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Abstract

This paper aims to contribute the literature by examining the relation
between corporate governance and performance in Egyptian listed
companies, one of the emerging economies. Governance is measured as a
multidimensional composite index comprised of board and ownership
structure characteristics also the performance composite index comprised of
ROA, ROE, and Tobin’s Q. A sample of the most active non-financial
companies the period 2009-2014, in which the final data has 240 firm-year
observations was conducted to test the hypotheses. The results show that
governance quality index has a high significant positive impact on firm
performance index. Further, institutional ownership, private ownership, and
ownership concentration have the strongest effects on all performance
dimensions. Management ownership has an influence on accounting and
market performance. The finding indicates a negative relation between
board independence and performance. There might be factors/variables that
affect the relation between corporate governance and performance that have
not been identified in this study. Nevertheless, the specific factors/variables
that used in this study have been used extensively in earlier studies. The
results of this paper should be of interest to regulators, economists.
Proponents of board independence should note with caution the negative
relation between board independence and firm performance. Hence, if the
purpose of board independence is to improve performance, then such efforts
might be misguided. To the best of our knowledge, there is no study has yet
empirically measure governance and performance as composite indexes in
one of emerging economies, Egypt, or Middle Eastern countries.
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1- Introduction

Corporate governance refers to the set of mechanisms that effect the
decisions taken by managers when there is a separation between ownership
and control. Some of these monitoring mechanisms are the board of
directors, institutional shareholders, and the operations of the market for
corporate control. The principle of corporate governance was first
introduced by the Organization for Economic Co-operation and
Development (OECD). The Reports on the Observation of the Standard and
Codes (ROSC) made evaluations of corporate governance practices against
these principles that are set by OECD. Egyptian Institute of Directors issued
codes of corporate governance in 2005 and 2011. According to these codes,
all listed companies are required to publish a report along with their annual
reports to show their compliance with codes of corporate governance. The
Egyptian Code of Corporate Governance (ECCG) adopted, perhaps, the
most prominent principles of the (OECD) issued in 1999, and its
amendments issued in 2004, as well as recent amendments which were
made in 2015 and contain the six basic principles that represent reference of
general corporate governance in the world. Compliance with the ECCG is
mandatory for listed companies since the first issuance in 2005.

The literature classifies corporate governance mechanisms into external
control mechanisms and internal control mechanisms. External control
mechanisms are such as the stock market, market for corporate control
(takeovers), and the competition in product markets (Macey and O’Hara,
2003). Internal control mechanisms are such as board of directors,
monitoring by block—holders, compensation contracts, and managerial
equity investment (Adams and Mehran, 2012; Macey and O’Hara, 2003).
Brown and Caylor (2006) detect that firms with better governance quality as
measured by the governance score are more profitable and have higher
Tobin’s Q. Their results recommend that firms with governance quality
experience lower agency costs and, accordingly, display better performance
and firm value.
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Most empirical research which studying the board structure-performance
relationship utilizes data from the developed economies and gives mixed
results. There is a related strand of the literature that considers corporate
board characteristics as important determinants of corporate governance:
board composition (Bhagat and Black, 2002), board size, Coles, et al., 2008;
Cheng, 2008), and whether the Chairman and CEO positions are occupied
by the same or two different individuals (Bai et al., 2012).

The relation between the ownership structure and corporate governance
structure has been the core issue in the corporate governance literature.
Shlefier and Vishny (1986), and Jensen and Meckling (1976) argue that
ownership structure can reduce the agency costs since the ownership and
control are separated. The empirical evidence on corporate governance
suggests that large owners have a stronger incentive and better opportunities
to exercise control over manager than small shareholders (Klapper and
Love, 2002). Corporate governance exists to provide balances between
shareholders and management and thus to mitigate agency problems. Hence,
a firm’s governance may influence firm performance by minimizing firm-
level agency conflicts and resulting agency costs.

This study examines the association between governance quality and
performance by estimating multiple regression analysis to test this relation.
Governance is measured in this study as a multidimensional composite
index comprised of board and ownership structure characteristics. The
composite index, GOV, represents the overall governance quality. The study
measures performance through an integrated multi—level including return on
assets “ROA”, return on equity “ROE”, and Tobin’s Q. The composite
index, PERF, represents the overall firm performance. This paper uses the
disclosure book of the most active companies’ data for governance and
performance variables. In line with prior literature on the significant relation
between board and ownership structures and firm performance, it is
hypothesized that the firm performance is likely to be positively associated
with the level of corporate governance quality. The contribution to the
literature is a comprehensive and econometrically defensible analysis of the
relation between corporate governance and performance in Egypt as an
emerging country. Instead of considering just a single measure of
governance, as prior studies in the literature have done, this study considers
a composed index which includes seven different governance measures with
three performance dimensions. Although the relation between corporate
governance and firm performance has been the subject of extensive research
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in developed countries, limited research has been carried out to investigate
the issue in the business environment of developing countries and even
fewer such studies may be found in the Middle Eastern countries. Therefore,
this study is aiming to answer the following research question:

Q1: - What drives the performance of Egyptian listed companies?

This study is particularly interested to know whether corporate governance
affects the performance of firms listed in Egyptian Exchange market. The
remainder of this paper is organized as follows. The next section discusses
relevant literature to develop the research hypotheses. It is then followed by
the research method outlining the sample and data sources, variables
definition, and models specification. Findings and analysis are provided in
the ensuing section. Finally, conclusions are offered in the last section.

2- Literature Review and Hypothesis Development

Prior research suggests firm characteristics and corporate governance
mechanisms that potentially drive the corporate performance. Bhagat and
Bolton, (2008); Brown and Caylor (2004), and Gompers, et al. (2003) report
that board and ownership characteristics can be an effective measure of
corporate governance. In this section, the study reviews relevant literature
that investigates the relation between corporate performance and both
ownership structure and board structure, as a proxy of corporate governance,
to develop the hypotheses.

2.1 Board Structure and Firm Performance

The relationship between board structure and performance has been a
continuing area of interest in the literature. From an organizational
perspective, the board can be considered as a team brought together to work
towards achieving organizational goals (Langton and Robbins, 2007). The
better these activities are accomplished the more improvement in firm
performance will be achieved. Board structure is represented by board size,
CEOQ duality, and board composition.

2.1.1. Board Size: - Board size is the most expanded board structure in the
corporate finance literature as in general the relationship between board size
and corporate performance is found to be inversely correlated. Jensen
(1993); Yermack (1996); Eisenberg et al (1998) and Cheng (2008) confirm
a negative relationship between board size and firm value as benefits of
monitoring from enlarging boards are faced with problems related to
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increased asymmetric information and confused communication issues.
Larger board size may lead to problems in group coordination and
effectiveness in arriving at decisions (Jensen, 1993). On the contrary, Coles,
et al. (2008) realize that there is a positive relationship between the board
size and corporate performance. Their findings are consistent with the
resource dependence theory which suggests that larger board size would
lead to better corporate performance because of the different skills,
knowledge, and expertise. In addition, Dehaene et al. (2001) and Chin et al.
(2004) did not find a significant association between board size and
corporate performance. As the majority of the prior literature appears to
suggest a negative relationship between board size and corporate
performance, it is assumed that companies with smaller board size perform
better than others.

2.1.2. CEO Duality: - The governance code recommends that the positions
of chairman and CEO be held by two different people to ensure a balance of
power and authority. It refers to a situation where the firm’s CEO also
serves as chairman of the board of directors. CEO/Chair duality is an
important board control structure mechanism. The argument against role
duality stems from the notion that directors are entrusted with monitoring
and evaluating the actions of top management, combining the roles would
mean evaluating one’s own performance (Rhoades et al., 2001). There are
two competing views about CEO/Chair duality based on the perception of
whether a firm is best served by strong leadership (stewardship theory), or
by monitoring effectively (agency theory). Jensen (1993); Rechner and
Dalton (1991); and Fama and Jensen (1983) support separation of the CEO
and Chair positions because of duality would reduce a board’s supervision
of the management of a company. This reduction results in an increase of
the agency costs. Based on this argument, separating the roles of chairman
and CEO should lead to better corporate decisions and hence performance.
Empirical evidence on the relationship between role duality and corporate
performance is mixed. Bai et al. (2012) report that companies in which the
CEO was also the chairman or vice chairman of the board of directors, these
companies were significantly lower valued in Asian firms. A negative
relationship between CEO duality and corporate performance was also
documented in Hong Kong (Chen et al., 2005). In contrast, role duality was
found to be significant and positively associated with corporate performance
in Belgian companies when measured by ROA (Dehaene et al., 2001).
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Leighton and Thain (1993) indicate that the effectiveness of the board is
largely decided and dependent on the impact of this position. If the person
holds both the positions of CEO and the chair he/she is expected to focus on
achieving the goals and providing strong leadership to the firm. However,
CEOQ duality broadens the chair power base and weakens the board’s role of
monitoring and evaluating performance of the top management as the
director of the same company has close relations with the management
(Coles and Hesterly, 2000). According to organization theory, CEO duality
establishes strong unambiguous leadership (Finkelstein and D’Aveni 1994).
According to agency theory, CEO duality induces the chair to reduce board
monitoring effectiveness. When the CEO is also the chairperson of the
board, board ‘s capacity to monitor the CEO is even further diminished. It
has been argued that boards adopting CEO duality leadership are less likely
to dissent board decisions (Mallette and Fowler, 1992). It considers boards
in which the separation of the positions of chair and CEO, to be
independent, declines the CEO's authority and increases the board’s ability
to perform its oversight role effectively (Boyd, 1995). However, mere
separation may not be a clear indication of the independence of the board.
Hermalin and Weisbach (2003) recommend that board independence
depends on the CEO’s bargaining position which is derived effectively from
his/her perceived ability. This paper considers CEO/Chair duality as a proxy
for how much independence the chairman. Thus, this study adopts the
literature viewpoint that emphasizes the positive relationship between the
absence of CEO/chair duality and firm performance.

2.1.3. Board Composition: - The governance code recommends that, at least
one third of the board as a whole should be non-executive directors, most of
whom should be independent. The literature has used many different
theoretical perspectives to evaluate the effect of board characteristics on
firm performance. The common aim of different theories has been to
establish a link between various board characteristics and firm performance
(Kiel and Nicholson, 2003). Monitoring mechanisms often involve the
selection of socio-politically independent boards. Agency theory
emphasizes the importance of board independence as a prerequisite for its
effectiveness controlling and monitoring functions over management (e.g.,
Eisenhardt, 1989; Fama and Jensen, 1983). According to agency theory,
absence of effective control systems is likely to induce managers to pursue
opportunistic behavior to maximize their own utility rather than shareholder
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wealth maximization. Early researchers (Mace, 1971; Norburn and Grinyer,
1974) argued that boards inspire little contribution to strategy and the role of
strategy making is performed mainly by the chief executive. Whereas,
dominance of inside executives on the board may lead the board to be less
effective in controlling the CEO because they are hierarchically under
authority of the CEO. Firm governance structure and the board composition
are viewed as a resource that can add value to the firm (Daft, 2006). An
argument of the resource dependence theory is that organizations attempt to
exert control over their environment by co-opting the resources needed to
survive (Pfeffer and Salancik, 1978). Consequently, boards are considered
as a link between the firm and the essential resources that a firm need from
the external environment for superior performance. Appointment of
outsiders on the board helps in gaining access to resources critical to firm
success and manage environment contingency (Johnson et al., 1996).
Hermalin and Weishbach (2003) detect poor financial and stock market
performance of a firm often leads to appointment of financial directors to
the board. Further, Pearce and Zahra (1992) found that outsiders are
appointed on the board in order to bring a fresh perspective when the firm is
not doing well. Higher board independence should enable a more objective
and thorough supervision then impact the share of directors on corporate
performance.

Based on previous literature and the above-mentioned arguments, this study
assumes a positive association between board structure and firm
performance, therefore, the first hypothesis is formulated as follows:
Hypothesisl: - Board structure is positively associated with firm
performance in Egypt.

2.2 Ownership Structure and Firm Performance

There is a related strand of the literature that considers the impact of
ownership structure on performance. The benefits and costs of ownership
concentration have been widely discussed since Berle and Means (1932)
argue that widely dispersed ownership reduces the effective power of
shareholders to control the management of the corporation. Most research
has followed Demsetz and Lehn (1985) in measuring concentration with
respect to a group of owners, usually as the total equity share owned by the
largest five or largest 20 investors. In the same context, Levine (2004)
argues that concentrated ownership is a governance mechanism that
prevents managers from deviating from shareholder interests as large
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shareholders have more incentive to acquire information and monitor
managers than small shareholders. Ownership structure is represented by
concentrated ownership, managerial ownership, private-firms' ownership,
and institutional ownership.

2.2.1. Ownership Concentration: - Ownership concentration is a key
corporate governance mechanism that helps to limit agency problems
arising from the separation of ownership and control (Shleifer and Vishny,
1986), which, in turn, leads to improved performance (Jensen and Meckling,
1976). As owning a large proportion of shares, controlling shareholders
have strong incentives to actively monitor and real power to discipline
and/or influence management (Shleifer and Vishny, 1986). Other
discussions about the possibility that concentrated ownership exercise their
control rights to create private benefits against smaller investors. As highly
concentrated ownership is likely to change the agency problem from
traditional principal-agent conflict to principal—principal conflicts (Bebchuk
and Weisbach, 2010). Mostly, where external corporate governance
mechanisms are underdeveloped, the monitoring effect of ownership
concentration is even more important (Filatotchev et al., 2013). Whereas
when a company performs poorly, large shareholders may reduce the size of
their concentrated owner's stake to achieve more diverse personal portfolios
(Yabei and Izumida, 2008). Under agency models, managers may have
incentives to make decisions that are in their interest, but not necessarily in
shareholders' best interests (Capozza and Seguin, 2002). Accordingly,
shareholders will take actions to mitigate the potential for such costs since
these may reduce the value of the firm. Therefore, where possible they will
pursue to control the managers.

In general, prior literature about the relationship between ownership
concentration and firm performance have produced mixed results. While,
Pham et al. (2011) and Schultz et al. (2010) found insignificant relationship
for the Australian market, the relationship is significant for the Japanese
market (Yabei and Izumida, 2008) and for the Singapore and Vietnamese
markets (Nguyen, et al, 2015). This paper expects a positive relationship
between concentration ownership and firm performance.

2.2.2. Managerial Ownership: - Managerial ownership refers to the
ownership stake in a company that is held by the top management. Jensen
and Meckling (1976) suggest that managerial ownership enable to alleviate
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agency conflicts between managers and owners, as a manager who holds a
large portion of the company stock has more incentives to maximize job
performance to ensure better company performance. Toal and Ruenzi (2014)
examined the relationship between director ownership and stock market
performance, they indicate that director ownership can reverse the negative
impact of weak governance, as they reduce empire building and run their
firms more efficiently. Ownership by the manager may be used to induce
managers to act in a manner that is consistent with the interest of
shareholders (Grossman and Hart, 1983). Consistent with this view, Kim
and Lu (2011)’s study showed the relation between director ownership and
firm valuation hinges critically on the strength of external governance, as
director ownership and external governance are substitutes for mitigating
agency problems when ownership is low. However, Kim and Lu (2011);
Chiang (2005); Daily and Dalton (2004); Han and Suk (1998); and Agrawal
and Knoeber (1996) found that an increase in managerial ownership led to
better corporate performance, however, very high levels of share ownership
resulted in worse corporate performance by entrenching the director and
discouraging him from taking risks, unless mitigated by strong external
governance. As the prior literature appears, this paper expects a positive
relationship between managerial ownership and the firm’s performance.

2.2.3. Private-Firm Ownership: - Private-firm ownership refers to the
ownership stake in a company that is held by private-firms. The majority of
Egyptian firms are primarily owned by relatively small numbers of
shareholders or families. The ownership required to call shareholders'
meetings is 5% for ordinary meetings and 10% for extraordinary meetings.
In addition, the private companies’ block holders have the right to have a
representative in the board. That situation suggests that owners will
frequently be clearly involved in monitoring and evaluating the actions of
top management for better performance.

The agency theory in the work of Fama and Jensen (1983) and Fama (1980)
IS not as strict or as profit oriented as in privately-owned companies.
Dewenter and Malatesta (2001) and Ahuja and Majumdar (1998) Farinos et
al. (2007) recognize that privately-owned firms are significantly more
profitable than governmental companies. However, privately-owned firms
occasionally, pose inferior efficiency output than government-owned ones.
Omran (2004) reveal that Egyptian privatized firms do not exhibit
significant improvements in performance compared with state-linked
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corporations. Similar results, but for different reasons, are exhibited by
studies in highly developed economies. Kole and Mulherin (1997) found
that in the U.S., corporations where the government owned an interest
(between 35-100%) showed performance not statistically different than that
of private sector firms in the same industry. They attribute their results to
the existence of similar monitoring mechanisms the government—owned
corporations to that of private firms’ blockholders. It is clear that, there is no
consensus in the literature about the relationship between private sector
ownership and performance compared with other types of corporations.
Often, the privately-owned companies converted to be the dominant and
enable them to pressure managers for better performance. Subsequently, the
study expects a positive relationship between private ownership and the
firm’s performance. The percentage of a company's shares that are held by
private firms is used as a proxy of private firm ownership.

2.2.4. Institutional Ownership: - Institutional ownership refers to the
ownership stake in a company that is held by governmental organizations,
insurance companies, commercial banks, hedge funds, and mutual funds
that invest money for wealthy clients. Institutions generally purchase large
blocks of a company's outstanding shares and can exert considerable
influence upon its management. Previous literature has focused on the role
of institutional owners as corporate monitors. Smith (1996); and Del
Guercio and Hawkins (1999) found evidence compatible with the
hypothesis that corporate monitoring by institutional owners can force
managers to focus more on corporate performance and less on opportunistic
or self-interest behavior. Nevertheless, the impact of institutional owners on
corporate decisions is affected by the size of their shareholdings (Maug,
1998). If institutional owner’s shareholdings are high, hence, there is more
incentive to monitor a firm’s management. Vice versa, when institutional
owners hold relatively few shares in a firm, they have less incentive to
monitor. According to the impact of institutional ownership on firm
performance, Smith (1996) found a positive association between
institutional ownership and firm performance measures. Institutional
investors’ ownership of large block of shares in large corporations enables
them to pressure managers for better performance as good corporate
governance is a function of large shareholding and effective legal
protection, (La Porta et al., 1997). Lakshmi (2009); and Jensen (1986)
argued that institutional investors can decrease the agency costs by the close
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monitoring of the corporate performance and by ensuring the shareholders’
interests. In addition, Shleifer and Vishny (1986) prove that institutional
investors effectively monitor managers’ performance. Institutional
investors’ ownership of large blocks enables them to pressure managers for
better performance as good corporate governance is a function of large
shareholding and effective legal protection. This study expects a positive
relationship between institutional ownership and the firm’s performance, it
IS assumed that companies with high institutional ownership perform better
than others.

It seems more interesting to explore the link between the corporate
ownership and its identity with performance. Based on the conflicted
predictions of agency theory and the above-mentioned arguments, this study
proposes a positive significant link between ownership structure and
performance. The second hypothesis is formulated as follows:

Hypothesis2: - Ownership structure is significantly associated with firm
performance in Egypt.

Based on the review of previous literature on the significant relation
between board and ownership structures and firm performance, this study
assume that firm performance will be positively affected by the quality of
governance therefore, this study can formulate the main hypothesis as
follows:

Hypothesis3: - Corporate governance is significantly associated with firm
performance in Egypt.

3- Research Methodology

Instead of considering just a single measure of governance, this study
considers seven different governance measures. Evidence from previous
empirical studies from academic literature has sought to confirm the effect
of corporate governance on a firm’s performance. A literature review from
relevant academic studies has indicated the following characteristics applied
to corporate governance such as ownership and board structures. To test the
hypotheses that developed for the study, this study creates three OLS
regression models. In this section, this study discusses sample and data
sources, variables definition, and model specification.

3.1. Sample and Data Sources: -
This study uses data of most active companies in the Egyptian Stock
Market covering the different sectors of companies provided by the
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Disclosure Book issued by the Egyptian Exchange (EGX) in Cairo. As
corporate governance became one of the main distinctive rules that
benchmark the sustainability and growth of companies, disclosure practices
arise as one of the main objectives of the Egyptian Exchange for the purpose
of market transparency and integrity. The disclosure book provides
consolidated information about the company, including basic information,
board of directors, shareholding structure, latest three-year financial figures
and ratios as well as the latest corporate actions and material events for each
company.

The data spans the period from 2009-2014 because of the availability of
data. The year 2009 was chosen as the beginning of the analysis period.
In line with previous studies (Farooqi et al., 2014; Lien and Li, 2013; Yu,
2013; Bae et al., 2012; and Lemmon and Lins, 2003), data on financial
firms (banks, securities companies, and insurance companies) is not
included because these firms are completely different from non-financial
firms (Lin and Shiu, 2003), and some variables may not be comparable
between financial and other firms (Liljeblom and L6flund, 2005). The
choice of firms was based on the availability of data. The study uses the
disclosure book of the most active companies’ data for performance and
governance variables. The banking and insurance sectors were excluded,
consequently, only corporate annual reports of the most active non-financial
firms were collected. The sample includes firms which are dissimilar in size,
and sector. Hence, the final data has 240 firm-years observations.

3.2. Variables Definition: -

3.2.1. Performance Variables: -

Three ratios to measure firm performance were calculated namely return-on-
assets (ROA), return on equity (ROE), and Tobin’s Q. While the ROE and
ROA are employed as measures representing accounting performance
measures, Tobin’s Q is used to measure the market performance of firms.
The composite index, PERF, represents the overall firm performance. Multi
predictive value for firm performance (PERF) was computed using
standardized value as variables of performance then compute the target
variable of PERF as a composite index. This study uses data being disclosed
in the financial statements for calculating return-on-assets “ROA”, return-
on- Equity “ROE”, and Tobin's Q. ROA calculated as net profit after tax
divided by total assets, (Barber and Lyon, 1996). According to Damodaran
(2007), this study calculates ROE as net profit after tax divided by
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shareholders’ equity. Similar to Gompers et al. (2003), Tobin's Q
calculated as (total assets + market value of equity — book value of equity —
deferred taxes) divided by total assets. Codes and measurements of the used
variables are summarized in Table (1).

Table 1: - Description of variables

Variable Definition Co.mposne Measurement
index
Independent variables:- Governance variables
BSIZE | Board Size The total number of directors
BINDEP | Board a Percentage of non-executive directors
Independence g on the board %
Absence of o) A dummy variable equal to O if the
Dual CEO/Chair m CEO is also the chairman of the board
Duality and 1 otherwise.
I Percentage of shares held by held by
>
INST Inst|tut|or_1al O | institutional shareholders, including the
Ownership ® .
Egyptian government %
Ownership oo Percentage of shares held by the
OwCO . =
Concentration = largest shareholders %
Private-firms O Percentage of shares held by private
PRIV . .
Ownership firms %
Manown Managerial Percentage of the firm's stock owned
Ownership by the top management%
Dependent variables:- Performance variables
Return on Measured as net profit after Tax / total
ROA
Assets assets
ROE Return on Measured as net profit after tax /
Equity PERF | shareholders’ equity
Market Measured as (total assets + market
Tobin’s O value of equity — book value of equity
Performance
— deferred taxes) / total assets.
Control variables
Capital Book value of equity to total assets
CA .
Adequacy ratios
LEV Leverage Debt to total assets ratios
Debt to . .
DBEQ Equity Long-term debt to equity ratios
SIZE Firm Size Total Assets
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3.2.2. Corporate Governance Quality Variables: -

Board Variables

Regarding the board variables, data on board size, board independence, and
CEO-Chair duality obtained from EGX. The variables of board structure are
the total number of directors (BSIZE), the percentage of non-executive
directors on the board (BINDEP), and CEO/Chair Duality (Dual). Dual
measured as a dummy variable equal to 0 if the CEO is also the chairman of
the board and 1 otherwise. Multi predictive value for board structure
(BOARD) was achieved using standardized values as variables of
ownership structure then computing the target variable of BOARD as a
composite index.

Ownership Concentration Variables

The measures of ownership structure are the percentage of shares held of
large block (OWCO), the fraction owned by Institutional shareholders
including the Egyptian government (INST), the fraction owned by the top
management (ManOwn), and the fraction owned by private companies
(PRIV). Multi predictive value for ownership structure (OWNER) was
achieved using standardized value as variables of ownership structure then
compute the target variable of OWNER as composite index. The study
focuses on the impact on the percentage of their holdings in the company
rather than on the dollar value ownership. Data on ownership structure
obtained from EGX.

Control Variables

Factors other than ownership and board structures may also affect a firm’s
performance. To take them into account, this study introduces a set of
control variables. Kayhan and Titman (2007) found a negative association
between performance and the debt-to-equity ratio. Furthermore, the
literature indicate a negative relationship between firm size and firm
performance as large firms are more likely to finance their activities using
debt than smaller firms (Al-Najjar and Hussainey, 2009) and not compelled
to choose the accounting method to increase earnings. On the basis of data
being disclosed in the financial statements, leverage computed as the firm's
debt to total assets and long-term debt to equity ratios. While the ratios of
debt to total assets ratios were calculated (LEV), the ratios of long-term debt
to equity ratios (DBEQ) were available for all companies. The value of total
assets (SIZE) is used to control size effect (see e.g. McConnell and Servaes,
1990). The literature argues that the capital adequacy variable (CA) has a
positive effect on performance (Goddard et al., 2004). The capital adequacy

61



Corporate Governance and Performance in Egyptian Listed Companies Dr.Hanaa El-Habashy

variable measured as capital divided by total assets and this study expects it
to have a positive relation to performance.

3.3. Model Specification

To test the first hypothesis (H1), this study creates a multivariate cross—
sectional model that tests the impact of board structure BOARD on
performance. The main independent variable BOARD which has been
defined as a multidimensional composite index. The control variables are
added to the model to determine their importance in determining
performance. The primary analysis involves an examination of the
significance of the coefficient of the primary variable BOARD.

Model 1: firm performance = f (Board structure, Control variables)

PERFit (performance) = By + p1 BOARDit + 3, CAit + f3 LEVit + f4
DBEQit + 5 SIZEit + ejt ....... (Model 1)

Similarly, to test the study hypothesis (H2), this study creates a multivariate
cross—sectional model that tests the impact of ownership structure OWNER
on performance. The main independent variable OWNER has been defined
as a multidimensional composite index.

Model 2: firm performance = f (Ownership structure, Control variables)

PERF it (performance) = fo + 1 OWNER it +  CA it + 3 LEV it + 4
DBEQ it + 5 SIZE it + ejt ... .... (Model 2)

To test the main study hypothesis (H3), this study creates a multivariate
cross—sectional model that tests the impact of firm quality corporate
governance on performance. The main independent variable firm
governance quality, GOV, has been defined as a multidimensional
composite index generated by factor analysis of the board structure variables
and ownership structure variables. This study estimates an OLS regression
model using PERF as the dependent variable in the Model 3, and GOV is
the explanatory variable. The control variables are added to the model to
determine their importance in determining performance. The primary
analysis involves an examination of the significance of the coefficient of the
variable GOV.

Model 3: firm performance = f (Governance quality, Control variables)

PERF it (performance) = o + p1 GOV it + B, CA it + B3 LEV it + S, DBEQ
it+PBs SIZE it +ejt ....... (Model 3)
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Variable definitions are shown in Table (1). Coefficient 1 represents the
coefficient estimate for the corporate governance quality composite index
score testing the hypothesized relationship, while B2 through B5 represent
the coefficient estimates for the control variables suggested by prior
literature as determinants of performance. eit = error term.

Aside from analyzing the relation between PERF and GOV, The effect of
governance index components on performance components is examined in a
separate model as indicated in Model 3(a).

PERF it (performance) = fy + 1 BSIZE it + f, BINDEP it + 3 Dual it + p4
OWCO it + s ManOwn it + s INST it + 37 PRIV it + 5 CA it + B LEV it
+ f1oDBEQ it + pu SIZE it + ejt ... ... (Model 3a)

Furthermore, models 3(b-d) are developed to examine the impact of
individual firm governance components (BSIZE, BINDEP, Dual, OWCO,
ManOwn, INST, and PRIV) on each of the three performance dimensions
explored in this study: ROA, ROE, and Tobin’s Q. The objective is to
explore the governance component that drives specific performance
dimensions.

ROA it (performance) = Sy + 1 BSIZE + B, BINDEP it + B3 Dual it + B4
OWCO it + ps ManOwn it + B INST it + B; PRIV it + S5 CA it + 9 LEV it
+ p1o DBEQ it + p11 SIZE it + ¢jt ... (Model 3b)

ROE it (performance) = po + 1 BSIZE + B, BINDEP it + B3 Dual it + B4
OWCO it + Bs ManOwn it + Bg INST it + 7 PRIV it + s CA it + By LEV it
+ pro DBEQ it + pu SIZE it + ¢jt ... .... (Model 3c)

Tobin’s Q it (performance) = 5, + 1 BSIZE + 3, BINDEP it + B3 Dual it +
B4 OWCO it + Bs INST it + B ManOwn it + B; PRIV it + fig CA it + 9 LEV
it + pro DBEQ it + p11 SIZE it + ¢ejt ... (Model 3d)

In models 3(a - d), coefficients 1 through P; represent the coefficient

estimate for the corporate governance quality testing the hypothesized

relationship, while Bg through P11 represent the coefficient estimates for the
control variables suggested by prior literature as determinants of
performance.

4- Empirical Results

4.1 Descriptive Statistics

Table (2) reports the mean, median, standard deviation, minimum, and
maximum for the continuous variables in the sample data of this study. It
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shows the mean GOV as a composite index and governance components.
The average firm is characterized by the following mean values: board size
of 10.72 members, non-executives representing 0.83 of the board, and
separation of CEO/Chairman positions of 0.23. On the ownership side, the
institutional investor ratio ranges from 0 to 0.92 with a mean of about 0.21
and a standard deviation of 0.28. Taking the average, it seems that Egyptian
listed firms having reasonable percentage of institutional investors. The
mean of largest block-holder ownership ratio ranges from 0.1 to 0.92 with a
mean of 0.38. Private ownership ratio ranges from 0 to 0.88 with a mean of
0.30 and a standard deviation of 0.24. This indicates that private investors
participate less in the ownership of Egyptian firms than institutional
investors.

Table 2: - Descriptive Statistics (n = 240)

Mean Median S.td'. Min Max
Deviation

PERF 0.23 0.20 0.22 -0.20 0.83
GOV 0 -0.34 2.33 -3.81 4.30
BOARD 0 A7 1.91 -3.98 3.18
OWNER 0 A2 1.56 -3.71 3.35
BSIZE 10.72 11.00 3.74 5 21
BINDEP 0.83 0.89 0.13 0.44 1
Dual 0.23 0.00 0.42 0 1
OowCO 0.38 0.33 0.23 0.00 0.92
ManOwn 0.07 0.00 0.14 0.00 0.66
INST 0.21 0.06 0.28 0.00 0.92
PRIV 0.30 0.36 0.24 0.00 0.88
ROA 0.07 0.06 0.08 -0.10 0.34
ROE 0.14 0.12 0.15 -0.11 0.68
Tobin’s Q 0.01 0.01 0.01 0.00 0.05
DBEQ 0.00 0.00 0.01 0.00 0.04
CA 0.01 0.01 0.00 0.00 0.04
SIZE 32078.19 | 2183 184649.32 125 1454244
LEV 0.001 0.000 0.001 0.000 0.007
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Further, top management ownership ratio ranges from 0 to 0.66 with a mean
of 0.07 and a standard deviation of 0.14. In terms of performance, well
governed firms have on average a higher performance index (PERF) score
driven by higher financial and accounting performance (ROA), (ROE), and
Tobin’s Q. PERF ranges from -0.02 to 0.83 with a mean of 0.23 and a
standard deviation of 0.22. According to the accounting performance, ROA
ranges from -0.10 to 0.34 with a mean of 0.07 as well ROE ranges from -
0.11 to 0.68 with a mean of 0.14. Furthermore, Tobin’s Q ranges from Oto
0.05 with a mean of 0.01. Taking the average, it seems that accounting
performance indicators are higher than market performance indicator in
Egyptian firms. The table also provides some information about the
characteristics of the sample.

Regarding control variables, the table provides some information about debt
to equity, which ranges from 0 to 0.04 and has mean and standard deviation
of 0. This indicates that Egyptian firms, on average, do not have high
gearing. Firm size (logarithm of total assets) ranges from 125 million to
about 1454 billion with a mean of 32 billion Egyptian pound. As for firm
characteristics, well-governed firms have smaller size, higher capital
adequacy, lower debt to equity, and lower leverage.

4.2. Correlation

Table (3) shows the correlations matrix between performance, governance,
and other control variables. Pearson correlation coefficients are above and
the p-values are below. PERF is significantly positively correlated with
GOV and BOARD, lending initial support to the study hypotheses (H1) and
(H3). However, PERF is insignificantly correlated with OWNER, lending
initial rejection of the second study hypothesis (H2). According to GOV
component, while, PERF is significantly negatively correlated with Dual,
PRIV, DBEQ, SIZE, and LEV it is significantly positively correlated with
BSIZE and INST. The table shows that, PERF is not correlated with
BINDEP, OWCO, ManOwn, and CA. It also presents the correlation
between performance variables (ROA, ROE, and Tobin’s Q) and the
correlation between governance variables (BSIZE, BINDEP, Dual, OWCO,
ManOwn, INST, and PRIV). The table shows that, institutional ownership is
correlated with leverage and debt to equity. The interpretation of the
correlation as institutional ownership has a material impact on critical
corporate decisions such as capital structure choices (Jiraporn, et al. 2012).
4.3. Regression Analysis and Discussion

The results of the regression analysis of the three Models developed for the
study are represented in Table (4). Model 1 is significant at 0.01 level and
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has an explanatory power (R2 is 0.086 and adjusted R2 0.067). The t
statistics with the largest absolute values are 3.170 and -2.808 (p-value <
0.01), which relate to board structure composed index BOARD and firm size
respectively. As expected, the board structure composed index has a positive
effect and firm size has a negative effect on firm performance. The overall
conclusion from testing Model 1, board structure composed index BOARD
and firm size have a comparable degree of importance in the model.
However, PREF in Model 2 is insignificant with OWNER. Thus results
suggest that firm performance over the period 2009-2014 was not
associated with ownership structure.

According to Model 3, the model is highly significant at 0.01 level and has
an explanatory power (R2 is 0.091 and adjusted R2 0.071). The t statistics
with the largest absolute values are 3.344 and -2.804 (p-value < 0.01),
which relate to Governance quality composed index GOV and firm size
respectively. Therefore, GOV and SIZE have a comparable degree of
importance in Model 3. Aside from analyzing the relation between PERF
and GOV, Model 3(a) analyzes the relation between PERF and governance
components in a separate model. Model 3(a) is highly significant at the 0.01
level and has a R2 of 0.329 and adjusted R2 of 0.296. Tolerance values are
calculated using (1-R2) for each variable and are presented in Table (5).
Since all values are more than 0.10, there is no issue of multi-colinearity
between the independent variables (Menard, 1995). Also, all of the variance
inflation factors (VIF) for the independent variables are less than 10,
suggesting that there is no multi-colinearity between these variables (Myers,
1990).

The results of empirical testing of the model indicate that, as predicted,
PRIV, INST and ManOwn are highly significantly positive at the 0.01, also
SIZE is highly significantly negative at the 0.01 level. Contrary to
expectations, OWCO is highly significantly negative at the 0.01 level and
BSIZE is highly significantly positive at the 0.01 level. Further, BINDEP
and CA are slightly significantly negative and at the 0.10 level. Dual,
DBEQ, and LEV are not significantly correlated with PERF. The overall
conclusion from testing Model 3(a), all variables except CEO/Chair Duality,
debt to equity, leverage and CA have a comparable degree of importance in
the model and make the strongest unique contribution to explaining firm
performance determination.

Models 3(b — d) analyze the impact of individual firm governance
components on each of the three performance dimensions explored in this
study: ROA, ROE, and Tobin’s Q. The objective is to explore the
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governance component that drives specific performance dimensions. To test
these effects, this study repeats the empirical testing of Model 3(a) in three
different OLS regression models titled Models 3 (b — d), after replacing the
dependent variable PERF in each model with one of the performance
dimensions. The F-statistics on all three Models 3(b-d) are more than 5 and
significant at the 0.01 level and have high explanatory powers. R2 for the
models are 0.446, 0.259, and 0.233, respectively and adjusted R2 are 0.419,
0.233, and 0.196, respectively.

Model 3(b) in Table (5) presents the beta coefficients for the independent
variables. The t statistics with the largest absolute values are 5.983, 5.881,
5.183, -3.256, -3.213, and 2.016 (p-value < 0.01), which related to
institutional ownership, board size, private ownership, ownership
concentration, firm size, and director's ownership respectively. ROA is
significantly positively associated with institutional ownership, board size,
private ownership, and top management ownership. Moreover, ROA is
highly significantly negatively associated with ownership concentration, and
firm size. This indicates that the six variables have a comparable degree of
importance in the model. In other words, they make the strongest unique
contribution to explaining firm performance.

The results of empirical testing of Model 3(c) indicate that ROE is
significantly positively related to INST, BSIZE, and PRIV. Also ROE is
significantly negatively related to BINDEP, OWCO, CA and SIZE.
However, it is insignificantly positively affected by Dual. The results of
empirical testing of Model 3(d) indicate that Tobin’s Q is significantly
positively related to ManOwn, INST, and PRIV, and is significantly
negatively related to BINDEP, OWCO, and CA. On the other hand, Tobin’s
Q is insignificantly negatively affected by BSIZE, DBEQ, and SIZE, but
insignificantly positively related to LEV.

The overall conclusion from testing Models 3 (b) through (d) is that
governance components have strong effects on all performance dimensions.
Institutional ownership, private ownership, and ownership concentration
have the strongest effects on the three performance dimensions: ROA, ROE
and Tobin’s Q. Firm size is influential in explaining the variations in ROA
and ROE. Board composition explains variations in ROE and Tobin’s Q.
While board size positively affects ROA and ROE, it does not affect
Tobin’s Q. ManOwn has a strong influence on Tobin’s Q and a medium
influence on ROA but it has a marginal influence on ROE.
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5- Conclusion

The primary contribution to the literature is that, instead of considering just

a single measure of governance and performance, this study considers seven

different governance and three performance measures. Governance is

measured in this study as a multidimensional composite index comprised of
board structure characteristics and ownership structure characteristics. The
composite index, GOV, represents the overall governance quality.

Moreover, the study measures performance through an integrated multi—

level including return on assets “ROA”, return on equity “ROE”, and

Tobin’s Q. The composite index, PERF, represents the overall firm

performance. The empirical results show that: -

1. Governance quality index has high significant positive impact on firm
performance index. This finding is compatible with many studies (e.g.
Elbannan and Elbannan, 2014; Coles, et al. 2008; Bhagat and Bolton,
2008).

2. The influence of board and ownership structures index on performance
components are examined separately. The empirical results showed that
board structure index has high significant positive influence on firm
performance. However, the ownership structure index has insignificant
influence on firm performance.

3. The effect of governance index components on performance
components is examined separately. Evidence showed that performance
is a function of some of the individual governance quality components.

4. Evidence showed that, board size is found to be highly positively
significant determinant for PERF, ROA, and ROE; however, it is an
insignificant determinant for Tobin’s Q. This result is consistent with
the resource dependence theory and suggests that larger board size
would lead to better corporate performance because of the different
skills, knowledge, and expertise brought into boardroom discussion.
However, this result is against the findings of Cheng (2008); and
Yermack (1996).

5. Further, the results indicate that, board composition proxied by
proportion of non-executive directors has marginally significant
negative impact on firm performance components. The result showed
that increasing number of independent directors on firm board will have
a marginally negative effect on accounting and market performance.
This result is inconsistent with studies that found no significant
relationship between presence of outsiders and firm performance
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(Adams and Mehran, 2012). It contrasted with views emphasizing
presence of independent directors on firm board for their ability to
mitigate the agency problem and enhance performance due to their
diversified experiences and qualification (Eisenhardt, 1989; Fama and
Jensen, 1983). In addition, it could be interpreted that firm executives
have more access to specific-firm information, knowledge, and more
communication with firm employees and aware of their problems,
which enable them to stimulate, encourage and enhance employees’
performance and productivity through professional trainings,
orientations, and compensation schemes.

In spite of the strong argument that the positions of CEO and Chairman
of the board should be separated in the Egyptian firms to reduce agency
cost and mitigate managerial entrenchment, the empirical evidence
showed that the relation between CEO/Chairman duality and firm
performance is insignificant. Moreover, when analyzing the
components of the performance index separately, this study found that
duality has no impact on all performance dimensions. This result
agreed with Dalton et al. (1999) who found no significant difference
between the firms with CEO duality and firm performance. However,
this finding is inconsistent with the results of many studies in the
literature such as Leighton and Thain (1993); Rechner and Dalton
(1991); and Rechner and Dalton (1991) who found a positive
relationship between an absence of CEO duality and firm performance.
This result could be because of different legal, institutional, and cultural
factors operate in Egypt.

Regarding ownership structure variables, evidence showed that,
institutional ownership and private-firm ownership are found to be
associated significantly positively with firm performance. As well, they
have high significant impact on firm performance index PERF and on
all performance components. This result supports the theoretical
expectation and gives support to the results of many studies such as
Lakshmi (2009); Farinos et al (2007); and Dewenter and Malatesta
(2001).

Furthermore, ownership concentration is significant and negatively
associated with firm performance. The findings support many scholars
who are opponents of concentration of ownership and argue that
concentration leads to expropriation of minorities and poor
performance (Laeven and Levine, 2009). However, this result against
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the view of ownership concentration is more effective and enhances
monitoring and governance (e.g. Shehzad et al., 2010; and lannotta et
al., 2007).

9. Interestingly evidence showed that, managerial ownership is highly
determinant of market performance and return on assets but marginally
determinant of return on equity. This result is consistent with the
studies that argue that larger managerial ownership stimulated asset
utilization ratios (Singh and Davidson, 2003).

10. Moreover, empirical evidence showed that capital adequacy, firm size,
and leverage are negatively significant determinants for firm
performance. This result is against the findings of Naceur and Kandil
(2009) who argue that higher capital-to-assets ratios lead to
improvement in the performance of the firming sector in Egypt.

The above findings have important implications for researchers, senior
policy makers, and corporate boards. Efforts to improve corporate
governance should focus on stock ownership of top management since it is
positively related to both accounting and market performance. Proponents
of board independence should note with caution the negative relation
between board independence and firm performance. Hence, if the purpose of
board independence is to improve performance, then such efforts might be
misguided. This study has policy implications for both the Cairo Stock
Market and for other emerging economies. It should be guided by
continuous research and data analysis. Future research should be conducted
taking into account more corporate governance variables such as the
existence of an audit committee, voting coalitions, product-market
competition, and other hidden cultural factors. Additional research might
also be directed towards the effect of corporate governance mechanisms on
the corporate performance of Egyptian firms using larger samples and
longer time series.
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