means (1932) have suggested a separation of ownership and management
accompanied by CG mechanisms to ease these conflicts. In this situation, no individual
shareholder is motivated to monitor investee firm management because this individual
shareholder may incur monitoring costs while the rest of shareholders take the advantage of
such free monitoring. Hence, many researchers claim that major shareholders are the only
category of shareholders that has the capability and motivation to bear monitoring costs
(Shleifer and Vishny, 1986; Admati, Pfleiderer and Zechner, 1994; Huddart, 1993; Maug,
1998; Noe, 2002).

The role of major shareholders is an important component of CG and becoming significantly
effective across markets. In fact, a great deal of literature has examined the role of major
shareholders in enhancing firms’ governance and reducing agency problems (e.g., Berle and
Means, 1932; Fama and Jensen, 1983; Jensen and Meckling, 1976; Shleifer and Vishny, 1986).
According to the agency theory in Jensen and Meckling (1976), ownership concentration is a
control instrument that can be used to solve agency problems between managers and
shareholders. The large ownership of major shareholders enables them to pressure
managements toward different decisions and practices, as they are considered to be the owners
of firms and have rights as well as duties (Gillan and Starks, 2007; Ferreira and Matos, 2008;
Aggarwal et al., 2010; McCabhery et al., 2010).

However, little literature has examined the effect that CG mechanisms on the investment
behaviour of major shareholders. This research aims to provide evidence that assists in
specifying the CG mechanisms preferences of major shareholders in their potential investee
firms, and if the level of governance in these firms actually affects their investment decisions.
Nowadays, major investors are a main influence in capital markets as they can be buyers,
holders and sellers of securities which grants them power to affect capital markets (Al-Najjar,
2010). However, their CG preferences and activities are usually unrevealed and conducted
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confidentially (McCahery et al., 2009). Thus, the existence and holdings volume of major

shareholders is considered as a popular explanatory variable in the literature of CG.

3.3 The Relationship Between Corporate Governance and Major Shareholders

Many aspects of firms can attract major shareholders across capital markets. In general,
companies apply multiple tactics to get the attention of more investors to their shares which
can lead to increases in share prices and firm value. To illustrate, back in 2006 Ciena
Corporation passed a reverse share split for the intention of having higher share price, which
they hoped it would direct major shareholders interest toward their company (Chung and
Zhang, 2011). In addition, it is reported by Williamson (1985) and Grossman and Hart (1986)
that managerial opportunism negatively affects investors’ desire to buy the firm shares.
Gomper, Ishii and Metrick (2003) argue that firm value and stock returns tend to rise as a
response to a good CG. Also, Chung, Elder and Kim (2010) reports that companies can have
higher stock market liquidity if they were well-governed. Interestingly, Badrinath, Kale and
Ryan (1996), Falkenstein (1996), and Huang (2009) confirm that major shareholders tend to
tilt their portfolios toward shares with higher market liquidity and minor volatility. Other
studies discuss the preference of institutional investors in firms with improved disclosures
(Bushee and Noe, 2000), shares of large firms (Gompers and Metrick, 2001), shares of firms
with better dividends distribution (Grinstein and Michaely, 2005), and share of firms that enjoy
good managerial performance (Parrino, Sias and Starks, 2003). These are a part of many studies
which investigated CG impact over companies, however, none of them has investigated the
impact of CG over the shares selection of prospective major shareholders, and whether such
shareholders consider CG structure of investee companies before they tilt their portfolio
towards them, which is the objective of this research that focuses on this part of the relationship.
The intention here is to investigate the literature that examined the impact of only CG structure
of potential investee firms, as a perceived influential factor, on the selection of shares of major

investors.

Generally, there are two broad approaches for investigating the relationship between CG and
ownership structure. The first approach focuses on how ownership structure affects CG,
including the effect of major shareholders. A large volume of literature has been dedicated to

the advantages of major shareholders being a monitoring tool (Cornett et al., 2007) because it
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is claimed that holding large stakes in a company is an important factor in firms monitoring
process (Shleifer and Vishny, 1986). Over the years, major shareholders have used their
ownership rights to effectively push firms to have good CG that assures the protection of
shareholders’ interests (Hartzell and Starks, 2003). For example, a number of studies indicated
that the existence of institutional shareholdings in companies leads to better compensations
practices (Bertrand and Mullainathan, 2001; Dong and Ozkan, 2008; Hartzell and Starks,
2003). Even though this approach is not followed in this research, a brief discussion seems

useful to grasp the complete picture of the relationship between CG and major shareholders.

The second approach, which is followed by this research, focuses on the interests of major
shareholders in CG, and how CG practices could have an impact on them. According to the
Agency theory, the concentration of ownership of one of the control/monitoring tools that is
utilised to ease agency conflicts that may arise between agents and principals. In theory, the
increase in ownership concentration is accompanied with a more effective monitoring and more
motivated major shareholders to be active in their monitoring and incentive in minimising
agency conflicts (Shleifer and Vishny, 1986). The role of major shareholders, as demonstrated
by Shleifer and Vishny (1986), is deemed as a key component of the agency conflict solution.
Under the agency theory, major shareholders assist in mitigating the free rider problem which
consequently serves as a way to reduce agency costs and enhance firm value. Since major
shareholders’ main objective IS to maximise their capitals, CG mechanisms have been
introduced to protect such capitals; therefore, investors generally lean towards investing in
firms with better CG structures that would assures them acceptable performance (Chalevas,
2011), because if major shareholders invest in firms with poor governance, they would
anticipate greater risk of not gaining reasonable returns (Chung and Zhang, 2011). Hence, firms
are encouraged to investigate the CG preferences of major shareholders in order to expand their

shareholders base and assist them to solve the agency problem.

In capital markets, major investors have an impact on capital markets globally via their
dominance as buyers, holders, and sellers of securities (McCahery et al., 2010). Due to the
large stakes they hold, they are expected to influence CG practices of firms. Hence, firms,
policy makers, investors and researchers would need to be familiar of the CG preferences of
major investors. In particular, researchers have often distinguished the CG preferences of
institutional investors based on what seemed as crucial to such investors. For instance, prior
studies have investigated the impact of governance changes, proxy voting, and monitoring by
major investors on the market (see Pound (1988); Brickley, Lease and Smith (1988); Agarwal
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and Mandelker (1993); Gillan and Starks (2000, 2007); Hartzell and Starks (2003); Gaspar,
Massa and Matos (2005); Chen, Harford and Li (2007); Thomas and Cotter (2007); Renneboog
and Szilagyi (2009); and Bushee, Carter and Gerakos (2007)).

Coombes and Watson (2000) have published the Mckinsey survey which showed that 75% of
institutional investors consider the board quality as important as the financial performance of
firms. Useem et al. (1993) indicated that the US institutional investors prefer independent
boards that are consist of member with multi skills and experiences. In 2003, the UK ‘Just
Pensions’ reported its survey results which showed that good CG was a crucial element in firm
valuation. In theory, major investors have a number of motives that lead them to prefer
investing in well-governed firms (Khurshed et al., 2011). To begin with, CG mechanisms have
the potential to help reducing the costs of the monitoring and agency conflicts. Institutional
investors who hold large stakes in firms have the tendency to bear high monitoring costs.
Bushee and Noe (2000) indicate that institutional investors lean towards selecting potential
investee firms that are characterised with higher disclosure quality as a mean to decreasing
monitoring costs. In addition, and according to Del Guercio (1996), the existence of fiduciary
responsibilities may force some major investors to prefer investing in companies with better
CG practices that would prevent the occurrence of managerial fraud or negligence. The second
motive is that institutional investors may prefer specific CG mechanisms that are linked to
some firms characteristics. To illustrate, favourable firm performance may sometimes be linked
to better CG mechanisms as reported by Gompers et al. (2003) and Larcker et al. (2007) that
found well-governed firms have higher firm value and better operative performance.
Furthermore, major investors with large investments could struggle to instantly liquidate their
shares particularly during a governance collapse, which would push them towards investing in

well-governed firms.

Some studies have investigated the CG relationship with major shareholders; however, their
examinations feature limitations. For instance, some studies focus on: (i) one or two dimensions
of CG; (ii) specific categories of major shareholders (i.e., institutional and foreign investors),
which may present a narrow view of the relationship; or (iii) employing limited research
methods (i.e. survey-based and quantitative assessments). On the contrary, this research intends
to include all categories of major investors within the Saudi capital market and employ both

quantitative and qualitative assessment to fill in the missing gap in the literature.
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For instance, Dahlquist et al. (2003), Giannetti and Simonov (2006), Ferreira and Matos (2008),
and Leuz, Lins and Warnock (2008) dedicated their efforts to examine the influence that CG
practices have on the investment decisions process of institutional investors in regard of shares
selection. Dahlquist et al. (2003), confirmed that no relationship is found between the ratio of
control to cash flow rights and the foreign investors’ shareholdings. In addition, Giannetti and
Simonov (2006) found that having high control to cash flow rights ratios of principal
shareholders could repel prospective foreign and local institutional investors, because it
represents a large extraction of private benefits, and shareholders usually are in fear of
expropriation especially in poorly controlled firms. Also, they found a clear relationship
between CG quality and the shareholders base and showed that companies could use CG as an
attraction tool to expand its shareholders base in the same way they use dividends to attract
certain categories of shareholders. Ferreira and Matos (2008) show that companies with closely
held ownership structure are unattractive to institutional investors. On a different angle, Leuz
et al. (2008) reports that foreign firms with major internal shareholdings would also drive away
institutional investors in the US because such firms can could probably be problematic in terms

of information transmission and monitoring costs.

Furthermore, Bushee, Carter and Gerakos (2010) investigated institutional investors
preferences in CG mechanisms (under the board of directors’ characteristics and shareholder
rights), and the degree of CG influence over institutions’ investment decisions. The findings
showed that only 10% of their sample were affected by CG mechanisms. In contrast,
McCahery, Sautner and Starks (2010) based their study on a survey to examine the perception
of institutional investors toward the laws set by the country to protect investors, and the CG
regulations that firms implement to protect investors too. The results showed CG is actually an
important element of the decision-making process of their investments. Also, some of those
institutional investors expressed the intention to involve in shareholder activism. The results
have also shown that different categories of institutional investors are attracted to different CG

mechanisms.

This raises the question of why CG preferences are varying among the categories of investors.
One key answer can be the fiduciary duty. Individual investors are unlike institutional investors
(e.g., funds, insurance firms, and financial institutions) in respect of their fiduciary duty.
Institutional investors have demanding fiduciary responsibilities. Del Guercio (1996) reports
that many of them lean toward firms that represent the concept of a prudent investment. As an
illustration, Grinstein and Michaely (2005) found that companies with no dividends
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distribution are excluded from the shares selection list of institutions investments, because they
do not represent a prudent investment, which is ought to provide investors with steady
dividends pay over the years. Thus, this fiduciary duty encourages institutional investors to
select and invest in well-governed firms rather than poorly-governed firms as reported by
Hawley and Williams (2000).

Moreover, since this research focuses on the second approach of examining the impact of CG
on major shareholdings, the aims have been inspired by the work of Hawas and Tse (2016),
Chung and Zhang (2011) and Bushee et al. (2013). These studies, however, are performed on
firms operating in developed markets that have different market settings and levels of
shareholders protection, comparing to the Saudi ones. In Hawas and Tse (2016), a CG index
was constructed according to the combined code to test how CG influences different types of
major shareholders before and during the recent financial crisis in the UK. For the whole period
under examination, the findings revealed that CG is positively correlated to major
shareholdings. On the other hand, major shareholdings had not changed even after making
changes to the CG regulations. Among CG aspects that were examined, board composition and
independence are the only ones that showed an effect on major shareholdings. The study
concluded that major shareholders believe that CG was important throughout the financial
crises. However, this study concentrated on examining the heterogeneity of the investment
preferences of various categories of major shareholders in the UK, where shareholders
protection is high, while our research focuses on the issue in the Saudi context, where investors’
protections are deemed low. The combined results can then be explicitly generalised in this

matter.

Likewise, Chung and Zhang (2011) and Bushee et al. (2013) investigated the influence of good
corporate governance on the level of institutional ownership in US companies. They structured
a CG index as a measure of good corporate governance. Chung and Zhang (2011) crafted two
main indices to measure the level of CG in the selected firms. The first index includes anti-
takeover provisions in a firm’s charter and the second index includes the first index in addition
to 12 CG mechanisms concerning board characteristics, audit committee characteristics,
managerial ownership and compensation. An evidence was found showing that the level of
institutional ownership is largely affected by the two main indices. Also, the study indicated
that the legal types of institutional investors and the information asymmetry of the investee
firms are responsible for determining the level of influence that CG indices may have on

institutional ownership. Nevertheless, Bushee et al. (2013) findings showed that the level of on

46



institutional ownership is not significantly influenced by the anti-takeover index and has a weak
positive relationship with the second index. On the other hand, it was shown that the level of
institutional investors is weakly but positively correlated to the board characteristics index,
however, this relationship is not influenced by the different types of institutional investors.

Furthermore, unlike this research, most of literature of the impact of CG on major
shareholdings have adopted only one single research methods: either qualitative or quantitative.
For instance, many studies have examined how investment decisions of institutional investors
are affected by an investee firm’s CG practices through ‘surveys’ (e.g., World Bank, 2005;
PricewaterhouseCoopers, 2000; McKinsey and Company, 2002; McCahery, Sautner and
Starks, 2016), while other studies performed their investigations by using secondary data only
(e.g., Chung and Zhang, 2011; Khurshed, Lin and Wang, 2011; Bushee et al., 2013; Li, Ortiz-
Molina and Zhao, 2008; Dahlquist et al., 2003; Giannetti and Simonov, 2006; Leuz et al., 2008;
Ferreira and Matos, 2008; Aggarwal, Klapper and Wysocki, 2005). The following sub-section
discusses these limitations.

Survey-based studies:

World Bank (2005) and PricewaterhouseCoopers (2000) investigated the influence of firms
CG practices on investment decision-making process of institutional investors in Asia and
reported that most of institutional investors are not interested in the existence of independent
directors and audit committee in an investee firm. In addition, McKinsey and Company (2002)
surveyed a number of institutional investors around the world of whether they are influenced
by CG characteristics of investee firms while making investment decisions. They found that
institutional investors generally consider CG as important as financial data of an investee firm.
In fact, a high percentage expressed their tendency to pay a premium for well-governed firms.
A similar survey has been conducted by McCahery et al. (2016) has shown that institutional
investors pay more attention to CG mechanisms in investee firms in the presence of weaker
investor protection on the country-level. Nevertheless, these survey results might be
convincing, but it is worth noting that there is an absence of pursuing any theoretical

justifications from institutional investors regarding their relationship to CG mechanisms.
Studies with limited assessment and CG elements:

A number of studies considered only secondary data and/or limited number of mechanisms as
proxies to CG to assess the impact of CG on investor decisions. These studies include Chung
and Zhang (2011), Khurshed, Lin and Wang (2011), Bushee et al. (2013), Li, Ortiz-Molina and
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Zhao (2008), Leuz et al. (2008), Ferreira and Matos (2008), and Aggarwal, Klapper and
Wysocki (2005). For instance, Khurshed, Lin and Wang (2011) focused only on one category
of major shareholders, i.e. institutional investors, and two aspects of CG in investee firms
namely: board composition and directors’ shareholding. Even though Chung and Zhang (2011)
and Bushee et al. (2013) used a large number of CG mechanisms to examine the relation
between corporate governance and institutional ownership, both studies were limited to
secondary data only, which is the same case in Leuz et al. (2008) too. In addition, Li, Ortiz-
Molina and Zhao (2008) concentrated on the effect of only the voting rights on the investment
decision of institutional investors. Although Ferreira and Matos (2008) examined the
preferences of different categories of institutional investors, including foreigners, they focused
more on the country-level governance and firms characteristics using secondary data as well.
On the other hand, Hawas and Tse (2016) differs from these studies in that they have included
different types of major investors, including institutional investors, to examine their individual
interests and preferences of many CG mechanisms, but limited their examinations to secondary
data.

Given the above discussion, this research attempts to fill the gap in the literature by the
inclusion of different types of major shareholders and employing both quantitative and
qualitative methods to examine the impact of CG on the investment decisions of major
shareholders to portray an enhanced picture of the issue in a developing market as Saudi Arabia.

The next section discusses the literature found in the context of the kingdom.

3.4 Literature in The Saudi Context

3.4.1 Overview

The literature of the impact of CG on major shareholders in the Saudi capital market is still
unsatisfying, which is a key motive for this research. La Porta et al. (1999) examined the
ownership structures in 27 economies apart from some Middle East and North Africa countries
(MENA) including: Saudi Arabia, Kuwait and the United Arab Emirates (UAE) as a result of
limited data. Al-Harkan (2005) stated that the number of studies that investigated ownership

structure in Saudi corporation prior to 2005 was only two. In reality, the Saudi Company Act
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of 1965 (CA 1965) had no requirements for the disclosure of ownership structure and major

shareholders information in the financial statements for investors’ usage (Alajlan, 2004).

In order to examine the relationship between CG and major shareholders investment decisions,
this section of the chapter discusses the literature in the Saudi context in relation to: (i) studies
investigated the role of board quality in the capital market, and most importantly (ii) the role
of major shareholders and their preferences in CG practices as well as the impact of such

practices on their investment decisions.

3.4.2 Corporate Governance and Major Shareholders

In the Saudi context, some studies have focused on few issues of ‘institutional investors’
namely: their association to firm performance (Alhassan et al., 2015; Al-Sahafi et al., 2015;
Abdallah and Ismail, 2017), their role and impact on CG system (Bukhari, 2014; Alakkas,
2016; Al-Dubai, 2019), and their relationship with corporate disclosures (Al-Bassam et al.,
2015; Al-Janadi et al., 2016; Habbash, 2015; Razak and Zarie, 2015). However, there is a lack
in the literature that examines the impact of CG practices on the process of investments
decisions of major shareholders. To the researcher knowledge, there is no study that examines
the impact of CG on the choices of shares of overall major investors and the CG preferences

of different categories of major investors in Saudi Arabia.

The literature found in the Saudi context focusing on the relationship between CG and major
shareholders is rather rare. However, some studies provided relevant linkage to the objectives
of this research in different aspects such as: behaviour and dominance of wealthy families,
dominance of governmental ownership and impact on investors, impact of directors” ownership
on investors, types of major shareholders, CG perception of overall investors, and ownership

structure.

In relation to the presence of major shareholders, the CMA requires all listed companies to
disclose the ownership percentages of their shareholders who own 5% or more of their share
on a yearly basis. Alakkas (2016) reports that major shareholders in 2015 controlled more than
half of the shares traded in the Saudi capital market and most listed companies have at least
one major shareholder. According to Albassam (2014), the average percentage of block
ownership is %62 which is consistent with findings of other developing markets reported by
Barako et al. (2006), Ntim et al. (2012a) and Samaha et al. (2012). In addition, Al-Janadi et al.
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(2016) examined the impact of Government Ownership (GO) on CG and corporate disclosure
in Saudi Arabia. They stated that GO is widely common in Arabia Public Listed Companies
(PLCs). These findings promote the importance of major shareholders and their investment
size in the Saudi capital market which may suggest the question of whether CG regulations

affect the access of their investments to the market.

Abdallah and Ismail (2017) investigated CG practices and ownership structure and their
relationship to firm performance in the Gulf Cooperation Council (GCC) region. They reported
different types of majority ownership in these markets as follows; corporate investors
(Institutional investors), government, wealthy investors (private owner or wealthy family), and
foreign investors. Similarly, Al-Mulhim (2014) examined the relationship between CG and
firm performance in Saudi Arabia and reported similar categories of major shareholders.
Additionally. The study has documented the categories of major shareholders observed in the
Saudi capital market namely: governmental institutions, wealthy families, listed companies and
foreign investors. Additionally, Albassam (2014) categorised major shareholders as:

government, institutional, block and board shareholdings.

Regarding the behaviour and dominance of major shareholders, Bukhari (2014) focused on the
impact of institutions on the development of CG in Saudi Arabia. The findings show that family
and kinship institutions have a negative linkage to the development of CG in Saudi Arabia.
This is due to the fact that this type of firms has a habit of serving their own interests with little
attention paid to non-family members of shareholders. This behaviour allegedly leads to the
lowest compliance with CG practices. These findings helped the research of this thesis gaining
an image of the nature of the current relationship between CG and institutional shareholders in
Saudi Arabia. In a similar vein, Albassam (2014) indicated that major shareholdings in Saudi
Arabia tend to negatively affect the independence of boards. The study argues that major
shareholders affect board decisions and the general assembly agenda that may lead to the
expropriation of the interests of small shareholders, which is considered a negative impact on
good governance practices. On the other hand, Al-habshan (2015) claims that block owners in
Saudi Arabia favour better CG practices to ensure a proper level of transparency and disclosure

that would benefit their investments.

Interestingly, the findings of Alshehri (2012) reveals that governmental institutions invest in
the market in response to the government plans without aiming to gain high returns because

their objective is to implement the government policies in regard to economic developments.
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Thus, this can be an indication that CG structure of investee firms have no impact on the
investment decisions of governmental institutions because they embrace their own agendas and
plans. This is supported by Darko et al. (2016) and La Porta et al. (1999) who stated that
governmental ownership may not seek gaining profits but instead to achieve political objectives
and control. However, Al-Janadi et al. (2016) found that decision-making process of investors
is negatively affected by high GO in firms, which can be an incentive to focus on governmental

holdings in this research.

In the same vein, Alasiri (2020) examined the role of CG regulations in attracting investors in
Saudi Arabia, especially foreign investors. The findings indicate that there is a direct
relationship between the implementation of CG regulations and the reduction of creative
accounting and thus attracts foreign investors. This study suggests that foreign investors are
willing to invest their capital in the Saudi listed firms if they implement good CG practices that
are accepted globally. However, the study focused on questionnaires only without supporting
the findings with actual financial data. Similarly, Al-Mulhim (2014) examined the relationship
between CG and firm performance in Saudi Arabia and focused on different categories of major
shareholders and their philosophies toward making investments in companies with poor and
good CG practices. The study claimed that CG is seen as an important element of the capital
market. In relation to directors’ ownership, Darweesh (2015) examined the relationship
between CG mechanisms and firm performance and market value. The results showed that
investors are not in favour of high ownership of board members which turned out to have a
negative relationship to firm performance, and this is supported by the results discussed earlier
in Giannetti and Simonov (2006), Leuz et al. (2008), and Ferreira and Matos (2008).

With an emphasis on another aspect of CG in Saudi Arabia, Alzahrani (2013) claims that the
concept of CG is still weakly understood, and the CMA should make more efforts in terms of
educating investors about CG practices. However, this study has not provided a detailed
discussion about the issue of investors’ understanding of CG, which will be accomplished in
this thesis. Additionally, Alhassan et al. (2015) interestingly underlines that potential investors
are expected to comprehend the importance of good CG practices in relation to the protection
of their interests. They assume that major investors are sophisticated and have the expertise to
make reasonable judgments. This creates one of this research assumptions that major
shareholders presumably take CG into consideration during the decision-making process of
their investments, since they are sophisticated enough to comprehend the importance of CG in

potential investee firms.
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3.5 Conclusion

This chapter has presented a review of previous research on the several issues in relation of CG
and major shareholdings. First, it begun by providing a theoretical background of the agency
problem that may arise between owners and managers of companies. Conflicts may occur when
mangers seek their own interests at the expense of shareholders’ interests. Additionally,
information asymmetry may also cause the agency problems. The second part of the chapter
explores the ownership structure in many markets. This part is ought to draw up a clear picture
of the types of shareholdings in global markets and whether major shareholders have a role to

play in such markets.

The relationship between CG and major shareholders is examined via reviewing prior studies
that investigate their role and preferences toward CG practices in their investee firms. This
review assists in filling the gaps in the literature with helped developed the research questions.
The last part presented in this chapters examined the ownership structure and the lack of
literature that investigate the effect of CG practices on the investment decisions of major
shareholders in the Saudi capital market. Although there is a lack of literature examining this
issue, a number of studies have been reviewed to provide this research with a starting point to

investigate the impact of CG on major shareholdings in the kingdom.
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Chapter 4. The Context of Saudi Arabia and its Emerging Capital
Market

4.1 Introduction

In the previous chapter, the current literature that concerns the relationship between CG and
major shareholders have been reviewed aiming to understand the status of the issue in different
capital markets. This chapter focuses on the local settings in Saudi Arabia. As mentioned
earlier, the main objective of this thesis is to explore the evolution of CG in Saudi Arabia and
investigate whether the CG structure of potential investee firms have an impact on the
investment decisions of major shareholders. Saudi Arabia is a developing country that has its
distinct political, economic, legal, cultural and social systems. These distinct systems lead
individual countries to construct a CG framework in their own suitable approach (Oman, Fries
and Buiter, 2004). With respect to CG regulations, it is necessary to demonstrate the current

characteristics of these systems in Saudi Arabia.

This chapter is formed in six broad sections: (i) overview of Saudi Arabia; (ii) politics, law,
and the legal system; (iii) the cultural and social systems; (iv) the economic system; (v) the

journey of the Saudi capital market; and (vi) CG in Saudi Arabia.

4.2 Overview of Saudi Arabia

Saudi Arabia is a kingdom located in the southwest area of Asia and occupies most of the land
in the Arabian Peninsula. It was founded in 1932 by King Abdulaziz Al Saud (1880-1953),
who was able to unify both Hijaz and Najd kingdoms and other regions into one kingdom that
became known as the Kingdom of Saudi Arabia (Al-Angari, 2004; Al-Turaiqi, 2008). The size
of the land is approximately 2.14 million square kilometres, which 80% of it is formed by
desert. The kingdom shares boarders with Kuwait, Irag and Jordan in the north, and is
surrounded by Yemen and Oman in the south while the west side is totally bounded by the Red
Sea, and the east side is bounded by the Arabian Gulf, Bahrain, Qatar and UAE (See Figure
4.1). The weather in Saudi Arabia is mostly hot in the summertime and the heat can reach up
to 50 degrees and is fairly cold in the winter with temperatures reaching down to O degrees in
some areas. The currency is the Saudi Riyal (SAR), where SAR 1 is equivalent to a fixed rate
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of US$ 0.267 (Bloomberg, 2018). According to the General Authority for Statistics in the
kingdom, the population of Saudi Arabia is around 31 million based on their most recent
statistical yearbook of 2016 (General Authority for Statistics, 2017). This population lives in
13 administrative provinces, where each province is headed by a royal family member. Around
78% of the population are under 40 years old and 32% are under the age of 15 years (Almadi,
2016). The capital city is Riyadh, and its major cities include Makkah, Al-Madinah, Jeddah
and Dammam (Ministry of Education, 2018).
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Figure 4.1: Map of Saudi Arabia

Source: Google Maps

The official religion in Saudi Arabia is Islam and the country is considered, by the Islamic
world, to be the birthplace of Islam (in the seventh century), as it hosts the two holy mosques
in Islam, which are located in Makkah and Al-Madinah. Makkah has the most important
mosque to the Islamic world (The direction of prayers for all Muslims), while Al-Madinah
hosts the mosque and the grave of Prophet Mohammad (Peace be upon him). As stated in the
kingdom Basic Law of Governance (1992, p.3), particularly in Article 23, ‘the state shall
protect the Islamic creed, apply the Sharia, encourage good and discourage evil’. This
statement and others confirm the impact of Islam on the various aspects of life in the kingdom
even in the business field, with the assurance of proper ethical policies and human equality
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(Moustafa, 1985). Being the birthplace of Islam owes to the fact that the first language in the

kingdom is Arabic, however, English is widely used in the business fields.

4.3 The Cultural and Social System

Saudi culture is deemed to be fairly homogenous. According to Idris (2007), there are two
factors that have affected the Saudi culture namely: Arabic origins and Islam teachings (Sharia
Law). Saudi Arabia is a tribal society, which is formed by past events and Arabic traditions.
Saudi Arabia has never been invaded by other nations; therefore, its culture and traditions have
formed themselves throughout the years with the influence of its locations and political
importance. Menoret (2005) defines Saudi Arabia as the core centre of the Islamic and Arab
world and sometimes it is considered their ‘big brother’ due to its economic and political

dominance.

Interestingly, Field (1985) reported that Saudi people usually attempt to strengthen their
relationships with employees and officials of governmental institutions to attain better services
in the future. This way of personalising relationships is quite common amongst Saudis, which
can sometimes interfere with implementing regulations. Similarly, Idris (2007) suggested that
tribal relationships to employees in governmental institutions and business relations between

individuals may also obstruct law enforcement.

Another controversial aspect of the Saudi society has been analysed by Falgi (2009) and Al-
Matari et al. (2012), which is the minor changes in social manners. They state that the kingdom
has known for hosting millions of nationalities who are active within the society and Saudis
have been supplied with new technologies and a better education system. However, social
norms and behaviours have not shown major changes. The authors believe that the solid power
over authorities by some members of the royal family and their closely attached families

(especially from Najd) are the main reasons for the slow progress of the society developments.

4.4 The Economic System

In the past, Saudi Arabia used to be a relatively poor country as 80% of its land was formed by
desert, which indicates lack of natural resources (Al-Sayari, 2003). After the discovery of oil
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in 1937, the financial status of the kingdom begun improving gradually. Since then, the country
has been steadily developing in different fields, particularly in the economy until the kingdom
became quite influential on the pricing and production of oil internationally according to
Niblock (2004).

Saudi Arabia depends largely on the production of oil and possesses about 17% of the world’s
oil reserves. The oil and gas sector forms 70% of the kingdom’s export earnings and 50% of
its GDP. In addition to oil, other natural resources are found within the kingdom such as natural
gas, gold, copper, and iron ore (OPEC, 2021). According to the World Bank (2018), Saudi
Arabia had a GDP of US$ 683.83 billion in 2017, which is the highest GDP amongst all the
GCC and other MENA countries too (see Figure 4.2). Its huge oil resources make the country
dominant among the MENA countries and has the highest income (FTSE Global Markets,
2006).
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Source: World Bank (2018)

At the beginning of the third millennium, Saudi Arabia became determined to turn its economy

to a more diverse one in order to limit its dependence on the income of oil production. The
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government initiated major reforms in the economic and business field by eliminating heavy
business restrictions, support privatisation, and focus on investors’ protection (World Bank,
2013). In 2000, they started by establishing the Saudi Arabian General Investment Authority
(SAGIA), which was responsible for all investment affairs in the country. Then, the
government formed the CMA in 2003 to monitor all activities of the capital market (CMA,
2014), and it concentrated on refining the legal and economic structures which eventually
enabled the country to join the World Trade Organisation (WTQO) in 2005 (WTO, 2005).
Ramady (2012) advances the idea that such reforms have contributed to the ease of business
and to the rise of the private sector, and the foreign investors’ involvement in the Saudi market.
For example, in accordance with SAMA (2014), the private sector contributed to almost 50%
of Saudi Arabia’s GDP in 2013, while in 2003 the percentage was only 35%. Further, foreign
investors eventually became able to participate in the capital market since 2015 (CMA, 2015).

However, the economy in Saudi Arabia still experiences complications, which may cause
disaffection of prospective investors. To illustrate, the government departments are somehow
still characterised with bureaucracy, which can seriously drive investors away. As reported by
World Bank (2016), the government efficiency in the kingdom is in the 90" place in their list,
and the reason for such undesirable ranking is linked to the government dominant control over

Saudi leading corporations (Al-Hussain, 2009).

Some scholars have analysed the consequences of the government total control of the politics
in Saudi Arabia. For instance, Al-Rasheed (2010) noted that the dominance power that the
government exercises on the country’s politics has led the royal family in Saudi Arabia to be
having a vital role in the local market. Additionally, Murawiec (2005) revealed that the Saudi
Royal Family is involved deeply in the Saudi market as they have been granted multi-billion
public projects through their private and semi-public companies, along with Najd descent
businessmen, who are arguably considered to be second to the Royal family in the business
market according to Niblock and Malik (2007). According to Almadi (2016), such businessmen
are clearly among major shareholders in the Saudi stock market along with governmental

owned/partly owned institutions and members of the Royal family.
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4.5 Politics, Law and The Legal System
45.1 Politics and Law

Saudi Arabia is deemed to be an absolute monarchy and the throne is available to only male
descendants of the founder King Abdulaziz Al Saud (Basic Law of Governance, 1992). The
term ‘constitution’ is never used in the kingdom; however, scholars consider the Basic Law of
Governance as the Saudi Arabian constitution. The Basic Law of Governance confirms Islam
as the source of its law (Sharia), and it underlines that the king is the head of both the kingdom
and the government, which forms a centralised political system in the kingdom. In accordance
with the Basic Law of Governance (1992), the king’s responsibilities include ruling the local
and international affairs of the kingdom as well as implementing proper arrangements and
organising for the different divisions of government such as the appointing of the head of the
three state authorities in the country: namely, the Executive Authority, the Legislative
Authority and the Judicial Authority.

The Executive Authority is represented by the Council of Ministers, which works as an advisor
for the king in relation to the governance of the kingdom. Council members are always
appointed by the king himself every four years, and there is a possibility that they are
reappointed for another four years based on the king decision. The Legislative Authority is also
represented by a council, which is called the Consultative Council. This council’s
responsibilities include issuing recommendations, developing new legislations, and improving
old regulations with no power to pass or enforce laws (Majlis Ash-Shura, 2018). The third
authority is the Judicial Authority which is responsible for applying the Sharia Law in the
kingdom.

In addition, the king decisions are mostly the output of his meetings with senior members of
the royal family and the religious icons (Shoult, 2006). However, all economic and finance-
related matters are directed to the Bureau of Experts (BOE), which is a consultancy division
under the government that was formed back in 1953 (BOE, 2015). Even though the Basic Law
of Governance (1992) confirms that regulations in the kingdom are issued with affirmation of
achieving fairness, consultation and equality, a number of researchers have put the quality of
the legal system in the kingdom in question. According to Niblock (2004), the legislations and
laws in relation to customers and investors’ protection and bankruptcy are regularly neglected
or enforced on unregularly basis. Further, Hertog (2010) argues that due to the delays of court
proceedings, the transparency of the Saudi Judicial system is limited as result of the meddling
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of some members of the Royal family. On the contrary, Shoult (2006) and Ramady (2010)
indicate that the establishment of CMA in 2003 had led to an evident enhancement in the

application of business-related regulations in the Saudi capital market.

45.2 The Legal System

The process of developing the Saudi legal system has been rather slow in comparison to the
kingdom’s economic developments. Even though the Saudi market has improved significantly,
the legal system has not kept pace with it, and remained a poorly-structured system (Hussainey
and Al-Nodel, 2008; Al-Nodel and Hussainey, 2010; Al-Matari, Al-Swidi and Fadzil, 2012).
Consequently, there have been a consistent urge for the need for a more developed legal system

for the protection of the Saudi capital market and shareholders’ interests.

4.5.2.1 Foundations of The Legal System

As mentioned earlier, the legal system in Saudi Arabia depends mostly on the Islamic teachings
(Sharia), which is viewed as the main source of legislations in the country. The first article in
chapter 1 in the Basic Law of Governance states that the principles of the Saudi Constitution
are predominantly derived from the Holy Quran and Sunnah (Islamic sources of law) (Basic
Law of Governance, 1992). However, the Islamic Sharia and the legal system in Saudi Arabia
may pass legislations and laws that are originally produced abroad if they align with the Islamic
Sharia. The CA 1965 in Saudi Arabia, for example, was mainly originated from the British
Companies Act (Hussainey and Al-Nodel, 2008; Al-Matari et al., 2012). Also, as important, it
is argued that the CA 1965 has French roots, as many of its articles (such as the ones concerning
the types of companies) are based mostly on the French Law prior to 1966 (Koraytem, 2000).
The author also confirms that some adaptations have been made in order to make such laws

compatible with the Islamic teachings.
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45.2.2 Laws and Regulations

The Saudi CA 1965 is the concrete base for legislations for companies. Nevertheless, this law
suffered from weaknesses in various areas especially in regulations related to the capital
market. These limitations were obstacles facing the pace of the economy developments in the
kingdom; therefore, the Saudi government had commenced economic reforms in terms of
enhancing legislations and regulations which resulted in the formation of Capital Market Law
(CML), the Listing Rules, the Corporate Governance Regulations and many other regulations,
with bearing in mind that these laws were also the outcomes of the collapse of 2006 in the
capital market (Alkahtani, 2015). The new Company Act 2015 was based originally on the
1965 version; therefore, French roots still exist. However, the new Act was produced to meet
the modern needs of firms and form an attractive business environment elevate investors

participation in the kingdom market.

In addition to the CA 2015, the laws and regulations that are today linked to CG in Saudi Arabia
are: the Saudi Accounting and Auditing Standards, the Principles of Corporate Governance for
Banks Operating in Saudi Arabia, Listing Rules 2004, the Saudi Code of Corporate
Governance, and the Capital Market Law 2003. Due to their direct association to the

discussions in this thesis, the last two laws will be discussed later in the chapter.

Four shortcomings have been observed in such laws. First, these laws and regulations have
neglected issues relating to ownership structure, especially in regard of major shareholder. On
the contrary, in Italy which has a similar ownership structure to the Saudi’s, regulators have
issued a section in their law for internal control concerning these issues (Alakkas, 2016).
Second, the Saudi laws have repetitively been criticised of being vague and confusing, which
makes it hard for firms to comprehend and follow. For instance, in the Saudi code of CG, the
definition that is stated for minority shareholders is “those shareholders who represent a class
of shareholders that does not control the company and hence they are unable to influence the
company”’, however, the code had no explanations of shareholders controls whether related to

minority or major shareholders (Alakkas, 2016).

Third, some agencies have not enforced their laws properly, which places the power and impact
of those agencies in question as well as the sanctions stated in the regulations of those agencies
(Alakkas, 2016). Falgi (2009) confirms that, besides the inconsistency and ambiguousness of

the Saudi CG laws, the sanctions procedures are seen as inadequate to prevent companies from
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violating the laws. This limitation has motivated companies to pay little fines instead of fully

implementing the CG regulations (Al-Kahtani 2015).

Fourth, as partially explained earlier, governmental agencies which regulate companies in
relation to CG have different perception of CG, which leads to a conflict between laws imposed
by those agencies. To illustrate more, the CMA and SAMA are the regulating bodies of listed
banks, and both bodies introduced CG laws. Some provisions in the CMA CG regulations are

not stated under the SAMA principles, which can be confusing to firms (Alakkas, 2016).

From the above discussion, the Saudi legal system is mainly based on Islamic teachings
(Sharia) and have British and French roots to some extent. The CA 1965 and the newly
established version of 2015 are the basis of legislations relating to firms operating within the
kingdom. Other laws have been developed as a reaction of the capital market crash of 2006 and
more attached to CG framework of the system such as Capital Market Law 2003 and the Saudi
CG code. However, such laws have limitations that contribute to the ineffectiveness of the CG

structure in the country.

4.5.3 Regulatory System of Corporate Governance in Saudi Arabia

45.3.1 Overview

In Saudi Arabia, there are two key regulators who manage the development and
implementation of CG regulations namely: (i) the CMA and (ii) the Ministry of Commerce and
Industry (MOCI). The CMA is responsible for listed companies only whereas the MOCI is
responsible for listed and unlisted companies in the Saudi market. The main objective of the
two regulators regarding companies is to ensure the compliance and implementation of
provisions enforced by the CA and the Saudi code of CG (CGC) as well as aiming to protect
the interests of shareholders and stakeholders and attract investments in a healthy business
environment (see CA 2015, Articles 1 and 219). In addition, there are other institutions that
affect the structure of Saudi listed companies such as: the SAMA, the General Authority of
Zakat and Tax (GAZT) which is responsible for the implementation of Zakat and tax laws, and
the Saudi Organisation for Certified Public Accountants (SOCPA) (see Table. 4.1). According
to OECD (2012), such institutions and regulations have positively contributed to the quality of
CG and non-CG regulations in Saudi Arabia (OECD, 2012).
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Law/ Institution Year Description

The Company Act (CA) First: 1965 | Regulations in regard of the legal
Last: 2015 | framework of the Saudi companies

The Income Tax and Zakat Law 1950 The Taxation system in the kingdom
The Saudi Organization for Certified 1992 The regulator of Accounting and
Public Accountants (SOCPA) Auditing policies in the kingdom
The Capital Market Authority 2003 The regulator and developer of the
(CMA)/The Capital Market Law (CML) Saudi capital market
The Saudi Code of Corporate First: 2006 | Regulations in regard of CG practices
Governance (CGC) Last: 2017 | in the Saudi capital market

Table 4.1: Main Regulations of Saudi Companies

Source: constructed by the researcher

45.3.2 The Company Act (CA)

The first Company Act (CA 1965) in Saudi Arabia was released on 20 July 1965 (Basheikh,
2002). According to Alghamdi (2012), this version of the act was influenced by the British
Companies Act. The main objective of its release was to govern the activities of companies
operating in the kingdom (MOCI, 2019). The CA 1965 sought controlling the activities of
commercial companies such as joint stock companies, partnership, liability and limited liability
companies, corporations diverting and emerging, bond partnerships and foreign companies
(Alshehri, 2012). There have been adjustments made to the CA 1965 in four separate occasions,
particularly in 1967, 1982, 1985 and 1992 (Basheikh, 2002). The Act consisted of 15 chapters
that provide 234 articles. This version of the act has demonstrated several articles in regard of
CG practices such as the board of directors, disclosure and transparency and shareholders’

rights and general assembly.

On December 2015, a new version of the CA has been released which supressed the CA 1965.
Companies in the Saudi market were given a period of one year only to ensure their total
compliance with the regulations set out in the new law of companies. The new CA 2015 is
ought to deal with many obstacles that faced the development of the Saudi market. It is

constructed in a way that attracts companies and investors to a better business environment.
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The new rules have also imposed better CG policies such as CEO duality, accumulative voting

system, and new sanctions against violation of the law.

45.3.3 The Income Tax and Zakat Law

Zakat is an Islamic term which refers to the Islamic tax that is imposed annually at an annual
flat rate of 2.5% of the aggregate monetary values of an individual assets, which was laid down
by Royal Decree No. 17/2/28/8634 dated 1950 (Basheikh, 2002; Alkhtani, 2010). The law of
Zakat has been amended in 1951 and 1956. The first Article of the law states that all Saudi
individuals, shareholders of Saudi firms that are totally owned by Saudis, and Saudi
shareholders of joint companies that are owned by Saudi and non-Saudi investors, have to pay
Zakat with guidance of the Islamic teachings (Al Mulhim, 2014).

The Income Tax Law was first released in November 1950 and has also been revised few times
in 1951, 1956, 1986, 2004 and 2018 (Basheikh, 2002; Department of Zakat and Income Tax,
2019). Individual employees, both national and expatriate, are not obligated by this law.
However, there are six individuals who are obligated to this law in the kingdom including: (i)
resident capital companies with respect to shares of non-Saudi partners, whether they are
resident or non-resident natural or legal persons, (ii) Shares of non-Saudi partners in resident
capital companies shall not include shares of non-Saudis held for speculation purposes through
trading shares of joint stock companies in the Saudi capital market, (iii) Shares of non-Saudis
in mixed companies, which are partners in resident capital companies, (iv) Individuals engaged

in the natural gas and hydrocarbons investments.

In addition, the GCC countries had an agreement in June 2016 to enforce the Value Added Tax
(VAT) across the region. In the following year, Saudi Arabia approved the outlines of the GCC
VAT. In January 2018, Saudi Arabia has imposed the Value Added Tax (VAT) at a standard
rate of 5%. The General Authority of Zakat and Tax (GAZT) defines VAT as:

An indirect tax imposed on all goods and services that are bought and sold
by businesses, with a few exceptions ..... VAT is imposed at each stage of
the supply chain from the production and distribution to the final sale of
the good or service.
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GAZT is the government institution that has the duty of monitoring the application,
management, and enforcement of VAT across the kingdom with the cooperation of other
involved institutions (GAZT, 2019).

4.5.3.4 The Organisation for Certified Public Accountants

In 1992, the Saudi Organisation for Certifies Public Accountants (SOCPA) was founded as a
partially independent institution (Alsaeed, 2006). SOCPA is the entity that is responsible for
the development and ratification of accounting practices and the Chartered Accountant system
in the kingdom. The organisation main objective is to enhance the accounting profession in the
kingdom by releasing approved accounting and auditing standards that are recognised globally.
According to SOCPA (2012), the organisation has obtained recognition by the International
Federation of Accountants (IFAC) in 2006 and was selected by IFAC to participate in the
development of the accounting and audit profession (Albassam, 2014).

SOCPA was formed with a board of directors who reports directly to the Ministry of
Commerce and Industry. The board is represented by the Minister of Commerce as the
Chairman with 14 members (SOCPA, 2019). It is claimed that SOCPA has been an influential
factor in the development of firms’ audit quality and enhancing the confidence of investors in

CG practices implemented by companies (Alsaeed, 2006).

4.6 The Journey of The Saudi Capital Market

In accordance with Alkahtani (2015), there are two main eras that the capital market has grown
through in Saudi Arabia. The first era started nearly from 1932 until 2002. The second main
era started in 2003 and on. The capital market has observed a chain of events throughout both
eras, in particular, the financial crisis of 2006. The first recorded date of joint stock companies,
commonly known as corporations or limited companies, in Saudi Arabia goes back to the year
1932. This is the date when the first joint stock company in Saudi Arabia was established and
called the Arab Company for Cars. Years later and particularly in 1954, another joint stock
company was established and called the Arabian Cement Company. This was followed by the

authorisation of three electricity companies to begin business in the market. A year earlier in
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1953, the known businessmen Al Mahfouz and Kaki established the first bank in the country,
which was later called the National Commercial Bank (Ramady, 2010). Few years later, the
government established another local bank called Riyad Bank to keep up with the speed of

developments around the kingdom.

In the 1970s, the capital market witnessed the establishment of many joint stock companies.
During the same period, the government had decided to unify the three electricity companies
into one consolidated company. The incentive behind this decision was the additional charge-
free shares which were issued to shareholders (Abdullah, 2006). In addition, the government
decided to support the private industry financially by introducing six large governmental
lending institutions, including: the Saudi Agricultural Bank, the Saudi Credit Bank, the Public
Investment Fund and the Industrial Development Fund (Ramady, 2010).

Moreover, noticeable changes have been observed in the late 1970s in the Saudi capital market
when the government decided to convert foreign banks, already working in the Saudi Arabia,
into national banks. After this nationalisation plan took place, the government pushed the banks
to sell their stocks to the public as public offers. Furthermore, privatisation programmes have
contributed positively to forming a regulated market for the shares trading (Ramady, 2010).
Consequently, investors around the country have become more interested and involved in stock

trading during this decade.

Additionally, the first time the Saudi capital market had experienced the introduction of mutual
fund was in the 1980s following the establishment of the National Arab Bank (Alanazi, 2012).
These mutual funds played an important role in spreading the culture of investment among
Saudi investors; however, the market was still comparatively small and lacks attractiveness.
One of the market characteristics at the time was that many of the stock market operations,
including selling and buying shares, were executed by unlicensed stockbrokers. At that time,
the Saudi stock market had limited and insufficient regulations to control the activities in the
market, therefore, those unlicensed stockbrokers continued trading in the market for years. The
early 1980s has witnessed the rise of oil prices which in fact led to enhancements in the capital
market, increases in shares traded on a daily basis, and increases in shares prices. As a result,
the government noticed the urge for new legislations and reforms in relation to the capital
market activities (Alkahtani, 2015).

One of the main reforms made by the Saudi government is the establishment of SAMA, which

led to the suspension of the trading activities of the unlicensed agents. Following this, SAMA
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was responsible for regulating the stock market activities and limiting them to the commercial
banks only. Therefore, SAMA was solely granted the authority to supervise the shares trading
to form a regulated market, and keep the financial operations stably running in the market
(SAMA, 2018). Consequently, the IFC has recognised and begun monitoring the Saudi capital
market as an emerging market that plays a vital role in the region and amongst other emerging
markets listed in the IFC databases (Alkahtani, 2015).

In 1984, the government decided to introduce the Saudi Share Registration Company (SSRC)
to be operated by the banks and monitored by SAMA, with a main responsibility of handling
the data of shareholders in listed companies. Additionally, the SSRC was responsible to take
on all of its operations such as the settlements, transfer, and registration of property through
the automated system. In 1990, the Electronic Securities and Information System (ESIS) was
first introduced as a further step of the development of the Saudi capital market, and to run an
Automated Information System (AIS) for the traders in the market. The dealings in the Saudi
capital market, when it was introduced, was limited to Saudi citizens until 1994, when citizens
of the GCC countries became able to purchase and sell shares in the market. Later in 1999, the
stock market begun planning for foreign investors to be admitted in the market especially in
banks mutual funds. The intention behind such plan was to encourage the flow of foreign
capitals into the Saudi market (Ramady, 2010). The plan of allowing foreign investment in the
Saudi market had also involved the setup of SAGIA in 2000 (discussed earlier).

In 2001, the ESIS was eliminated by the Saudi government and substituted with a new entity
named Tadawul, which is the current name for the Saudi capital market. The CMA was
responsible for the supervision over this establishment. As a result of the establishment of
Tadawul, trade volumes increased noticeably, and the transactions and processes speed have
improved rapidly by using the internet. Following the high increases in oil prices in 2005, the
confidence in the Saudi market had risen too. From there on, Tadawul all Share Index boosted
up from 2,500 points to approximately 16,700 points in 2006. Likewise, the market
capitalisation had incredibly risen from US$75 billion to almost US$651 billion during that
period. By 2009, Tadawul became comprising of 128 listed companies, and it emerged with
the bond market, and bonds became available in Tadawul for trading (Saudi Arabia Report,
2009).

The Saudi market is nowadays well-known of some characteristics such as: concentrated

liquidity and influential shareholders (institutions or government), and it is considered to be a
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promising market that can be able to reach a developed market class in the future (Alsahlawi
and Ammer, 2017).

4.7 Saudi Ownership Structure and Major Shareholders

This section presents the ownership structure in the Saudi capital market and how major
shareholders gained power within the market over the years. Before the infamous crash of
2006, the Saudi capital market was branded as a market with a high level of ownership
concentration. The majority of publicly-traded firms in the market were owned by the
government and wealthy families (Aljahdali, 2014). Many individual investors had participated
in purchasing shares in many privatised or newly formed firms; however, it seems that they
have left the market quicker than anticipated. One explanation for such behaviour was the
desire to purchase shares in the IPOs as they were offered at lower prices. Afterwards, they
would sell such shares to benefit from their high initial returns. Consequently, these resold
shares have been owned by limited number of major shareholders especially wealthy families
(Aljahdali, 2014). Over the years, this situation has participated in creating high concentrated
ownership in the Saudi capital market. Consequently, many of the strategic and discretionary
decisions of companies’ boards became under the control of few shareholders especially

governmental agencies and wealthy families (Ramady, 2010).

The high level of ownership concentration in the Saudi capital market has started changing
gradually after the country became a member of the WTO in 2005, which was caused mainly
by the urge to liberalisation of the economy. The high and direct governmental ownership in
the market has been reduced aiming at activating the role of the government agencies and funds
in the market instead. As a result, the majority of government ownerships were resold to large
governmental institutions such as Public Investment Fund (PIF), the General Organisation for
Social Insurance (GOSI) and the Public Pension Agency (PPA). Such funds entered the Saudi
capital market with huge budgets particularly in pre-governmental firms in addition to small,
but influential, holdings in other private firms in the market (Aljahdali, 2014). Eljelly (2009)
stated that although their small holdings in such private firms are usually not influential, but
due to the new pattern of share ownership in Saudi Arabia, these funds had the ability to

significantly control companies’ matters even if their holding were as low as 1% only. This
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explains the emergence of two widely common types of major shareholders in the Saudi capital

market namely: wealthy families and governmental institutions.

The growing participation of different types of major shareholders is seen to have helped the
development of the Saudi capital market. They are deemed to be notably useful in restoring
balance by alleviating agency conflicts, re-allocating power among investors, strengthening
CG and make the capital market more attractive to different investors (Aljahdali, 2014).
Despite such changes in major shareholdings, the ownership of controlling families continued
growing noticeably even after the establishment of the CMA back in 2003. For instance, some
firms in the capital market are primarily owned by one family or one person such as the
Kingdom Holding Company. Additionally, other firms such as Al Rajhi Bank, are mainly
owned by Al Rajhi family with 45% of the bank shares with almost 60% of their board
consisting of members of the family. Some wealthy individuals and rich families also hold
large stakes through cross-ownership and pyramid structure, which is deemed to be a new trend
of ownership in the Saudi capital market. This new pattern leads such investors to retain a full
control with an average holding of 40% and above of entire shareholdings in 24 listed firms in
the capital market (Aljahdali, 2014).

In general, previous studies have examined and reported the patterns of ownership in the Saudi
capital market. According to Al-Tonsi (2003), the ownership of wealthy families was the
prominent type with over 70% of ownership in the Saudi capital market in 2003, whereas the
services sectors were dominated by the state. Alajlan (2004) reported that the majority of Saudi
listed companies were owned by wealthy families which is in consistent with findings of Al-
Harkan (2005). Piesse et al. (2012) and Al-Harkan (2005) has also indicated that the Saudi
Arabian Monetary Agency (SAMA) found that the Saudi capital market is largely owned by

families and the government.

In the literature of the last decade, the ownership structure in the Saudi capital market is
categorised as a concentrated ownership as in civil laws countries. The Saudi CG model is
referred to as an insider model where most companies are owned by governmental institutions
and wealthy families as major shareholders (Solomon, 2010). Alamri (2014) found that wealthy
families control more than 50 firms in the Saudi capital market, which explains the crucial role
of the ‘family and founder’ issue that is broadly popular in Saudi Arabia (Robertson et al.,
2013). Besides, as of June 2013, governmental institutions had controlled more than 12 listed

companies in the capital market. However, prior studies (e.g., Al-Tonsi, 2003) claimed that the
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majority of listed companies are owned by wealthy families whereas the rest are government-
controlled. Nonetheless, the ownership structure has rather changed in recent years with several
listed companies being owned mostly by foreign investors and small shareholders (Alamri,
2014).

The Saudi listed companies have been recently obligated to disclose their ownership structure
that shows the percentage of at least 5% of a company’s shares that is hold by any shareholder.
Alakkas (2016) reported that most Saudi listed companies feature a concentrated ownership
pattern in 2015, where such companies are dominantly owned by an individual, an institution
or a group of major shareholders. The study also indicated (see figure 4.3) that different
categories of major shareholders hold 57% of the equity of listed companies whereas the 43%
left are free for trade. It found that major shareholders appear in almost every single company
in the Saudi capital market. As a result, it proves that until the year of 2015 more than half of

the Saudi capital market is owned by major shareholders.

From the discussions above, it is noted that major shareholders exist dominantly within the
Saudi capital market. Therefore, their role and investments sensibly seem influential, and more
research is needed to examine their interests and what affect their investment behaviour

especially in term of CG practices.

B Controlled
B Eree

Figure 4.3: Controlled equity in the Saudi Capital Market
Source: Alakkas (2016, p. 63)
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4.8 Corporate Governance in Saudi Arabia

4.8.1 Agency and Signalling Theories in Saudi Arabia

4.8.1.1 Agency Theory

The government of Saudi Arabia has made several reforms in the area of CG. It formed the
code of CG regulation in 2006 which is regarded as a cornerstone of the reforms (Al-Abbas,
2009; Al-Nodel and Hussainey, 2010; Robertson et al., 2013). In comparing the Saudi CG code
to other CG codes around the world, it also aims to eliminate agency problems that may arise
between owners and managers by concentrating on transparency issues, accountability and
duties of companies’ boards of directors (ROSC, 2009; Alshehri and Solomon, 2012). In the
Saudi context, this is deemed to be an important issue because of the existence of high
ownership concentration in the Saudi capital market (Al-Abbas, 2009; Al-Nodel and
Hussainey, 2010). The issue of ownership concentration may have an adverse effect on the
rights of minority shareholders (Baydoun et al., 2013); resulting in conflicts of interests
between major shareholders and those small shareholders. For instance, in the Saudi market,
major shareholders can assign their friends and relatives as members of boards. Consequently,
this may indicate that the interests of minority shareholders can be overlooked at the benefit of
major shareholders. Additionally, individuals with good government ties can be appointed in
boards without any judgement on their qualifications and capability in performing their duties
(Haniffa and Hudaib, 2007; Boytsun et al., 2011). These actions can be influential in the issue
of potential investment opportunities; therefore, the agency theoretical framework is seen to be
most appropriate in the context of Saudi Arabia.

4.8.1.2 Signalling Theory

According to Al-Nodel and Hussainey (2010), the formation of the Capital Market Authority
(CMA) in 2003 have contributed to the improving of the area of transparency and information
disclosure and alleviating information asymmetry. To be specific, Listing Rules, which was
issued in 2004, requires listed companies to disclose timely information to the capital market
concerning any major changes related to either performance, contracts, ownership structure,

and board composition and structure. As a result, distinguished improvements were witnessed
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in the area of reporting of both financial and non-financial information in the annual reports of
listed companies. In addition, Saudi regulators have seen the capital market as an external CG
mechanism and have undertaken steps, through CG reforms, to reinforce it to help increasing
the number of companies and improving the institutional investment. Since 2005, the Saudi
capital market have experienced a substantial rise in the number of companies being listed.
Due to the fact that these newly listed companies would have the need to gain financial support
for their establishment, developments in CG issues related to major shareholders and their
participation in the market as a result of easing information asymmetry would be attractive for

future major investments by block-holders.

4.8.2 Emergence of Corporate Governance in Saudi Arabia

The evolution of CG laws in Saudi Arabia has been primarily derived by two crucial factors
(Al kahtani, 2013). First, the urge to develop the economy and the capital market in Saudi
Arabia, and then the need to increase the level of accountability of the members and executives
in the boards of listed companies. In order to improve the Saudi economy image and maintain
a reliable one as a country, regulators in Saudi Arabia have legislated many critical legal and
economic policies especially after the year of 2000. Almneef (2006) reported that CG was a
topic that he had never heard of in Saudi Arabia before 2000. Since the topic of CG is rather
new in the country, the following events or steps are the recent ones that can shed further light
on the modernisation process of the Saudi economy, particularly the capital market, which

eventually resulted in the emergence of CG regulation.

To begin with, in 1999 the Supreme Economic Council was established according to
instructions by the Saudi executive authority. The establishment of this council indicates that
economic developments are becoming a key issue within the country. The Supreme Economic
Council is headed by the King and consists of a number of ministers and deputy ministers and
the chairman of the CMA board. Besides, the council has a number of responsibilities with
being a supervisor of the country’s economic regulations and policies, which is based on the
principles of comprehensive social welfare and a free-market economy (Supreme Economic
Council Law, 1999).

In addition, when SAGIA was formed in 2000, one of its key aims was forming a pro-business

environment, where complete services are provided, and a greater number of investment
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opportunities are discovered especially within the energy, transportation and knowledge-based
sectors. Also, another significant aim of this authority was to remove any obstacles facing local
and foreign investors in relation to starting up or running a business (SAGIA, 2014). Besides,
one of its strategic goals was to lead the Saudi economy to reach a ranking between the top 10
countries in the World Bank’s list, as stated by the SAGIA commissioner. As a result of
continuous developments in the economy throughout the years, the Saudi economy was ranked
13" in the World Bank 2009 ‘Doing Business’ report.

The approval of the CMA, which was introduced in 2003, was a substantial history point for
the emergence of CG in Saudi Arabia. The CML included sixty-seven articles that regulate the
capital market activities and provide the CMA with the power to control the market and its

listed companies.

The second crucial reason for the evolution of CG in Saudi Arabia was the enormous collapse
of the Saudi capital market in February 2006. The Saudi capital market suffered a rapid collapse
of $480 billion in equity losses, accounting for 53% of the entire capital market valuation (see
Figure 4.4). This failure drove the Saudi authorities, especially the CMA, to protect the
securities and investors interests in the market because it was notably sensed that investors
begun losing confidence in the market, which demonstrated the need for a well-structured code
of CG in Saudi Arabia (Ramady, 2010). Consequently, the CMA board started up the process
of producing a code of CG for the first time in the market history. At the end of the same year,
the CMA issued the final draft of the first Saudi code of CG, which took into consideration the
principles of CG that are recognised internationally such as the OECD principles of CG and
the UK code of CG as presented in Cadbury and Greenbury reports (Riyadh Chamber of
Commerce and Industry. 2007). It is noteworthy to mention that this first code of CG presented
the regulations as a set of voluntary, not compulsory, guidelines for the management of listed

companies and encouraged compliance.
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Figure 4.4: Saudi General Capital Market Index (2006)
Source: the CMA website

Although the laws regulating companies’ activities, including their directors and employees,
have already been enforced in Saudi Arabia through the CA 1965 (Al-Razeen and Karbhari,
2004; Hussainey and Al-Nodel, 2008), there was a general understanding that the CG in Saudi
Arabia had not been formally recognised until the introduction of the first code of CG at the
end of 2006 (Al-Moataz v Hussainey, 2013; Al-Nodel and Hussainey, 2010; CMA, 2006;
Soliman, 2013a, 2013b). It is argued that CG issues within the capital market had begun
occurring prior to its plunge in February 2006. Alshehri and Solomon (2012) and SFG (2009)
indicate that the CMA and investors in the market neglect focusing on such issues because they

were paying more attention to the abnormal gains during the period up to the crash date.

4.8.3 A Review of The Corporate Governance Code in Saudi Arabia

48.3.1 Overview

The first Saudi Code of CG regulations (CGC 2006) was released on 12 November 2006 (see
Appendix F). The code was constructed and devoted to listed companies in the Saudi capital
market to ensure their compliance to CG practices with higher standards to protect the interests

of shareholders and stakeholders. The code was mainly influenced by the CG principles
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published by the OECD in 2004 (Alshehri, 2012) as well as the Cadbury and Greenbury reports
(Riyadh Chamber of Commerce and Industry, 2007). The CMA is the accountable authority
for regulating the Saudi capital market and a major player in the process of CG developments
(Alshehri and Solomon 2012). As discussed earlier, the CGC 2006 has been modified in four
occasions by the CMA and the nature of such modifications is only mandating certain
voluntarily provisions. Therefore, the following sub-sections explores the CGC 2006 and the
recent version of 2017 as well as the modifications made to the CGC 2006 by the CMA.

4.8.3.2 The First Code of Corporate Governance 2006

This code is voluntary in nature and follows the UK ‘comply or explain’ approach, which
requires listed companies to disclose information about followed and unfollowed provisions
with an explanation for non-compliance (Falgi, 2009; Aguilera and Cuervo-Cazurra, 2009; Al-
Abbas, 2009; Alshehri, 2012; Seidl et al., 2013). It seems that the CMA implemented this
approach to enforce mandatory provisions in the following years (Aleshaikh, 2018). This
explains the nature of modifications made to the CGC 2006 (explained later in the chapter).
The code consists of 19 Articles which are presented within five main sections namely: (i)
Preliminary Provisions; (ii) Rights of Shareholders and the General Assembly; (iii) Disclosure
and Transparency; (iv) Board of Directors; and (v) Closing Provisions.

The first section of the code describes the preliminary provisions with definitions and the
linkage to other relevant pre-enforced regulations such as rules released in the Saudi CA 1965.
In the first Article, the primary objective of the establishment of the code is to enhance the
compliance rate of best CG practices in the Saudi capital market. In Article 1b and 1c, the code
states that the principles included are directed to all listed companies in the Saudi capital market
and they must disclose the provisions implemented and the provisions that are not implemented
with their justifications. In Article 2, the code presents the key definitions of several
expressions and terms including: Independent Member, Non-Executive Director, First-Degree
Relatives, Stakeholders, and Accumulative Voting, to help listed companies to properly

comprehend their meanings and implementations.

The second section of the code illustrates the provisions related to the rights of shareholders
and the general assembly. It requires listed companies to protect shareholders’ rights such as

their shares of the distributable profits and the company’s assets upon liquidation. Additionally,
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it confirms in Article 4 the necessity of specifying the procedures and precautions that enables
shareholders to exercise their lawful rights and access to information. This section also
indicates in Article 5 that the general assembly is supposed to be held in six months following
the end of the company’s financial year with specifying the date, place and agendas at least 20
says prior the date of the general assembly meeting. Article 5b requires companies to invite a
general assembly based on a request of its external auditor or a number of its major shareholders
who own at least 5% of the company’s equity. Moreover, the company must announce the
details related to the general assembly on their own website as well as the capital market
website (Tadawul). Article 5f asserts that shareholders have the right to participate in the
general assembly meeting, hence, the board of directors is supposed to bring their issues into
the discussions during the meeting especially major shareholders who have the right to request
the addition of one or more topics to the agenda during the preparation phase of the meeting.

Regarding the issue of information asymmetry, this section requires board of directors in
Article 4b to grant shareholders with open channels to information to allow them to exercise
their rights. This information must be adequate and accurate and shall be provided and updated
on a regular basis within certain times, and the company is supposed to employ the most
efficient methods of communication with shareholders to enable them to make informed
decisions. In addition, the company is obligated to report to the capital market website
(Tadawul) with the outcomes of the general assembly meeting immediately. Companies that

fail to deliver such information shall be penalised.

Furthermore, this section covers the voting rights of shareholders. Article 6b focuses on
enhancing the participation of shareholders especially small shareholders by recommending
the implementation of the accumulative voting system, which is a one-share-one-vote policy.
This policy has been optional until its mandate in January 2012. The US and the UK have been
implementing this policy along with other developed countries which mainly aims to increase
the impact of small shareholders on the appointment process of board of directors (Adams and
Ferreira, 2008).

The third section of the Saudi code of CG presents the disclosure and transparency policies.
Avrticle 8 asserts that companies are required to lay down in writing all polices and rules in
relation to disclosure. Additionally, Article 9 indicates that in addition to the mandatory Listing
Rules, companies are required to report the composition of their boards comprehensively in

their annual financial statements by including types of board members and the independence
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level of boards. Companies are also supposed to report information about the formation of the
board sub-committees such as the Audit Committee and the Nomination and Remuneration
Committee, by describing their jurisdictions and duties and providing their names, names of

their chairmen, names of their members, and the total number of their meetings.

Moreover, the code illustrates policies related to boards compensation. Article 9e states that
companies are required to disclose details of compensation and remuneration paid to the
chairman, board members, and top five executives who are paid the highest in addition to the
CEO and CFO if they are not categorised within the top five. The code does not recommend
or enforce limits on compensations paid to board members, however, Article 17 indicates that
such compensations can be either a lump sum amount, attendance allowance, or a specific

percentage of the profits.

According to Berle and Means (1932) and Davidson et al. (1996), the board of directors’ role
is mainly to seek the protection of its shareholders interests. Therefore, the fourth section of
the code concentrates on CG policies that are designed to improve the role and functions of the
board of directors. Articles 10 to 18 provide numerous of provisions which relate to main
functions of the board of directors, responsibilities of the board, formation of the board, board
committees, board meetings, remuneration of board members, and conflicts of interest within
the board.

To begin with, the elimination of agency problems and the maximisation of shareholders
wealth in the company are presented in the code as the core roles of the board of directors. The
main functions outlined in Article 10 include: approving monitoring strategic plans and
objectives for the business, laying down and monitoring regulations for internal control system,
drafting an internal code of CG regulations which should not contradict the Saudi code of CG,

and laying down policies and procedures for the board membership.

In addition, Article 12 presents the policies related to the formation of the board of directors.
The code points out that boards must have between three and eleven members including
executive and non-executive directors, but the majority has to be non-executive with the
requirement that at least two or a third of board members are independent. Besides, board
members are supposed to be elected during the general assembly by a maximum of a three-

year contract.

In order to improve the monitoring role of the board, Article 13 requires companies to separate
the role of CEO and chairman. This Article states that the chairman should be a non-executive
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member. Additionally, Article 12h points out that board members are not allowed to act as a
board member in more than five boards in the Saudi capital market to enable them

concentrating on their duties and responsibilities in their respective companies.

Regarding the board sub-committees, Al-Moataz (2003) reveals that the only board sub-
committee that was formed by listed firms is the Audit Committee. According to Al-Twaijry
et al. (2002), Al-Moataz (2003), and Al-Lehaidan (2006), following the resolution of 1994 that
was released by the Ministry of Commerce, companies were required to establish Audit
Committees. Prior to the year of 1994, all companies had not formed board committees (Piesse
et al., 2012). In 2001, Al-Qarni (2004) found that the number of companies that established

Audit Committees were only five.

Articles 14 and 15 in the Saudi code of CG require listed companies to establish the Audit
Committee and the Nomination and Remuneration committee. The code outlines the types,
formation and policies required in relation to the board sub-committees. In accordance with
Article 14, the Audit committee shall consist of at least three board members. Since the
presence of non-executive directors is crucial to the CG regulations, executive directors’
membership is not allowed in this committee. The Audi committee is obligated to report the
board of directors with transparent information of their performance, findings, and decisions.
The code requires boards to appoint at least one member of a financial and accounting

speciality within this committee.

In this version of the code, the establishment of the Nomination and Remuneration Committee
was a recommendation. However, it became a mandatory provision in 2010 and effective from
2011 (see Appendix F). Article 15 outlines the duties of this committee which include:
confirming the independence of board members every year, laying down adequate and clear
policies related to the remuneration of top executives and board members, identifying the

negative and positive aspects of board practices and providing feedback.

The final part of the code to be reviewed is board meetings. Article 16 requires the board of
directors to carry out their duties and shall endeavour to attend board meetings. The board of
directors is required to meet on a regular basis. Additionally, the chairman is supposed to
consult other board members in relation to issues to be discussed in meetings. All necessary
documents must be delivered to board members in a reasonable time prior to the meeting to
enable them to prepare for the meeting. Finally, meeting minutes should be documented for the

deliberations and the voting and ensure a full access to them.
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4.8.3.3 Modifications of The Code

Since its release in 2006, the code has been revised repeatedly to mandate certain provisions
(Alshehri, 2012). Since the CGC 2006 is voluntary in nature, the nature of such revisions was
only to turn some provision into mandatory. For instance, Article 9, which demonstrates
disclosure requirements of board of directors, has been mandated for all listed companies by
the CMA decision 1-36-2008 on 10 November 2008, and effective immediately. Listed
companies became obligated to report other information related to the new distinction rule of
executive and non-executive board members, the multiple board membership of directors,
remuneration of board members, and disclosure of penalties charged upon the firm by the
CMA. Additionally, the same decision mandated Article 12 which regulates the membership
of most board directors (CMA decision 1-36-2008), effective from 1 January 2009. The
mechanisms related to the appointment and responsibilities of the Audit Committee in Article
14 has been made mandatory (CMA decision 1-36-2008), effective from 1 January 2009.

In the following period, the CMA has announced a timetable of the mandate of some articles.
For example, Article 15, which related to the Nomination and Remuneration committee, was
scheduled to be mandatory starting from 1 January 2011 (CMA decision 1-10-2010 - dated 16
March 2010). Some elements of Articles 5, 10 and 12, which discuss issues in relevance to
rights of shareholders in the general assembly, the main functions of the board, and the
formation of the board, were programmed to be mandatory in 2013 (CMA decision 3-40-2012
- dated 30 December 2010). Table 4.2 presents the articles details of the mandated provisions
from 2008 to 2012.

Avrticle Paragraph Decision and Date Article Details Effective
From
9 All Decision # 1-36-2008 | Disclosure in the Board of Directors’ | 10/11/2008
Date: 10/11/2008 Report — Paragraphs Ato G
12 C&E Formation of the Board: 01/01/2009

(c) The majority of the members of the
Board of Directors shall be non-
executive

members.

(e) The independent members of the
Board of Directors shall not be less
than two

members, or one-third of the members,
whichever is greater.
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Article Paragraph Decision and Date Article Details Effective
From

14 All Audit Committee — Paragraphs Ato C | 01/01/2009

15 All Decision # 1-10-2010 | Nomination and Remuneration | 01/01/2011
Date: 16/03/2010 Committee — Paragraphs A to C

10 B Decision # 1-33-2011 Main Functions of the Board of | 01/01/2012
Date: 30/10/2011 Directors:

(b) Lay down rules for internal control
systems and supervising them.
5 1&1 Decision # 3-40-2012 | Shareholders Rights Related to the 01/01/2013
Date: 30/12/2012 General Assembly:

(i) Shareholders shall be enabled to
peruse the minutes of the General
Assembly; the

company shall provide the Authority
with a copy of those minutes within 10
days

of the convening date of any such
meeting.

(J) The Exchange shall be immediately
informed of the results of the General
Assembly.
10 C&D Main Functions of the Board of | 30/06/2013
Directors:

(c) Drafting a Corporate Governance
Code for the company that does not
contradict

the provisions of this regulation,
supervising and monitoring in general
the

effectiveness of the code and amending
it whenever necessary.

(d) Laying down specific and explicit
policies, standards, and procedures, for
the
membership of the Board of Directors
and implementing them after they have
been approved by the General
Assembly.
12 G Formation of the Board: 01/01/2013

(9) On termination of membership of a
board member in any of the ways of
termination,

the company shall promptly notify the
Authority and the Exchange and shall
specify

the reasons for such termination.

Table 4.2: Details of mandated Articles of the CGC 2006

Source: constructed by the researcher
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4.8.3.4 The Recent Code of Corporate Governance 2017

As discussed earlier, the CGC 2006 was constructed as a guidance of CG practices for listed
companies in the Saudi capital market. This code mainly followed the ‘Comply or Explain’
approach. In contrast, the newly established Code of CG 2017 (CGC 2017) was released as a
mandatory code. The CGC 2017 consists of 12 main sections and 98 articles with a new model
of the compensation of board members comparing to only 5 main sections and 19 articles in
the CGC2006 (see Appendix G). This code is going to be explored as part of this research
objectives which is concerned with the evolution of CG in Saudi Arabia. However, the new
mechanisms included in the CGC 2017 are not employed in the quantitative and qualitative

analysis of this research as the selected testing period is from 2013 to 2017

The CMA swapped the old version of the code of 2006 with a newly enhanced version in April
2017, effective from January 2018. The new regulations have developed several aspects of CG
policies in place such as the rights of shareholders, the duties and rights of the board of
directors, the disclosure and transparency practices of listed firms, and an improved clarity of

the board functions and responsibilities.

One of the main motivations of issuing the new Saudi code of CG was the desire of the Ministry
of Commerce and Industry and the CMA to revive and emphasize the importance of
implementing CG practices in listed firms in a practical manner (Al Ahmary, 2018). The
positive effects of applying such practices are not recognised only within firms, but they can
be directly observed within the business environment as a result of the impact of companies’

sustainability and growth over the whole economy (Alotaibi, 2015).

Since the release of the CA 2015, the CMA was also motivated to revise its code of CG so that
both laws can be harmonised. In addition, the Saudi economy started lately to open its capital
market to foreign investors, and to attract such investors the regulatory framework especially
CG regulations had to be reformed and elevated to an acceptable global standard (Huber, 2015,
cited in Al Ahmary, 2018).

Based on the policies released in the CA 2015, the CMA undertook a detailed reassessment of
its code of CG in order to be imposed upon listed companies. The CMA reviewed international
standards published by recognised bodies namely: the OECD, the International Governance
Network, Basel Committee on Banking Supervision, the International Financial Institute, and

the UK Corporate Governance Code along with CG regulations implemented in the Gulf
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Cooperation Council countries (Huber, 2015). Besides, the CMA has also reviewed the CG
regulations that were designated to banks sector in the Saudi capital market, which was released
by the Saudi Arabian Monetary Authority. The banks CG laws have also been ratified within
the CA 2015, which focused on the equal and fair dealings with shareholders without
favouritism and granting them open channels of information which assists them in fulfilling
their needs and fully exercising their lawful rights as well as the rights of different stakeholders
of banks (CA 2015, Articles 87, 80 and 90).

The new Saudi code of CG 2017 targets several issues. First, it targets enhancing shareholders
activism by encouraging them to play their role and exercise their lawful rights equally.
Second, it comprehensively explains the roles and duties of the board of directors, board sub-
committees, and the procedures followed for decision making. Third, it pays more attention to
the issue of transparency and competitiveness in the capital market. Fourth, the code provides
new policies that deals in detail with issue of conflict of interests. Fifth, it emphasises on the
importance of accountability and internal control system related to firms’ workers. Sixth, it
provides new policies in regard of stakeholders’ rights. Seventh, it presents new polices that

concerns the performance evaluation of boards.

In addition, the new code underlines new definitions of key terms in the CG regulations that
were not fully understood by listed companies. For instance, companies encountered
difficulties in differentiating between the types of board members namely: independent,
executive, and non-executives. In some cases, companies used to categorise a board member
as independent and non-executive combined. Therefore, the new code now defines an
independent member as “a non-executive member of the Board who enjoys complete
independence in his/her position and decisions and none of the independence affecting issues
stipulated in Article 20 of these Regulations apply to him/her” (see Appendix G, Article 1).
Besides, the new code provides also a new definition of a non-executive member as “a member
of the Board who is not a full-time member of the management team of the Company and does

not participate in its daily activities” (see Appendix G, Article 1).

Furthermore, by taking into consideration the cultural and social norms in the Saudi
environment, the new Saudi code of CG highlights a revised definition of relatives. The
previous CG laws linked this term to only the first-degree relatives. However, the new CG
regulations extends the definition to the fourth degree. The new definition is deemed as an

attempt to deal with a pervasive norm in Saudi Arabia that the family is the only loyal party in
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the business environment unlike in some developed countries such as the US and UK (Hickson
and Pugh, 1995).

The rights of shareholders have been developed in the new code since they are the most
influenced by any misconducts of the actions of firms’ boards. The code motivates shareholders
to be active and engage in general assemblies and encourage them to use their voting rights to
have an impact on their firms, so boards can be aware that they are being monitored and
accountable for all of their actions. In support to this issue, under the CA 2015, shareholders
now can bring sole or grouped liability claims against the members of board of directors (CA
2015, Article 80). Besides, the new code has confirmed the right of accumulative voting system
that prohibits the use of the vote of a single share more than once, which grants small

shareholders the opportunity to have an impact on boards (Article 8b).

Article 5 of the CGC 2017 requires listed companies to lay down in writing the exact policies
followed to ensure that all shareholders have a full access to all relevant information of the
company such as books and information about their operations, strategies and investments.
This article also requires boards to enable shareholders to monitor their actions and ensure they
can exercise their right in holding board accountable for negligence or manipulation. However,
the code prohibits shareholders from interfering in boards operations except when they are

board members or present in the general assembly (Article 7).

Regarding the board of directors, the new code provides 25 articles that fully explain issues
related to boards such as their composition, selection, membership, and termination. These
articles provide a more comprehensive explanation of their roles and responsibilities and focus
on issues relation to their independence, meetings, compliance with laws, and monitoring
duties (Articles 16-40). For instance, Article 27 requires chairmen to encourage their board
members to engage in useful discussions and grant them the opportunity to evaluate the
executive management aiming at improving their performance. Additionally, CEO duality
issue has been underlined in this code as Article 24 states the combination of the position of
chairman and an executive role is not permitted at all circumstances even if the company’s
statute stipulated otherwise. Besides, no one in the company is permitted to gain absolute power
to enforce decisions in the company. This emphasis is justified by the findings in the CMA
annual report in 2015 (as cited in Al Ahmary, 2018), which found that the laws of CEO duality
had been widely breached.
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In addition, the CGC 2017 presents new and developed regulations in regard of characteristics
of board members which may counteract their independence. For example, Article 20 states
that the independence of a board member is negated if: he/she owns at least 5% of the
company’s equity or of its affiliates, he/she is a representative of a company that owns at least
5% of the company’s equity or its affiliates, he/she is a relative of any of the company’s board
member or top executive directors or its affiliates, he/she has been an executive or an employee
of the company in the last two years, or he/she is involved in activities that compete with

company.

Moreover, the attention given to board sub-committee has grown in the CGC 2017. Now it
requires board to establish a new committee named the Risk Management Committee. The
board is required by the CGC 2017 to work thoroughly with this committee to fully
comprehend and evaluate the risks facing the firm. Article 72 indicates that such committee
must consist of at least three members, and the chairman and the majority of its members have
to be non-executives with reasonable backgrounds in finance and risk management. This
committee is responsible for laying down rules that govern the risk assessment of the firm
which takes into consideration its nature of operations, supervising their implementation, and
providing periodic evaluation reports. Besides, Article 71 indicates that the committee must
have the ability to identify the acceptance level of risk for the firm and support the management
with an insightful assessment of risks that face the firm throughout the financial year.

According to Article 95, boards have also the option to establish other types of committees that
serve the needs of the firm. An example of such committees can be what is lately known as the
Corporate Governance Committee. The main objective of this committee is to supervise the
CG practices of the firm and to ensure compliance with CG regulations by delivering annual
reports to the board. Table 4.3 presents a comparison between the CGC 2006 and CGC 2017.

Code Aspect CGC 2006 CGC 2017
Issuance Date November 2006 April 2017
Number of sections 5 12
Number of Articles 19 98
Mandate level Comply or Explain — some Fully mandatory
provisions became mandatory over
the years.
Regulator The CMA The CMA
Motivations e Collapse of the capital e Enhancing the regulatory
market oversight of listed firms
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Code Aspect

CGC 2006

CGC 2017

Restoring investors’
confidence

Protection of shareholders
and stakeholders’ interests

Harmonising the CG
regulations with the CA 2015

Base of Regulations

The Cadbury Report & the OECD
principles

International standards published by

the:

OECD
International
Network
Basel Committee on Banking
Supervision
International
Institute
UK Corporate Governance
Code

Governance

Financial

Main Features

Assisting BOD to reduce
agency cost

Introducing new key terms
and regulations

Mainly influenced by the
Anglo-American CG model
Not compatible with
concentrated ownership
structure.

Overlapping with other
laws

No distinction between
major and minor
shareholders

No regulations for internal
control process

No emphasis on the
external auditor role

More emphasis on
shareholders rights

More emphasis on duties
and rights of BOD

More elaboration on
disclosure & transparency
practices

Enhanced demonstration of
BOD functions and
responsibilities

Underlining new definitions
of the key terms
Encouraging shareholders
activism

Establishing new board sub-
committees

Table 4.3: Comparison between the CGC 2006 and CGC 2017

Source: constructed by the researcher

4.9 Corporate Governance Regulations for Non-listed Companies

As discussed previously, the CGC has been issued by the CMA for listed companies only.
However, another code of corporate governance was issued by the MoCl in 30 April 2018 for

non-listed or closed joint stock companies within the Saudi market (MoCl, 2018a). This set of
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regulations aims at providing non-listed companies with non-binding regulations to enhance
their practices regarding accountability, transparency, and efficiency (Chehab, 2019). They are
also intended to enhance the quality of practices that protect the interests of shareholders and
other related parties (Aleqtisadiah, 2018). Non-listed companies are encouraged to follow such
regulations which are intended to be complementary to the CA 2015. Nevertheless, the
regulations published in the CA 2015 take precedence over the CG regulations whenever there
is a conflict (Chehab, 2019).

This code has many similarities to the CGC 2017 in relation to several general practices
concerning shareholders’ rights and board of directors. It consists of nine main sections and 95
Avrticles. There are a number of objectives that are meant to be achieved by implementing these
regulations such as: (i) providing a well-defined legal framework for CG; (ii) increasing
shareholders activism within their investee firms; (iii) demonstrating board and committees’
responsibilities; (iv) promoting integrity and transparency; and (v) providing an effective

framework for dealing with conflicts of interest (MoCl, 2018a).
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410 Conclusion

This chapter has presented and discussed the political, legal, cultural, economic, and CG
frameworks in the kingdom of Saudi Arabia. The objective of this investigation was to explore
the role of each aspect of the country that have negatively or positively influenced the CG
practices within the Saudi market. Presenting such negative and positive impacts assist in
developing the current systems to further protect investors interests and to enhance the legal

requirements that may improve the disclosures and transparency practices in the country.
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Chapter 5. Methodology

5.1 Introduction

This chapter presents an outline of the design of this research and elaborates on the methods
applied to gather the data used to accomplish its objectives. According to Collis and Hussey
(2009), a detailed strategy of a research design may help a researcher to monitor and
concentrate on the research process. A research design describes all elements associated with
the planning and accomplishing phases of a piece of work, starting with identifying the research
problem and ending with the reporting of its results (Punch, 2005). Generally, its purpose is to
organise the different processes involved in the research to reach its objectives (Easterby-Smith
et al., 2002).

This chapter aims to accomplish two primary objectives. First, it addresses the underpinning
theoretical assumptions of research design and methodology. Second, it demonstrates the
methodology and methods employed for primary and secondary data collection. The chapter
aims to present an appropriate research approach that assists in achieving the research
objectives and answer its underlying questions. The subsequent sections of the chapter will
present the following: (i) the philosophical assumptions of the research paradigms, (ii) the

research design, and (iii) a demonstration of methods and data used in this research.

5.2 The Philosophical Assumptions of The Research Paradigms
5.2.1 The Philosophical Assumptions

This section demonstrates the underpinning philosophical assumptions and research
paradigms. According to Saunders et al. (2016), research philosophy is defined as ‘a system of
beliefs and assumptions about the development of knowledge’. Burrell and Morgan (1979)
indicate that views of social science can be either subjective or objective which depends on
four philosophic assumptions namely: ontology, epistemology, human nature, and
methodology. Scholars claim that each assumption has two extremes called ‘subjectivism’ and

‘objectivism’ (see Figure 5.1).
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According to Guba (1990), research is formed by paradigms in regard of ontology (reality),
epistemology (knowledge) and methods of acquiring knowledge related to that reality
(methodology). Therefore, it seems helpful for researchers to comprehend the distinct types of
research philosophy because these assumptions could be influential during the different process
of research such as research design, examining issues, data collection, methods selection and
findings interpretation (Crotty, 1998; Bryman, 2012; Saunders et al., 2016). Hence, the
selection of an appropriate research methodology cannot be made in isolation from the
consideration of the four philosophical assumptions (Ryan et al., 2002). The following sub-

sections discuss these assumptions.

Subjectivism Approach Objectivism Approach
- - F .
Nominalism C— Ontology i Realism
-1
Anti- positivism e Epistemology SR Positivism
Voluntarism ¢ > | Human Nature Determinism
Ideographic — Methodology — Nomothetic

Figure 5.1: Subjectivism and Objectivism Approaches
Source: Burrell and Morgan (1979, p.3)

5.2.1.1 Ontology

Ontology is occasionally referred to the study of reality (Dillard, 1991; Crotty, 1998). A
definition is presented by Blaikie (2000, p.8) that states ontology is ‘claims and assumptions
that are made about the nature of social reality, what exists, what it looks like, what units make
it up and how these units interact with each other. In short, ontological assumptions are
concerned with what we believe constitutes social reality’. Burrell and Morgan (1979) indicate
that the ontological assumption demonstrates views on the reality nature and examine its

objectivity to ensure if certain phenomena is real or a part of an individual’s consciousness.
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Burrell and Morgan (1979) suggest that there are two ontological stances namely: ‘Nominalist’
within the subjective dimension and ‘Realism’ within the objective dimension. Realism claims
that reality is objective in nature, and its existence is independent of individuals. Knowledge
of individuals of reality is basically a discovery of the objective reality. On the other hand,
nominalism relates the world to a collection of perceptions and ideas that are created by social

actors and used to describe reality (Saunders et al. 2007).

5.2.1.2 Epistemology

Crotty (1998, p. 3) defines epistemology as ‘a way of understanding and explaining how we
know what we’. Epistemology is concerned with what is deemed an acceptable knowledge and
how it is delivered to individuals (Bryman, 2004). In addition, Cooper et al. (1999, p.3) claim
that ‘many people have the impression that epistemology is the most central area of philosophy,
or even that philosophy should really be identified with epistemology. Certainly, there is a
popular image of philosophers as people obsessively and almost solely concerned with

determining whether we really know the things we ordinarily think we do’.

The epistemological assumption embraces two extremes namely: ‘Positivism’ and ‘Anti-
positivism’. Positivism suggests that knowledge is hard and real, and independent of
individuals consciousness. Researchers who embrace positivism views knowledge of social
research as a construction of an accumulation of activities by observers investigating casual
relationships (Dillard 1991, p. 11). Researchers following this approach intend to discover
casual laws that enable them to predict general patterns in their research findings (Saunders et
al., 2012; Neuman, 1997). The anti-positivism approach, however, leans toward the subjective
stance in relation to examining the differences between individuals in society (Saunders et al.,
2009). Via this approach, researchers reject the idea that knowledge exists independently of
any consciousness. Instead, they follow certain methods such as observation and conducting
interviews with individuals involved in the issue under examination (Hopper & Powell, 1985;
Crotty, 1998). Therefore, finding general patterns or regularities of social phenomena is not a

substantial issue (Saunders et al., 2007).

5.2.1.3 Human Nature
The third assumption is human nature which is referred to the nature of social science that

considers the relationship between individuals and their surrounding environment. This
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assumption suggests that assumptions can be constructed in relation to human nature based on
understanding human interactions (Burrell and Morgan, 1979). The two extremes of human
nature assumption are ‘Determinism’ and ‘Voluntarism’. Determinism believes that the
environment created human and their behaviour. In contrast, voluntarism views human beings

as completely autonomous in creating their environment (Burrell and Morgan, 1979).

5.2.1.4 Methodology

The fourth philosophical assumption is methodology, which is linked to the process that assists
researchers in determining the appropriate research paradigm (Hussey and Hussey, 1997). As
shown in Figure 5.1, it has two extremes namely ‘Nomothetic’ and ‘Ideographic’. Burrell and
Morgan (1979) claims that the selection of ontological, epistemological and human nature
assumptions enables researchers to adopt the appropriate methodology assumption.
Researchers can adopt either the nomothetic or ideographic approaches. They are able to adopt
both of approaches depending on the philosophical assumptions adopted earlier.

The ideographic approach of methodology is subjective in nature and concerned with the
history of individual activities (Dillard, 1991). In other words, researchers study small
populations and employ different research methods, such as interviews and field studies, to
obtain different perceptions of the issue under investigation aiming to understand ‘what is
happening’ (Hussey and Hussey, 1997; Saunders et al., 2007). The nomothetic approach,
however, is objective in nature and based on seeking causality or relationships which requires
large samples and using systematic quantitative techniques to analyse the social phenomena
which is being examined (Burrell and Morgan, 1979; Dillard 1991).

In terms of this research, it benefits from subjectivism and objectivism in relation to the
collection and analysis of data. This is due to the use of primary data through conducting semi-
structured interviews, and secondary data that are collected via a number of sources such as
annual reports. The former represents the subjectivism stance of this research as interviewees
present their views on the social reality based on their own understanding. The latter is
considered objective in nature. Hence, this research benefits from two different sample of data

constructed and analysed by two different approaches.
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5.2.2 Research Paradigms

Philosophers and scholars of social sciences created the term paradigm through the work of
Thomas Kuhn which is named The Structure of Scientific Revolutions (1962). Collis and
Hussey (2009) define a research paradigm as “a framework that guides how research should
be conducted, based on people’s philosophies and their assumptions about the world and the
nature of knowledge” (2009, p.55). A paradigm is deemed useful in guiding researchers to
understand and explain social phenomena which is based on the ontological and epistemology
positions (discussed earlier) (Saunders et al., 2007). According to Burrell and Morgan (1982)
(as cited in Saunders et al., 2012), there are three purposes of paradigms. First, a paradigm
assists researchers in sharpening their philosophic assumptions of their views of the social
phenomena. Second, it clarifies the approach adopted in the work conducted by researchers.

Third, a paradigm is helpful to researchers in planning and realising the extent of their research.

Two main research paradigms have developed: positivism and interpretivism, which are widely
employed by management researchers (Bryman, 2012). Positivism focuses on the view that
realism is the base of the nature of knowledge. On the contrary, interpretivism asserts that the
base of the nature of knowledge is idealism and exploring the explanation of social events.

Details of both paradigms are presented in the next two sections.

5.2.2.1 Positivism

In the late eighteenth century, the positivism paradigm had emerged through the work of a
number of positivists namely: August Comte, Mill, Durkheim and Locke (Creswell, 2009).
Such scholars claim that reality is not dominated by social norms and assumptions, and they
build up theories that depend on empirical work including observation and experimentation
(Hesse-Biber and Leavy, 2011). Positivism is deemed to produce knowledge that depends on
the logic of science and statistical evidence (Walliman, 2005). In addition, Collis and Hussey
(2009, p.56) describe positivism in business studies by stating: “Today, researchers conducting
business research under a paradigm that stems from positivism still focus on theories to explain
and/or predict social phenomena”. Hence, scientists who support the view of positivism believe
in the logical thinking and neutrality supported by proofs and observations rather than

subjectivity and instinctive analyses.
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Positivists examine causal associations between different variables that may play an effective
role in developing theories from the results. Additionally, they support the view that claims
that measurement of social phenomena is achievable, therefore, interpreting such phenomena
through quantitative methods is possible too (Bryman, 2012; Saunders et al., 2007). Moreover,
the work of Creswell and Clark (2011) finds that scholars may relate to knowledge on the basis
of: (1) determinism, (2) reductionism, by concentrating on choosing variables that are relatable,
and (3) comprehensive observations and measurement of those variables. Given this, the
positivism paradigm is employed in the current research to investigate the relationship between

CG mechanisms and major shareholdings in the context of the Saudi capital market.

5.2.2.2 Interpretivism

The emergence of the interpretivism paradigm was based on the notion of idealism and
subjective social reality. Thus, discussions of social phenomena mainly depended on
subjectivity and formed based on the perceptions of individuals (Morgan and Smircich, 1980;
Collis & Hussey, 2009). In the late nineteenth century, this paradigm had received a remarkable
attention which led several scholars, such as Dilthey, Weber and Kant, to support

interpretivism, and start opposing the old and traditional positivism paradigm (Creswell, 1994).

It is claimed that interpretivism had emerged as a result of the inability of the positivism
paradigm to offer social scientists with their needs in regard of measurement of social
phenomena (Morgan and Smircich, 1980; Collis and Hussey, 2009). They presented new ideas
about the interpretive paradigm which are: (1) people are never separated from their social
contexts, (2) people are only understood if their views on their practices are investigated, (3)
structures of research designs that are too sophisticated can undermine relevant variables, (4)
research should be free of objectivity, (5) measuring complicated social phenomena with one
dimension is misleading. Given this, the interpretivism paradigm is believed to offer

opportunities to discover new ways of research in social science.

Table 5.1, Panel A shows the common terms used to describe the two paradigms. Panel B
provides a list of the features of each paradigm such as hypotheses, sample, theories involved

and data.
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Panel A: Common terms used to describe the paradigms

Positivism Interpretivism

Quantitative Qualitative

Objective Subjective

Scientific Humanist

Traditionalist Phenomenological

Panel B: Features of the paradigms

Positivism Interpretivism

Large sample is involved Used with small samples
Concerned with hypothesis testing Helpful in generating theories

Produces precise, objective, and quantitative data Produces ‘rich’ subjective and qualitative data
Produces results with high reliability but low Produces findings with low reliability but high
validity validity

Allows results to be generalised from the sample All findings can be generalised from one setting to
to the population another setting

Table 5.1: Approaches within the two main paradigms
Source: Collis and Hussey (2009, pp.58, 62).

Furthermore, Bryman (2012) argues that positivists tend to concentrate on measuring social
events while interpretivism focus on examining the complexity of such social phenomena to
form a new understanding. Thus, interpretivism leans towards exploring, interpreting, and
increasing the extent of understanding to clearly expose the meaning of terms (Creswell and
Clark, 2011). The interpretivism paradigm is not concerned with the quantitative approaches
of social phenomena that provide statistical evidence in the social science. Instead, this
paradigm relates to the qualitative measures. This research conducts semi-structured interviews
as well as statistical tests using quantitative secondary data. Hence, semi-structured interviews
may support quantitative methods with additional evidence on the issue being addressed, which
enhances joint findings of both approaches (Saunders et al., 2007), and provide a deeper
understanding of the empirical findings (Saunders et al., 2007; Boyd et al., 2012).

5.2.3 Research Methodologies

The literature has several definitions of research methods, but one of the most direct definitions
is ‘the strategy of enquiry’ (Mayers 2013, p.153). In general, research methods are involved

with the building of the research, the way of obtaining data, and how contribution is made.
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Considering the two philosophical paradigms discussed in the previous section, there are three
research approaches that researchers can select to accomplish their research in social sciences,
which are quantitative, qualitative, and mixed methods (Veal 2005; Saunders, Lewis and
Thornhill 2012). Each approach requires certain procedures, techniques, and methods. The
nature of the research problem and data determine which method is appropriate for

accomplishing the research (Collis and Hussey, 2003; Alshehri, 2012).

5.2.3.1 Quantitative Approach

Collis and Hussey (2003) presented a concise explanation of the quantitative method involving
the compilation and analysis of numerical data, and then the application of statistical tests. The
key concept of quantitative research is to construct theory blocks which reflect the points
around which social research is carried out (Bryman, 2012). Techniques used in quantitative
research share positivism-based language and logical forms which distinguish them from
qualitative research methods (Collis and Hussey, 2003; Neuman, 2006; Alshehri, 2012).
Quantitative analysis makes it possible for the researcher to become familiar with the question
or idea to be examined and then to create hypotheses to be tested (Golafshani, 2003). The key
challenges of the quantitative approach are to construct and create a causal association between
two or more variables and to forecast or demonstrate the relationship between different
variables (Creswell, 2007; Alshehri, 2012). Bryman (2012) confirmed that quantitative science
can be described as a research approach that stresses data collection quantification and data

interpretation.

According to Denscombe (2007), using quantitative methods may feature positive and negative
aspects to the research. The positive aspects include (i) using quantitative date employs
objective rules that generate a scientific analysis, (ii) credible analysis is provided by
quantitative data, (iii) the analysis of quantitative examinations presents a solid base for the
research, and (iv) quantitative is not time-consuming as long as a proper planning and
administration have taken place prior the commencement of research. In contrast, Denscombe
(2007) that there are also disadvantages of employing quantitative methods such as (i) the usage
of quantitative research is restricted to its relevant problem, (ii) the researcher attention may be

diverted when more focused is given to the technique of quantitative analysis, (iii) using a large
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volume of statistical data may turns the research to be too complicate, and (iv) far-reaching

effects on the findings might occur on the decisions made throughout the analysis.

5.2.3.2 Qualitative Approach

According to Collis and Hussey (2003), qualitative methods is defined as a subjective method
that provides analysis of perceptions aiming at demonstrating phenomena. Another definition
of qualitative research is indicated by Sandelowski (2004, p. 893) as ‘an umbrella term for an
array of attitudes toward and strategies for conducting inquiry that are aimed at discovering
how human being understand, experience, interpret, and produce the social world’. The process
of qualitative methods usually involves exploring topics and discovering phenomena, which

are mostly connected to the researcher’s subjective interpretation (Veal, 2005).

The qualitative approach has positive and negative aspects. Denscombe (2007) states that
positive aspects include (i) employed data and analysis are grounded, (ii) the data is
characterised with richness and depth, (iii) ambiguity and contradictions are allowed, and (iv)
different interpretations are possible. However, using qualitative methods may causes some
flaws to research such as (i) the representation level of used data can be limited, (ii) the
researcher values may interfere in the analysis phase, (iii) data can be taken out of context, (iv)
explanations can be overgeneralised, and (v) analysing qualitative data is time-consuming.

Table 5.2 provides a summary comparison between quantitative and qualitative research.

Qualitative Research Quantitative Research
Objective To obtain a qualitative To quantify the data and
understanding of underlying generalise the results from
reasons and motivations the sample to the
population of interest
Sample Small number of nonrepresentative Large number of
cases representative cases
Data collection Unstructured Structured
Data analysis Non-statistical Statistical
Outcome Develop an initial understanding Recommend a final course
of action

Table 5.2: Comparison between Quantitative and Qualitative Research
Sources: Adapted from Malhotra (1993)
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5.2.3.3 Mixed Methods Approach

Mixed methods research has become popular in the field of CG (Al-Saidi, 2012; Alshehri,
2012; Alghamdi, 2012). The term used for employing mixed methods is triangulation which is
defined as ‘the use of two or more independent sources of data or data-collection methods
within one study in order to help ensure that the data are telling you what you think they are
telling you’ (Saunders et al., 2012, p. 683). The use of mixed methods in a single research
enables the researcher to overcome potential obstacles that a mono-method research may
encounter (Collis and Hussey, 2003). It is argued that the motive for employing mixed methods
is that qualitative data, interviews for instance, features more comprehension of the research
problem, however, the data is obtained from a limited number of sources (interviewees)
(Crowther and Lancaster, 2009).

According to Bryman (2006); Greene et al. (1989); Molina-Azorin (2011) (as cited in Saunders
et al., 2012), there are various incentives to employ mixed methods such as (i) enabling the
elaboration, clarification and linkage of meanings and results; (ii) The results of one method
can be utilised to explain the results of the other method; (iii) obtaining greater diversity of
views; (iv) The results of one method may offset the limitations of the other method; (v)
elevating the credibility of the research; and (vi) one method can be employed for certain

research questions while the other method focuses on different research questions.

There are three principles that are suggested by Creswell and Clark (2011) for designing a
mixed-method research. The first principle is the level of interaction between the qualitative
and quantitative approaches. They identify two levels of interaction namely: the independent
and the interactive levels. The independent level is concerned with identifying the quantitative
and qualitative research methods employed for each of the research questions as well as
acknowledging the process of data collection and analysis. This level is based on combining
both quantitative and qualitative methods in the research conclusion. The interactive level,
however, exists when one research method relies on the other, especially in relation to data

collection and analysis.

The second principle for designing a mixed-method research is ensuring that the researcher
appropriately identify the research methods that enable him/her to achieve research objectives
(Morgan, 1998). Under this principle, the researcher is expected to specify the importance level

of each research method. The importance of the research methods is estimated based on three
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levels: equal priority, quantitative priority, and qualitative priority (Creswell and Clark, 2011).
The third key principle is linked to the timescale of the study. There are three types of research

timescale namely: concurrent, sequential or a multi-phase combination.

Due to the nature of this thesis questions and objectives, the quantitative method is given the
focus at the initial stage. To investigate the impact of CG on major shareholdings in the Saudi
capital market, this approach is expected to provide more clues at this stage. In addition, this
thesis uses both quantitative and qualitative methods at the independent level by performing
quantitative examinations and obtaining interpretations from the subsequent qualitative
method. Therefore, by performing quantitative examination at the initial stage, this research
follows the sequential type of research timescale.

Moreover, recognising the importance of the design of a mixed-method research is
substantially linked to the framework of this thesis. According to Creswell and Clark (2011),
there are four core designs for a mixed-method research namely: (i) the convergent parallel
design; (ii) the explanatory sequential design; (iii) the exploratory sequential design; and (iv)
the embedded design. The convergent parallel design exists when the researcher performs both
quantitative and qualitative methods at the same time. The researcher employs both methods
independently throughout the data collection and analysis phases, which is eventually followed
by an integration of the findings to present overall interpretations. The explanatory sequential
design is constructed by following a sequential timescale that begins with performing
quantitative investigations followed by qualitative investigations in order to interpret the
former’s empirical findings. For instance, researchers may conduct interviews to assist in
understanding and interpreting the results of the quantitative investigations (e.g., Haniffa and
Hudaib, 2007; Johl et al., 2012).

The third design is the exploratory sequential design, which is basically constructed quite the
reverse to the explanatory sequential design. The researcher following this design performs
qualitative methods at the initial stage of the research followed by the quantitative method. The
fourth and last design is the embedded design which is based on the addition of one method as
a part of the other. For instance, adding a quantitative method to a qualitative method as in case
studies. The same also applies if the researcher adds a qualitative method to a quantitative one

as in experiments.

For the current thesis, the researcher uses the second design which is the explanatory sequential

design. The selection of this is design is linked to three reasons. First, employing a qualitative
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method helps in gaining additional insights on the issues under investigation (Boyd et al., 2012;
Molina-Azorin, 2012). Second, the robustness of the empirical results of the quantitative
examinations is intended to be increased by the results of the qualitative method (Mengoli et
al., 2009). Third, this design seeks to explore CG reforms that are not obtained through

quantitative examinations (Mengoli et al., 2009).

Given the above, this thesis employs this design by following two procedures. The first
procedure is to perform a quantitative method involving data collection and analysis followed
by the second procedure which is identifying the significant findings that need additional
interpretations (see Mengoli et al., 2009; Johl et al., 2012). These two procedures assist in
constructing the qualitative method and data that are needed to be obtained. In other words,
some quantitative findings assist the researcher in designing the semi-structured interview

questions, focus and process.

5.3 Research Methods and Design
5.3.1 The Quantitative Method

Quantitative methods usually use secondary data obtained from existing sources. In this case,
researchers do not obtain information from respondents or interviewees, but they only have to
collect such data from reliable sources (Cooper & Schindler, 2013). However, secondary data
can sometimes suffer from a number of limitations such as lack of control, incompleteness and
inappropriateness. Such limitations may lead to incomplete answers to research questions
(Denscombe, 2008; Saunders, Lewis, & Thornhill, 2012). Nevertheless, secondary data is
noticeably less time-consuming (Murthy & Bhojanna 2008) and is considerably insightful in
terms of examining economic and social fluctuations in the long run (Zikmund et al. 2013).
This research adopts panel data analysis/multiple regression analysis as a mean of quantitative
testing of the secondary data collected for the purpose of examining the impact of CG structure
of potential investee firms on the selection of shares of major shareholders within the Saudi

capital market.

The following sub-sections present sample, data sources, categories of major shareholders,
selection of corporate governance mechanisms, selection of control variables, and

specifications of the regression model of this research.
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5.3.1.1 Sample and Data Sources

The sample used to examine the impact of CG structure of potential investee companies on
choices of shares of major shareholders is selected from listed companies in the Saudi capital
market. The reason behind selecting only listed companies is that the disclosure and availability
of data for listed and not listed companies are not the same. The total population of the sample
is 97 companies which represents a total of 485 observations of balanced data from non-
financial companies in the Saudi capital market. In order to properly preform the quantitative
assessment of this research, a number of listed companies were excluded from the selected
sample: (i) delisted companies during the period of testing; (ii) companies with incomplete
financial and CG data; and (iii) financial firms, such as banks as they implement different CG
regulations issued by SAMA. Following these criteria helps meeting the requirements of
balanced panel data analysis (Henry, 2008; Ntim et al., 2012a). Balanced panel data can
provide the research with both cross-sectional and time-series observations. It can enhance
degrees of freedom and reduce the effect of multicollinearity problems (Gujarati, 2003; Ntim
et al., 2012a). Also, it helps detecting any cross-sectional relationships between CG
mechanisms, control variables and major shareholdings over the five-year period (Ntim et al.,
2012b). Finally, it helps reducing the potential endogeneity problems that may occur because
of potential unobserved firm-level heterogeneity (Henry, 2008; Guest, 2009; Ntim et al.,
2012h).

Data were collected for a five-year period from 2013 to 2017. The period selection allows the
research to examine the impact of CG on the different categories of major shareholders over a
number of years. The decision of the period selection is justified by three reasons: (i) the last
modification made to the CGC 2006 was in 2012, effective from 1% January 2013 (CMA,
2014); (i) no scandals or economic crashes have occurred during the selected period, which
may have an impact on the results and interpretations of this research; and (iii) no major
changes have been made to the Saudi CGC 2006 throughout the examined period except of the

issuance of the CGC 2017, effective from 1% January 2018 (out of research scope).

The secondary data of this research were collected from three different sources: (i) firms’
annual reports; (ii) DataStream software; and (iii) Bloomberg Database (see Appendix C for
full details). To examine the effect of CG on the investment decisions of major shareholders,

specific types of data were collected: (i) total major shareholdings of total shareholdings of
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firms; (iii) major shareholdings of different categories of major shareholders; (iii) CG variables
including a crafted CG score and board quality; and (iv) control variables (see Appendix D for

variables measurement). The following sections demonstrate these types of data.

5.3.1.2 Categories of Major Shareholders

Prior studies have revealed that major shareholders adopt different characteristics in term of
their beliefs, skills, or interests (Cronqvist and Fahlenbrach, 2009). Therefore, this research
intends to extend to the literature by investigating the CG interests of different categories of
major shareholders within the Saudi capital market. Previous researchers have shown that there
are important implications to institutional investors identity due to accountable for distinct
goals and behaviour such fiduciary responsibility or political agendas (Bushee, 1998; Bushee
et al., 2010). As a result, it is deemed important to examine categories of major shareholders
separately to extract their different preferences. For instance, Giannetti and Simonov (2006)
investigated whether shares selection process of investors is affected by the quality of CG and
made a distinction between two categories of investors: investors targeting private benefits and
investors targeting security benefits. The study has revealed that investors targeting security
benefits (institutional or small investors) probably avoid investing in poorly-governed firms.
On the other hand, investors targeting private benefits seemed to invest in poorly-governed
firms. In addition, Kim et al. (2010) have shown that different categories of investors (i.e.,

foreign and local investors) have distinct approached of share valuation regarding CG.

Furthermore, a distinction has been placed between independent and grey investors by Ferreira
and Matos (2008). The study revealed that independent investors compared to grey investors
tend to focus more on shares in markets that have a better legal system. However, the study
indicated that both categories share mutual preferences in term of CG. Moreover, Chung and
Zhang (2011) investigate CG preferences of different categories of institutional investors and
concluded that all categories’ shareholdings are positively related to CG; however, the
significance of such relationships differ among the examined categories. Given this, it is noted
that distinct categories of major shareholders may embrace different investment objectives and
philosophies, especially in regard to CG. Nevertheless, many of such studies have differentiate
between different types of only institutional investors. Therefore, it seems there is a lack in the

literature that focuses on other categories of major investors.
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Through the data collection phase of this research, the researcher reported the types of major
shareholders that substantially exist in the Saudi capital market with no overlapping among the
types. The types are family-owned firms (MAJOR1), governmental institutions (MAJOR2),
other institutional investors not included in the other categories (MAJORS3), financial firms
(MAJOR4), wealthy individuals (MAJORS), funds and insurance firms (MAJOR®), inside
shareholders or affiliations (MAJOR7), members of the Royal family (MAJORS). The research
had also obtained the total value and percentages of ownerships of these major shareholders
categories of the sample selected for this research. Therefore, the researcher uses the aggregate
shareholdings of these categories as the dependant variable in the examination of their
relationship to CG and its impact on their stock choices. The percentage here represents the
fraction of shares owned by major shareholders out of total shareholdings of their investee
firms. Furthermore, the researcher examined the impact of CG on each category of major
shareholders separately. The main source for major shareholders data is Bloomberg Database.
The researcher also used firms’ annual reports to ensure the accuracy of collected data where

available.

5.3.1.3 Selection of Corporate Governance Mechanisms

By reviewing prior research, it is found that there are common CG mechanisms employed
within investigations concerning CG such as board quality (e.g., Black et al., 2012; Black et
al., 2003, Florou and Galarniotis, 2007, Klapper and Love, 2002, and Cornelius, 2005),
shareholders rights (Ananchotikul 2008, Gompers et al., 2003; Price et al., 2011), and
accountability (e.g., Black et al., 2012; Klapper and Love, 2002; Price et al., 2011). These
mechanisms are deemed as means for a good running of firms. Therefore, this thesis uses two
sets of CG provisions as independent variables, which are included in the CGC 2006. The first
set is a crafted score consisting of provisions that are more related to shareholders rights, such
as rights related to the general assembly, voting rights and other policies forming their
relationship with the board (see Appendix B). If a company adopts the item, a score of 1 is
given and 0 otherwise. Then we sum all scores for each company and then divide it by the

number of items.

101



In relation to the provisions of shareholders rights, a significant part of the CGC 2006 is
devoted for such regulations (see Appendix F). Almajid (2008) claims that in order to achieve
good CG practices, it is necessary to focus on protecting the rights of shareholders. The ability
of countries to attract investors, for example foreign investors, is associated to the quality of
CG practices, especially in relation to investors rights and interests. shareholders’ rights are a
fundamental aspect of CG practices. According to a report issued by World Bank, Saudi Arabia
is ranked 17 out of 183 countries in relation to the protection of investors. It is argued that
several international examples of good practices related to shareholders’ rights are absent in
the CGC 2006 (Alkahtani, 2013). This inspires this research to draw attention to the impact of
such provisions as there are concerns of the quality of shareholders rights in developing
markets especially in Saudi Arabia (Alkahtani, 2015). In addition, prior studies have shown
that major shareholders unfairly treat or oppress minority shareholders within the Saudi capital
market (Alhabshan, 2015; Alkahtani, 2015; Alfordy, 2016). Major shareholders are accused of
practicing some form of expropriation against minority shareholders (Alkahtani, 2015).
However, Akeel (2018) provided an evidence that minority shareholders rights are fairly
protected in the presence of major shareholders.

This raises the question of whether major shareholders prefer such mechanisms implemented
in potential investee firms to practice their dominance as claimed by the above studies, or they
embrace different perceptions toward them. Therefore, this research uses a crafted CG score
consisting of provisions that are more related to shareholders rights, such as rights related to
the general assembly, voting rights and other policies forming their relationship with the board
(see Appendix B). This thesis examines mechanisms of shareholders rights by both quantitative

and qualitative methods.

Regarding mechanisms of board quality, five board characteristics (board quality) are
employed in the quantitative assessment of this research. They are size, independence, Non-
Executive Directors (NEDs), annual meetings, and royal members. In regard to board size, the
CGC 2006 states that listed firm should form boards of 3 to 11 members only. Therefore, this
thesis measures board size based on the number of board members as of 31st December of each
year. According to Hermalin and Weisbach (2003), small boards can be more effective than
larger boards. It is argued that large boards are incapable of monitoring and controlling the
agency problem (Lasfer, 2006). Board independence is deemed as a fundamental part of CG
practices (Dahya et al., 2008). The CGC 2006 indicates that the majority of board members has
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to be non-executive with the requirement that at least two or a third of board members are
independent, therefore, the independence level of firms is included in this set of CG
mechanisms and calculated based on the number of independent members in the board as of
31st December of each year.

Additionally, this set includes the number of annual board meetings of listed firms in each
fiscal year, which is a mechanism that assists in enhancing communication between managers
and directors. Brick and Chidambaram (2007) revealed that board meetings are positively
linked to firm value and showed that more board meetings reflect better monitoring practices.
Vafeas (1999) also supports such a conclusion by stating that the frequency of board meetings
can be utilised as a tool for strategic governance. The CGC 2006 requires listed firms to meet
on a regular basis with no specification of the frequency of meetings. The last mechanism
added to this set is the presence of members of the royal family in boards, which is one of the
unique characteristics of the Saudi capital market. This research computes this variable based
on the number of royal individuals as board members as of 31% December of each year in the
sample. It is claimed that due to the dominance power that the government exercise on the
kingdoms policies, many members of the royal family became widely involved within the
capital market through their private and semi-public companies (Al-Rasheed, 2010). To
examine whether their presence affects the investment decision of major shareholders, this
characteristic of boards is employed in the quantitative assessment of this research. A summary
of the measurement of CG variables is presented in Appendix D.

5.3.1.4 Selection of Control Variables

A number of studies have used different control variables in their examinations of corporate
governance issues. This research uses nine variables including: firm size, leverage, share
turnover, dividend yield, profitability (ROA), firm value (Tobin’s Q), stock return, share price,
and firm age. This selection of control variables is based on prior research of investors’
preference in investee firms. To begin with, firm size is recognised as a preferred characteristic
to investors as they tend to invest in large firms according to Aggarwal et al. (2005) and
Gompers and Metrick (2001). This research measures firm size as their market value as of year-

end. To control for the risk level of a firm, firm leverage is calculated as the percentage of total
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debt to total assets whereases share turnover is computed based on the annual share volume
divided by adjusted shares outstanding (number of shares outstanding/adjustment factor). The
selection of this variable is based on the work of Chung and Zhang (2011) and Elkinawy (2005)
where the latter showed that investors gravitate to low levels of leverage.

In addition, Jain (2007) showed that institutional investors tend to buy shares with low dividend
yield, however, other shareholders prefer shares with high dividend yield. Therefore, dividend
yield has been selected as a control variable in this research and is measured by the dividends
per share to market price year-end. Moreover, Huang (2008) and Elkinawy (2005) revealed
that fund managers tend noticeably to invest in liquid stock. This promotes the importance of
choosing shares turnover as one of the control variables to be used. Share turnover is computed
based on the annual share volume divided by adjusted shares outstanding (number of shares
outstanding/adjustment factor). According to Kim et al. (2010), investors are attracted to
companies that produce higher Tobin’s Q and higher ROA, therefore, profitability and firm
value are included and measured by these indicators as in Chung and Zhang (2011). In this
research, ROA refers to yearly return on assets of each firm included in the sample whereases
Tobin’s Q is basically the sum of total assets plus market value of equity minus book value of

equity divided by total assets.

Furthermore, Ferreira and Matos (2008) have shown that independent institutions and foreign
investors always chase firms with positive stock return performance, hence, this research uses
it as a control variable too. Share return is calculated as the appreciation in the price divided by
the original price of the stock. Share price refers to market price as of 31st December of each
year (in Saudi Riyal). Finally, firm age is computed based on the firm's establishment date
(YEARS).

It is worth noting that the sources used to obtain the full data of control variables are
DataStream, Bloomberg and Tadawul (the Saudi capital market website). A summary of the

measurement of control variables is presented in Appendix D.
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5.3.1.5 Regression Models

Given the data discussed in the previous sections, the main objectives as well as other variables
included in the discussions are employed in a multiple regression model to examine the impact
of CG structure of potential investee firms on the shares choice of major shareholders in the
Saudi capital market. This research uses ten models to achieve its objectives. A list of employed

regressions models is presented in Table 5.3.

Model | Explanation

Panel A:
Pooled Regression model consisting of all categories of

Model 1 .
major shareholders

Model 2 Pooled Regression model of all categories pf major
shareholders except of MAJOR1 (non-family sample).

Panel B:

Model 5 Pooled Rggression model of wealthy families’ major
shareholdings (MAJOR1)

Model 6 Pooled Rggression model of governmental major
shareholdings (MAJOR?2)

Model 7 Pooled Re_gression model of other firms’ major
shareholdings (MAJOR3)

Model 8 Pooled Re_gression model of financial firms’ major
shareholdings (MAJOR4)

Model 9 Pooled Regression model of wealthy individuals’ major
shareholdings (MAJORS5)

Model 10 Pooled Rggression model of insurance & funds major
shareholdings (MAJORG6)

Model 11 Pooled Rggression model of managerial/Insider major
shareholdings (MAJORT7)
Pooled Regression model of royal major shareholdings

Model 12 (MAJORS)

Table 5.3: Regression Models

To begin with, the regression model format is as follows:

MAJORHOLD it =p o+ p1 CGSCORE;: + B2 BODSIZE it + B3 BODINDP jt + B4 BODNEDS;:
+ ps BODMEET; + B BODROYALj; + B7 FSIZEjt+ g FLEVit+ Bo FTURN;t + P10 FDYit +
B11 FROAjt + B12 FTOBIN;t+ f13 FRETURN;t + P14 FPRICEit + P15 FAGEjt + ¢
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We measure company i's major shareholdings in year t (MAJORHOLD i) by the ratio of the
number of shares owned by major shareholders to the total number of shares outstanding. Our
CG provisions, that we collected from annual reports for this research, are referred to as
CGSCORE it. Board quality is measured by five of its characteristics namely: size (BODSIZE
it), independence (BODINDP it), NEDs (BODNEDS i), meetings (BODMEET i), and royal
membership (BODROYAL it).We also calculated the control variables selected for this
research and referred to as: the firm size (FSIZE i), leverage (FLEV i), share turnover
(FTURN jy), dividend yield (FDY j1), the ratio of net income to the book value of total assets
(FROAit), Tobin’s q ratio (FTOBIN i 1), the annual (end-of-year) geometric stock rate of return

(FRETURN i), share price as of end-year (FPRICE i), and finally firm’s age (FAGE it). Bo
is the intercept and ¢ is the error term (See Appendix D for full details of variables

measurement).

This model is also used to investigate the interests of different types of major shareholders in
CG by replacing MAJORHOLD with the percentage held by each category of major
shareholders (Table 5.3, Panel B). In addition, this model is re-estimated by using the
preferences (variables) revealed through the semi-structured interviews conducted with a
sample of major shareholders.

Furthermore, some interesting results have derived the researcher to further explore the issue.
Prior literature has examined the role of wealthy families in the Saudi market and how they can
have an impact on the general atmosphere of the market due to their large capitals. Al-Assaf et
al. (2017) have examined the CG practices in the family-owned businesses in Saudi Arabia and
found that most of these firms prefer to follow conservative, traditional and weak CG
guidelines. The study continued reporting that such firms are inactive in regard of their role as
influential players in the market. Given this, it seems that family-owned firms have no

preference in engaging in CG issues and would not favour them when they act as investors too.

Moreover, Aleshaikh (2018) discussed the fact that some major shareholders in the Saudi
capital market, especially families, may cause an unbalanced board composition in some firms.
For instance, a family block-holder with 20% of Zamil Industrial Investment Company shares
was the one who nominated 40% of the company’s board members. The author argues that
even though some family-owned firms hold less than 50% of investee firms but they still have
control over their practices in a way that is in their benefit. In other word, they would not
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appoint independent or non-executive members unless they are linked to them in a beneficial

way.

Besides, Alsanosi (2010) states that since family businesses existed a long time prior to the
establishment of the Saudi capital market, they had the opportunity to become large firms
especially by following the route of Initial Public Offering (IPO) to get listed in the capital
market. Therefore, large holdings were owned by families. This has led families to hold a power
to lobby governmental institutions and authorities for preferential dealing and assignment of
contracts, which eventually is expected to have an impact on the legal system in the country.
Given this, the nature of the relationship between family major shareholdings and CG in the
Saudi capital market is clearer.

Because of such argument, the total sample of major shareholdings has excluded major

shareholdings of wealthy families (Non-Family Sample) (Table 5.3, Panel A, Model 2).

5.3.2 The Qualitative Method

The qualitative method is intended to identify CG aspects that may or may not have an impact
on shares selection of major investors in the Saudi capital market. The motive for using this
method is that the researcher intends to have a feeling of what major shareholders care about
in CG practices and figure out what they actually consider when planning to purchase shares
in listed companies. Also, this method is employed in this research to complement the
quantitative method explained earlier attempting to cover unavailable secondary data as well
as to explain regression analysis results. Even though primary data requires a long time,
specific skills, and encountering restrictions on the accessibility to information, but it enables
the researcher to gain new insights and discover current phenomena (Sekaran and Bougie,
2013; Bajpai, 2011).

According to Saunders, Lewis and Thornhill (2007) and King (2006), interviews are noticeably
useful when used in qualitative research as they can help concentrating on specific points and
understanding the relationships between variables (See Table 5.3). As a result, the researcher

has decided to use interviews for collecting primary data for this research.
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5.3.2.1 Interviews

The interview is regarded as one of the major tools for data collection in qualitative research
(Gilbert, 2008). Nevertheless, this tool can also be employed in quantitative research (Punch,
2005). An interview is widely defined as ‘a conversation with purpose’ (Berg, 2007, p. 66).
Interviews are basically beneficial discussions between two or more people that can assist
researchers to collect valid and genuine information concerning the issues addressed (Saunders,
Lewis and Thornhill, 2007).

There are three different types of interviews that are used in social sciences research namely:
structured, unstructured, and semi-structured interviews (Collis and Hussey, 2009; Silverman,
2011). Structured interviews are a set of fixed questions formed in a standardised order. This
type of interviews is primarily employed in quantitative research (Saunders, Lewis and
Thornhill, 2009). The flow of structured interviews is not flexible, and the research usually is
unable to deviate from the fixed questions or expand the discussion on relevant issues (Patton.
1990). In contrast, unstructured interviews are more flexible and enable the researcher to
develop the discussion during the interview with no prior preparations. The researcher during
unstructured interviews has no control over the discussed topics (Collis and Hussey, 2009).

Semi-structured interviews, however, are less flexible than unstructured interview but more
flexible than structured interviews. Semi-structured interviews are broadly utilised to gain an
in-depth understanding. Researchers conduct semi-structured interviews by using pre-designed
and open-ended question to allow more relevant questions to be brought up during the
interview (Rubin and Rubin, 1995). Interviewers usually involve the same key questions in all
interviews; however, their sequence may get changed based on the flow of the interview
(Gilbert, 2008).

According to Warwick and Lininger (1975), Hoinville and Jowell (1985) and Adams and
Schvaneveldt (1985), several advantages can be gained from conducting semi-structured
interviews in research. First, the researcher can manage the interview flow which can lead to a
higher response rate comparing to mailed questionnaires. Second, the interviewer can do more
search to gain more questions and data on the issue being addressed. Third, the non-verbal
behaviour of interviewees can be examined by the interviewer. Fourth, the enjoyment of
speaking is a widely spread habit among people, which can be useful for acquiring more data

via interviews. The last advantage is that semi-structured interviews are more flexible in terms
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of asking long or complicated open-ended questions. Nonetheless, interviews have some
disadvantages such as: higher cost than other methods, the interviewer’s personal effect can
interfere, and anonymity may be limited especially when critical issues are being addressed
(Frankfort-Nachmias and Nachmias, 2008, Collis and Hussey, 2009).

The researcher selected semi-structured interviews as a qualitative method for this thesis for
four reasons. First, semi-structured interviews are conducted to gain deep comprehension of
CG issues (e.g., Haniffa and Hudaib, 2007; Liew, 2007; Johl et al., 2012; Piesse et al., 2012;
Soobaroyen and Mahadeo (2012); Bailey and Peck, 2013). Second, prior research indicates
that there is a linkage between CG system and political, legal, and economic systems (La Porta
etal., 1997; Klapper and Love, 2004; Aguilera and Cuervo-Cazurra, 2009) and semi-structured
interviews is a useful tool to analyse such linkage between CG system and other systems. Third,
semi-structured interviews grant a thorough understanding of both motives and obstacles to
CG reforms. Finally, by conducting semi-structured interviews, the researcher becomes able to
evaluate the reliability of interviews outcome (Humphrey and Lee, 2004). Hence, the semi-
structured interviews approach is a more appropriate type of interviews that can be used to
examine CG topics in details (Liew, 2007, Piesse, Strage and Toonsi, 2012; Bailey and Peck,
2013).

5.3.2.2 Interview Design and Guide

A semi-structured interview guide is useful to manage research questions in semi-structured
interviews (Corbin and Strauss, 2008). This research follows Gilbert (2008) approach in
designing the interview guide which is based on three procedures to be executed. The
procedures are specifying the interview themes, generating interview questions, and evaluating
the semi-structured interview guide. Hence, the researcher has created a semi-structured
interview guide that contains a brief list of topics with relevant questions that have to be
covered during interviews. The two main sources of these topics and questions are the literature
of the relationship between CG and major shareholders in both developed and developing

markets as well as the research questions of this thesis.

Regarding the determination of the interview themes, the guide has five broad topics, namely;
understanding of CG and its importance; the assessment of CG mechanisms; the role of major

shareholders in the Saudi market; investors’ interest in CG practices; and the role of CG in the
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share selection process of investors. These five topics helped in producing and formulating the
interview questions. Lichtman (2013) reports that interview questions must be created for the
purpose of: (1) establishing an understanding of the interviewee knowledge; (2) discovering
interviewees’ viewpoints; (3) revealing their emotional responses; and (4) showing
interviewees personal experiences. In addition, interview questions can be categorised into
three categories: (1) opening questions; (2) middle questions that examine the issues in more
details; and (3) concluding questions that can provide a summary of issues discussed as well
as advice and recommendations (Bryman, 2004).

The last procedure applied in designing interview guide was reviewing the interview guide.
Since there is no standardised form of interview guide (Gilbert, 2008), the researcher has
created an interview guide (see Appendix B) and discussed it with supervisors and colleagues
for comments. The interview guide, however, has been translated from English to Arabic, since
the mother language of all potential interviewees is Arabic. The translation has been done by
the researcher himself, and to ensure the accuracy and validity of the translation, an Arabic
colleague in the school was kindly requested to translate it. Then, the two translations were
compared and unified in one guide. See Appendix A for questions of the semi-structured

interview.

5.3.2.3 Sample Selection and Administration

Corbin and Strauss (2008) states that collecting data by using theoretical sampling enables the
researcher to determine themes and broad topics applicable to the main issue studied.
Therefore, a non-probability sampling technique named the non-random sampling was seen fit
to this research as it is common in qualitative research for interviewees selection process
(Davidson, 2006, Saunders, Lewis and Thornhill, 2012).

According to Sekaran (2003) and Saunders, Lewis and Thornhill (2007), the quality of results
depends on the quality of data, therefore, the selection process of major shareholders
(interviewees) were carefully conducted. To begin with, interviewees were chosen based on
their knowledge and experience in the topics concerning CG practices and major shareholdings
in Saudi Arabia, which helps obtaining informed opinions and viewpoints (Bailey and Peck,
2013). Hence, the researcher focused primarily on the quality of data rather than the number of
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participants as this standpoint helps in maintain the reliability of the data collected in this

research, and such considerations assisted the researcher in meeting the research objectives.

It is worth noting that semi-structured interviews, which is a widely used method in studies
concerning CG (Al-Saidi, 2012; Alshehri, 2012; Alghamdi, 2012), are accomplished by good
relations to companies, officials, and managers. The researcher here has an experience of
dealing with a large number of companies as he was the head of Cooperative Training
department in College of Business Administration at Imam Abdulrahman bin Faisal University,
and have good relationships with a lot of executives and managers of many companies, which
eased the process of reaching interviewees. In addition, targeted interviewees were initially
planned to be from all categories of major shareholders with emphasis on the most spread
categories namely: Governmental institutions and family firms. Since the interviews are not
the sole source of data for this research, a sample of 15 participants was selected based on the
researcher relations to their entities and the easiness to reach them. However, other participants

from other types of major shareholders became available to be interviewed too (see Table 5.4).
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Administration

COUNTRY INTERVIEW
# CATEGORY CODE | LOCATION | QUALIFICATIONS OE STUDY EXPEREINCE TYPE DURATION
; 1hr 45 mins
1 RL | Dammam | B/ Business KSA 23 YEARS Face-to-face
Administration
2 | Family-owned Firms R2 Dammam BA Finance USA 9 YEARS Face-to-face 1hr 30 mins
i 1hr 30 mins
3 R3 Riyadh BA B_u'_smes_s KSA 8 YEARS Face-to-face
Administration
Governmental : BA Business 45 mins
4 Institutions R4 Riyadh Administration KSA 16 YEARS By Telephone
5 R5 Riyadh BA Accounting KSA 18 YEARS Face-to-face 1hr 30 mins
6 | Insider or Affiliations R6 Riyadh Chartered Accountant | UK 11 YEARS Face-to-face 1 hour
7 R7 Dammam BA Accounting USA 7 YEARS Face-to-face 1hr 15 min
8 R8 Dammam PhD in Management UK 17 YEARS Face-to-face 1 hour
Wealthy Individual [ 45 mins
g | Wealthy Individuals RO | Riyadh BA Public KSA 28 YEARS By Telephone
Administration
10 | Financial Firms R10 Riyadh Executive MBA UAE 12 YEARS Face-to-face 1hr 45 mins
i 1hr 15 min
11 | Fund and Insurance RI1 | Dammam | BAAccounting & USA 11 YEARS Face-to-face
Firms MBA
i i 1hr 10 mins
12 R12 | Riyadh Diploma in KSA 26 YEARS Face-to-face
Management
. MSc Accounting & 50 mins
1 R1 R h . K YEAR By Teleph
3 Other Firms 3 iyad Finance U 9 S y Telephone
14 R14 Jeddah BA Finance KSA 5 YEARS By Telephone 1 hour
i 1 hour
15 R15 | Jeddah BA Business KSA 15 YEARS By Telephone

Table 5.4: Interviewees Profile
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As shown in Table 5.4, semi-structured interviews were conducted with fifteen participants
from seven out of eight categories of major shareholders that are examined in this thesis
namely: wealthy Families, government institutions, insiders, wealthy individuals, financial
firms, fund and insurance firms, and other institutional investors. The academic qualifications
of interviewees vary from BAs to PhDs in a number of business-related majors, except of one
interviewee who gain only a Diploma in Management. These qualifications were gained from
Saudi Arabia, US, UK and UAE. The range of years of experience among interviewees varied
from five to twenty-eight years. Most of interviewees were in Riyadh and Dammam, however,

two participants were located in Jeddah.

The researcher communicated with the proposed potential interviewees to check their
availability using telephone and e-mail and delivered an offer letter stating: (1) the research
objectives; (2) the interview objectives; (3) information about the researcher and the university;
(4) the length of the interview; (5) the confidentiality policy followed by the researcher.
Moreover, a list of the interview questions was provided too. It is believed that such procedures
ensured the credibility of the researcher and encouraged interviewees to take a part of this

research.

Subsequently, three trips have been made to Riyadh after arranging with interviewees.
Unfortunately, few of them could not stick to the appointments made earlier due to their
unavailability at the time, urgent business matters, or unwillingness to participate. This pushed
the researcher to re-arrange other appointments or arrange interviews with new participants in
the following trips. Due to the unavailability for face-to-face interviews, the rest of interviews
with participants in Riyadh were conducted via telephone. Since the researcher’s hometown is
near Dammam, it was easier and less costly to arrange for face-to-face interviews with
participants located within the same area. Finally, the two participants in Jeddah were

interviewed via telephone.

The semi-structured interviews consisted of three main phases. The first phase was a mutual
self-introduction between the researcher and the interviewee. The researcher began interviews
with a friendly conversation with interviewees about their personal and business profile. During
this phase, the researcher has also provided interviewees with a brief of: (i) the researcher
profile; (ii) the research objectives and motivations; (iii) the interview objectives and process;
and (iv) the confidentiality of the information disclosed during the interview. This phase is

believed to be providing the interviewee with a broad idea of the type of data that the researcher
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was pursuing. It is worth noting here that no interviewee had granted the researcher a
permission to record the interview by any type of devices (mobile phones or tape-recorder).
This seems a common phenomenon within developing markets (Alghamdi, 2012). As a result,
notes were constantly taken during interviews. However, the flow of discussions throughout
interviews, to some extent, limited the volume of notes that could be taken immediately.
Therefore, the researcher ensured revising all notes after each interview in an attempt to clarify

and/or add on some unwritten responses aiming at increasing the reliability of data collected.

In the second phase of interviews, several broad questions were prepared and asked to
participants (see Appendix A) in order to provide the researcher with their views and
experience concerning the CG system in Saudi Arabia and its effect on major shareholders
decisions. The questions were split up into five themes: the perception of CG, the importance
and compliance of CG, the perception of CG mechanisms, the role of major shareholders in
the Saudi capital market, and finally the effect of CG on investment decisions of major
shareholders (see Figure 5.2). During this phase, interviewees were granted the opportunity to
freely express their own views regarding the issues discussed with no interruptions. According
to Creswell and Clark (2011), this helps enriching the data collected. However, the researcher
made attempts to bring the interview back on track if the discussion has gone far from the topics
specified. Following the interview guide has assisted the researcher in covering all the prepared
questions as well as writing the notes that helped managing the interview progress (Corbin and
Strauss, 2008).

In the last phase of the semi-structured interviews, participants were given the opportunity to
add any concluding remarks that may be seen worth mentioning. The researcher followed this
by expressing his appreciation for the interviewees participation and time and reassured the
confidentiality of the data collected. The last procedure that was followed in this phase was
completing the note-taking to help enhancing the quality and accuracy of data gained, which
took 