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Corporate governance, Islamic governancand earnings managementin Oman: A new empirical
insightsfrom a behavioural theoretical framework

Abstract

Purpose: This paper examines the impact of corpof@@) and Islamic (IG)governance mechanisros

corporatesarnings managemefEM) behavioutiin Oman

Design/Methodology/Approah: We employone of the largesind extensivelatasetto-date on CGIG
andEM in any developing countryonsisting of a sample of 11fiqueOmani listed corpations from
2001 to 201%i.e. 1,152 firmyear observations) and a broad CG indertaining72 CG provisionsWe
also employ a number ofrobusteconometric models thaufficiently account for alternative GEM

proxies angotential endogenéds.

Findings: First, we find that, on averag bettergoverned corporations tend to engage significantly less in
EM than their poorlygoverned counterpartSecondpur evidence ggestsha corporations thadlepict
greater commitment towardscorporating Islamic religious beliefs and valuesto their operations
through the establishmemtf an IG committee tend to engage significantly less in EM tharr the
courterparts witlout such a committed-inally and by contrastwe do not find any evidence thatard
size, audit firm size, the presence of a CG committee and board gender divavsitgny significant
relationship with the extent &M.

Originality: To the best of ourrowledge, this is a firsempirical attempt at examining the extent to
which CG and IG structusemay drive EM practices that explicitly seeks to draw new insights from a

behavioural theoretical framewofke., behavioural theory of corporate boards and governance).

Keywords: Corporate governance,lslamic governancg earnings managemenbehavioural theory,

endogeneity, Oman.

Paper type: Research paper



1. Introduction

In this paper we se& to contribute to the extant corporate governance (CG) and earnings
management (EM) literature lolystinctivelyexamiring how and why a firnrs CGand Islamicgovernance
(IG) mechanisms may influence its EM practices. Specifically, we investigate the texedrith a broad
composite CG indeXG committeeandother CG variablesan explainobservable changes in firlavel
EM in Oman

Although a number of previous studies have examined the association betweed @@ arateEM
practices(Chung et al.,, 2002; Klein, 2002; Xie et al., 2003; Chen & Zhang, 2012; Leventis &
Dimitropoulos, 2012; Anglin et al., 2013; Albu & Girbin, 201%) careful evalation of this literature
revealsa number of weaknesses. First, despite increasing evideatcE@mechanisms underpinned by
agency driverrational/opportunistieconomic motives and formal structumsne may not be able to
fully explain underlying managerial motivations for engaging in EM (Dailgtlet2003; Hambrick et al.,
2008) and thus newheoretical perspectige such as behavioural theorpay need to be considered
(Gabrielsson & Huse, 2004; van Ees et al., 2009; Huse et al., 2011), existing atestidl overhemingly
informed by the ubiquitous agency theoretical perspe¢awidsm et al., 2005; Mitra & Cready, 2005;
Lin et al., 2006; Rahman & Ali, 2006; Jaggi & Tsui, 2007; Jiraporn & Gleason, 2007).

Second Judge (2010%hows that the extent to which formal and informal CG strudtutes are
useddiffer aroundthe world. For example, equity markets tend to be the main CG mechanismsan Angl
Saxon economies (e.g., UK and US) compared with concentrated ownership striciQoeginental
Europear(e.g., German and Italypfrican (e.g., South Africa and Nigeriand Asian (e.g., Malaysia and
Singapore)economiesSimilarly, CG structures in Scandinavian econon{esg., Norway and Sweden)
are dominated by social norms rooted in egalitarianism/utgoecormpared with Shariah law in Isamic
(e.g.,Oman and Saudi Arabi@purtries. In transition economieg.g., China and Russia), howevére
primary CG mechanism isftenthe stag/informal networks, whilsin othercountries (e.g.India, South
Korea and Japanbusiness groups tend to be the main r@&hanismDespite theselifferences in CG
arrangements around the worekisting studies have focusédisproportionatelyon evaluating the effect
of Anglo-American CG mechanisms on EM to the neglect of the oflgres & Ismail, 2009; Ghosh et
al., 2010; Lo et al., 2010; Bekiris & Doukakis, 2011; Alves, 2012), and thereby arguably impairiegt
understanding of the impact of CG on EM in different economies.

Third, although a number of studies have investigated the link between CG and Eppésch989;
Healy & Wahlen 1999; McNichols, 2000; Bowen et al., 2008; Jiang et al., 2008), they are observably
concentrated in a few developed couniriasch as UK and US, which tend to have largely similar CG,
economic, legal and institutional conteg®hia et al., 2007; Frargi& Wang, 2008; Krishnan & Parsons,
2008; Gavious et al., 2012). However, it can be arguedrilggveloping countries, such as Omwith

different CG, economic and legal environmehe extent to whicliormal CG mechanisms are able to



restrain managerial ability to engage in BhMy differ, and thuthe association between CG and EM can
be expected to vary from the findings of prior studieast wereconducted in developed countrids.
particular behavioural theory suggesthat managerial/corporate bidadecisionmakingmay not only be
influenced by their expertise, knowledge and skills, but #fteir experiencesbeliefs and values
(Gabrielsson & Huse, 2004; van Ees et al., 2009; Huse et al., 2011).

Indeed, there is an emerging behavioural literature, which shows that individual/corporate
religiougdcultural beliefs can affect their(i) decisionmaking (Hilary & Hui, 2009)and risktaking
behaviour(Bartke & Schwarze, 2008fii) corporate social responsibility (CSEBrammer et al., 2007)
equitypricing (ElI Ghoul et al.2012),social norms, cohesion and CG (Boytsun et al., 2@hdl)corrupt
(Mensah 2014practices (iii) willingness to engage itunnelling/expropriateshareholders’ wealtfDu,
2013, 2014)evade ta/lcommittax fraud (Stack 2006; Richardson 2Qd8)ancial reporting irregularities
(Dyreng et al., 20L2McGuire et al., 212), philanthropy (Du et al., 2014) and EM (Callen et al., 2011; Du
et al., 2015; Kanagaretnam et al., 20¥5)major issue however, is that these studiegve mainly been
conducted within the JudBhristian contexts to the neglect of others, such as Buddhism, Hinduism, Islam
and Sikhismln the case oflslam, although there are extensimermativécritical reviews relatingd the
distinctiveness of IG srtucturésewis, 2005; Archer et al., 1998; Rahman, 1998; Choudhury & Hoque,
2006; Kamla et al., 2003bu-Tapanjeh, 2009Williams & Zinkin, 2010, empirical evidence on how
such IG mechanisms may drive corporate outcomegaaatices, such adisclosureperformance, CSR,
risk-taking and EMare rare(Safieddine, 2009Farook et al., 2011; Rahman & Bukair, 20%@nena,
2014 Mollah & Zaman, 2015AI-Bassam & Ntim, 2016)This also impairs current understanding of how
IG mechanisns may impact ofEM practices.

Consequently, this paper seeks to contribute to the existing diterby addressing some of the
articulated limitations of prior studies. Firste offer new empirical insights on the &BA nexus by
grounding our stwd in the emerging behavioural theory of corporate boards and governance, in which
corporate decisiomaking is not only assumed to beunderlined by formal incentives and CG
mechanisms, but alsaformal CG arrangementbpunded rationality, political bargaining, rousiation
and satisficing behaviour (van Ees et al., 2009; Huse et al.,.20l1t)is casewe distinctively depart
from the dominant agency theoretical framework that is underpinned mainly rogl f@G structures,
rational economic motives, managerial opportunism and optimising behaviour.

Secondgexisting studies have mostly examined how individual CG mechanisms (e.g., lz@ard si
and independent directors) can affect corporate EM practices. However, redenteuggests that
structuregend to interrelatéi.e., CG structuresre used in bundle&) order to be effectivéNtim et al.,
2015, b, andthereforeexamining direct associatiebetween individual CG structures aBifl may lead
to spurious correlatian We overcome this limitation by investigating the relationship between a
comprehensive CG index containing 72 distinct governance privisions and EM in adulitraividual
CG mechanisms that have been used in prior studiteésd, drawing from behaviouraheory, we
conjecture that in a predominantly Islamic context, such as Oman, de/pm@aagerial engagement in

EM may not only be influenced by formal CG arrangemeaipertise and skills, but alday their
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informal Islamic religiousexperiencesheliefs and valuesWe test this by examining the extenthich
the presence of a Shariah supervisory board/committee, as a unique IG meathdvesnsorporateeEM
practices To the best obur knowledge, this is first directattempt at providing empiricavidence on
how and why IG mechanisms may influence corporate EM prac@eeanoffers an interesting research
context to test these propositicizs a number of reasons. First, in response to the 1997 Asaamcial
crisis and international corporatevelopmentsOmanwas the first country in the Middle East and North
Africa (MENA) region to pursu€G reformsn the form of thdJK-style 2002voluntaryCG Qode issued
by the Capital Market AuthorityCMA). Similarly, Oman is one of the few countries the MENA
region,which has fullyadopted international accounting and auditing standards for itd fistes. This,
thus,places Omarat the forefront when it comes to CG, accounting and audigfigms in the MENA
region.The central objective of themreforms ha beento restore investor confidencenhance financial
reporting qualityand protect stakeholders’ interestg improving board independence, accountability,
disclosure, transparency and responsibility among Omani listed firms.

Seconddistinct from most developed countries, but similar to other MENuntries, the Omani
corporate context has a number of unique featliest, Omani corporate context is characterised by: (i)
hierarchicalsocial structures; (ii) greater reliance on informal rules and relationshigs, lpyalty and
trust based on kingship, nepotismd tribalisn rather than formal CG structures (elgpards andudit
committee); (iii)increased commitment to Islamic religious beliefs and valaesgreviously noted and
from a behavioural theoretical perspective, greater commitment to Islangiots values ismportant
becauseprevious studies suggest that h@hristian religiousbeliefs and values can impact on serveral
corporate practices, including EM (Bartke &Hsvarze, 2008; Richardson, 2008; Hilary & Hui, 2009;
Callenet al, 2011; McGuireet al, 2012).A major way by which Islamic religious beliefs and values can
beincorporated into corporate operations and decisiaking isthroughthe establishment araperation
of the Shariah supervisory boaf(tollah & Zaman, 2015)whose central role is to certify whether
corporate investments are Shariah compliant. Tdmdi similarto most developing countrie®©mani firms
arecharacterisedby high levelsof concentrateawnership primarily by families and governmerg{Najib,
2007; Omran et al., 2008; Bishara, 201J). This is importanbecauseconcentrated ownership structsire
can renderthe markets for corporate control, capital, services, executive talent amd habant to
discipline underperforming managers and corporations ineffe(@ieifer and Vishny, 1997; Jaggi and
Tsui, 2007; Alves, 2012Chen and Zhang, 201,2)nd thereby often leading to managerial entrenchment.
Whilst these contextual issues are interesting, they also raise the questiatharvehUKstyle voluntary
CG (ode can be effective in improving CG standards and performance, includirang EM.We, thus
examine the extent twhich CG and IG mechasins may drive corporate EM practices in Oman.

The remainder of the paper is organised as follows. The nextrspctivides an overviewf the
institutional frameworlfor Oman.The subsequentstiors present the theoretical literatureyview past
empirical studiesaind develoghypothesegresent data and research methodokrgyreportthe empirical

findingsand discussion, whilshé final section summaesand concldes the paper



2. Institutional f ramework for Oman

As briefly notedpreviously, he Omani CG regulatory framewowas institutionalisedthrough
the issuance of théJK-style 2002 voluntary Code of good CG practices. Tl@ode's publicationwas
mainly attributed to two key factors. First, sharp declines in Muscat Sedaiket's (MSM) value of
listed firms in 1997 had a negative impact on the Omani economy in generakraadrfiparticular
(Fleety, 2010). The government had to make major corporate policy reforms iirtaréspond to such
negative effects. Second, Oman walso influenced by a worldwideroliferation of seltregulatory
initiatives that aimed at improvingCG standardsas a potential remedy for corporate failures.
Consequentlyattenptsat reforming CG practices in Omaatartedin June 2001, when the Capital Market
Authority (CMA) organised a workshop to develop a €@de.Consequently, the A issueda CG
Code in June 2002, which came into effect in January.Z@8Code contained CG provisions relating to
four main areas(i) board and directors; (ii) accounting and auditing; (iii) external auditorsraechal
control systems; and (iv) disclosure and transparency (see the Appendix).

Discernibly, theOman Code adoptedUK-style voluntary compliance and enforcement regime
(‘comply or explain’). Specifically, the CG provisions and principles (e.g., accountabfiétyness,
independence, honesty, integrity and transparermyiained in the Omanidde was drawn mainly from
the 1992 UK Cadbury Report, principally in relation to the composition and functiotiee board of
directors For example, it advocated a kifyle onetier corporate boaradtonsisting ofexecutiveand non
executive directorswhose operations are supported by a number of subcommitees, including audit,
nomindion and remuneration committees. The central objective of these bozstliiss is to enhance
CG, disclosure and transparency by improving accounting, auditing, internail @rdrrisk management
systems.Additionally, Oman has made explicit efforts @dgveloping and improvinghe institutional
framework for accounting and auditingor example, Oman is one of the first countries in the MENA
region tohavefully adopted International Accounting Standards( IASs) andsubsequentlyinternational
Financial Reporting StandardqIFRS) with the main objective of increasing investor confidence and
improving the credibility, comparability and quality of financial reports of Omamng, and thereby
reducing the extent of EM.

As previously noted andart from pusuing CG, accounting and auditing reforms, the Omani
corporate context is uniquely and interestingly characterised by hierarshigal structures, increased
corporate commitment towards incorporating Islamic religious beliefvands into corporateperations
and concentrated ownership structuidss characterisation iypically evident in the establishment and
operation of Shariah supervisory boa(8§B) whose main role is to certify whether corporate operations
and investmesstare consistenvith the tenents of Shariah law. Commitment to Islamic religlmlgefs
and values i®f keenrelevance to the current study because prior stugliggest that JudBGhristian
religious beliefs and valuemanhave arnimpacton a numbeof corporate decisions, including managerial
commitment to engage in EM. Overall, and whilst these contextual issues are irgetbsty also raise

the question of whether a Ustyle voluntary CG Code can be effective in improving CG standards and



performance, including reducing EM. We, therefore, investigate extent to whic CG and IG

mechanisms may affecorporate EM practices in Oman.

3. Behaviouraltheoretical framework

Although a number of previous studies have examined the effect of a nomthéfierent CG
mechanisms on corporate EM practic€bing et al., 2002; Klein, 2002; Xie et al., 2003; Cornett et al.,
2008 Krishnan & Parsons, 2008; Gavious et al., 20ty are mostly informed bysightsdrawnfrom
ageny theoryand often reportonflicting findings(Jensen & Meckling, 1976; Jensen, 199¥)servably,
agency theory is underpinned by rational economics, optimising and opgticur@haviour arising from
assumedinformation asymmetry between corporate agents (managers) and alsin@hareholders)
(Fama, 1980; Fama & Jensen, 1988)ency theorytherefore, places emphasis on establishing formal
CG structures, incentives and control mechanism to curb managerial opportumis selfserving
behaviour.However, increasing empirical evidence suggéltt agency theorg heavy reliance on
formal CG strucures, completend/or perfectcontractual(e.g., bonding and monitoring contracts)
arrangementsplanket assumptions of managerial distrust, opportunistic anesesglhg behaviour,
rational economidncentives and control mechanisrtave failed to provide full explanations for the
various actual managerial/corporate motivdsr engaging in EM. Noticeably, thrational economic
(agency theory) approach has been dominant/ubiquitous because of lack aigarstom-economic
alternative (van Ees et al., 200@nd thereforeecent years have witnessed increasing clarion falls
alternative theoretical perspes to be considerd®aily et al., 2003; Hambrick et al., 2008).

In responséo these calls, increasing number of researdtere particularhhighlighted the need
to examine behaviourglrocesses and interactions among directors in order to fullystaddthe pre
conditions for achieving efftiwe CG arrangement§Gabrielsson & Huse, 2004; van Ees et al., 2009;
Huse et al., 2011Specifically and drawing on the behavialtheory of the firm, van Ees et §2009)
have proposed a behavioural theory of corporate boards and governwaiae posits that in practice,
instituting optimal formal governance structures aimed at resoldngflict of interests arising from
rational economic motives and opportunistic bebavimay be less of a concern for corporate boards, and
insteadboards may be more concedwith providing practical solutions to problems of-@alination,
communication, planning, control and information processing.

In particular, van Ees et al. (2009p.p11-313) have outlinedthe four main behavioural
assumptions that underline behavioural theory of corporate boards and govemahag contrast to
those of the rational economics (agency) approauatiuding: (i) bounded rationality; (ii) satisficing
behaviour; (iii) routinisation; and (iv) political bargainingirst and in contrast tdhe agency driven
assumption of unbounded rationalitypunded rationalityefers to the conceghat there is a limit to
corporate decision makeérsognitive ability to continuously process large amounts ofcomplex
information and findbptimal solutions to complex problem§hus, rationality is very expensive as a great

amount of cognitive effort is required in order to be able to implement congileral rules, which may



still not be able tomecessarilydeliver optimal solutions. Bounded rationality, therefore, sugdbkatgop
management (e.g., corporate boards) decisiaking processmay be improved by following simplified
decisionmaking rules, as the highly complex environment (i.e., internal and external ecpnoltiral,
political, social and technological enmirment)within which modern corporationsperate camender it
very difficult to fully appreciate # various connections among all relevant variables

However, bounded rationality does not necessarily suggestthibatiecisiormakers are not
attempting ® maximise utility or achive optimal solutions; just that they are constldiy their cogiive
and decisiormaking limitations.In this case, a behavioural theoretieaiplanationbased on cognitive
biases andimitations can be offered foany poor andinefficient decisios that have been madwy
managementather than simply attributinthemto managerial opportunism and ssdfrving behaviour.
For example, due to cognitive and information processing limistimanagers may make decisi¢ag.,
in reaching a forecasted or actaanualearnings figurepased on a selection of information rattean
the complete information availabl&his may lead to corporatimefficiencies and failures, but it will be
inappropriate to attribute such failuresly to managerial opportunism insteaidpossiblecognitive biases
and incompetence.

Secondgsatisficing behaviour suggedhat decisiormakers tend to choose practical options that
are just sufficient or ‘good enough’ to meet/satisfy current needs rather than logkedheoretically
optimd solution That is, any divergence from the theoretically optimal solution cannobhsraed as
opportunistic agent behaviour as the objective isetek ssatificing solution that meet current needs or
challenges.Consequently, behavioural theory suggests thatintroduction of Satsficing behaviour’
instead of ‘optimal behavioucan minimise the possible benefits that agents ra@egive from engagm
in opportunisticdecisions.Hence, the importance of personal utility maximising behaviming the
major determinant of managerial decisions may be reduceith organisational decisions not viewed
necessarily as optimal solutions, but rather gwzacical solutions that meet current specific
needs/aspirations. Theurrentlevels of aspiration (‘satisfying goals’) are set based on higeogy, past
performancepnd sociaknvironment (e.g., peer grotjandustry and size). For example, a company may
simply set its future earnings target by referring to its past and/aorgreap performanceather than
being presentedlwaysas a complex opportunistic attempt by managedgetiberatelymanage earnings
either upwards or downwardsr their own personal gain

Third, van Ees et al. (2009, p.312) define routiné standard operating proceduresr “...as
the codified memory of the organization; embodying the past experience, knowledds, balies, and
capabilities of the organization and its decision makefdus, routines tend to b@ften takenfor-
granted tacit knowledge developed over many yeansl are widely acceptedvithin an organisatign
easily becoming part of the organisation’s beliefs, capabilities, cultxmeriences, knowledge and
values In this case, routinisation of decisiomaking can be a vital source @frporate unity and control
by eliminating conflicts of interesend conserving cognitive effortsgured inreaching optimal decision
often through prolonged discussions and negotiati@isiilar to decision making under bounded

rationality and satisficing behaviour, decisions mbdsed on routines can also be biased and thus lead to



organisation inefficiencies and failurdsit divergence from optimal decisions cannot be attriboigdto
managerial seléerving behaviour instead opossible inherent limitations associated with the
organisational rountines themselves.

The final assumption underlying behaviouraly theboards and governands that it views
corporations as complex coalitions of stakeholders engagednitnuouspolitical bargaining.In this
case, corporations are viewed as complex political system, consisting of coalitiossbandlitions of
different stakeholders with different objectives and preferen@astinct from agency theory, goal
conflicts are resolved via negotiatgand political barganining instead of adigent of rational economic
motivesby monitoring and incentivising managei$erefoe, organisational objectives and goals reflect
the variety of goals and objectives that are pursued by the differ&wthetders of coalitions and
subcoalitions which shift contantly through negotiations and political bargaimind problem solving
processeghat areaimed at achieving the objectis/eet by the dominant coalition.

To sum up, behavioural theory indicates that due to cognitive and informatcesgg
limitations, organisatical actors are rarely able to fully assess all available alternatives duringpdecis
making. Instead pragmatic solutions that sagcally satisfactory in terms resolving immediate/current
problems are sought. Such satisficing solutiares often inherentvihin the organisational routines and
heuristics based on capabilities, beliefs, experiences, feelings/infutiomsledge and valsethat are
often takerfor-granted.Finally, goal formatiorand emerging conflictare resolved through continuous
process b negotiation and political bargaining towards achieving the tibgcset by the dominant
coalition.We, therefore, employ this behavioural theoretical perspective inagenwglour hypotheses and
interpreting our findings.

4. Literature revi ew and hypaheses development

Prior studies havexamined (i) the link between CGtructureqe.g., board characteristicahd EM
(Chung et al., 2002; Klein, 2002; Xie et al., 2003; Davidson et al., 2005; Mitra & Cready, 2005aLin et
2006; Rahman &Ali, 2006; Jaggi & Tsui, 2007; Jiraporn & Gleason, 2007; Bowen et al., 2008; Jiang et
al., 2008; Epps & Ismail, 2009; Ghosh et al., 2010; Kent et al., 2010; Lo et al., 2010s BeRioukakis,
2011; Alves, 2012; Chen & Zhang, 2012; Leventis & Dimitropoulos, 2012; Anglin et al., 2013; Albu &
Girbin, 2015) (ii) the effect ofgender on EMKrishnan & Parsons, 2008; Gavious et al., 20{i2) the
impact ofaudit firm size on EM(Chia et al., 2007; Francis & Wang, 2008) or audit quality (DeAngelo,
1981); (v) the effect ofterroriss attacks on EMlatridis, 2012); and (v) the effect of executive pay on
EM (Cornett et al., 2008).

Others have investigated the effect of religion/culture iQrENI/earnings qualityCallen et al., 2011;

Du et al.,, P15; Kanagretnam et al., 2015) and financial reporting irregularities (Dyreng et al., 2012;
McGuire et al., 2012);ii) CSR (Brammer et al., 2007) andrporatephilanthropy (Du et al., 2014)jii()
agency problems (Duw2013) and tunnelling (Du,2014); {v) equitypricing (EI Ghoul et al.2012),



corporate decisiemaking (Hilary & Hui, 2009)and risktaking (Bartke & Schwarze, 200&nd {) tax
evasion/tax fraud (Stack 2006; Richardson 2008) and corruption (Mensah 2014)

Finally, there arenormative/critical reviews relating to the distinctiveness of IG srtust{fkecher et
al., 1998; Rahman, 1998; Lewis, 20@houdhury & Hoque, 2006; Kamla et al., 2006; Aapanijeh,
2009 Williams & Zinkin, 2010)andempirical evidence on how such IG mechanisms may drive @&go
outcomes and practices, such as performaD8®, risktaking and EM(Safieddine, 2009; Farook et al.,
2011; Rahman & Bukair, 2013; Ginena, 2014; Mollah & Zaman, 015

Consequently, we draw on the above strands of the literature, behaviourgl ((Babrielsson &
Huse, 2004; van Ees et al., 2009; Huse et al., 28idrelevantinsights from theDmanicorporate
contextto identify potentialCG factors thatmay haveeffecton EM. Specifically, we examine how and
why a broad composite CG indethe presnce of an IGcommittee(i.e., Shariah supervisory boayrd)
board sizeaudit firm sizethe presence of a CG committee and board diversity on the basis of,gender

may affect a firm’s EMpractices

4.1 Firm-levelcompositecorporate governanciedex(OCGI) and earnings management

The dominant rational economigsspiredagency theorguggests thahanagers are motikely
to engage in EMbecause of theapparentconflict of interestthat exiss betweenmanagersand
shareholders (JensenMeckling, 1976).As a result, agency theory suggests floatal monitoringCG
structures, bonding arrangments and incentive packagage® institutethatmay serve as motivation
for managerso produce reliable and transparent financial reghetsminimise cases of EkfFama, 1980;
Fama& Jensen, 1983; &ifer & Vishny, 1986).This also implies thamanagers in poorigoverned
firms are more likely to behave opportunistically by engaginghhiik order tobenefit at the expense of
shareholderand other stakeholdetisan those of bettagoverned firms.

A major limitation of the agency theory is that it assumesrtiatagers have unlimited ability to
continuously make rational decisidnased on a full assessment of all available informaitiaincan result
in optimal outcomes. Howeverthe findings of recent studies based lmrhavioural theorysge e.g.,
reviews byGabrielsson & Huse, 2004; van Ees et al., 2009; Huse et al., id@ithjethat due to
cognitivebiasesand information procesy limitations, organisatial actors are rarely able to fully assess
all available alternatives during decisioraking (i.e., managerial rationality is bounded). Instead
pragmatic solutions that are typically satisfactory in teofmeesolving immediate/current problems are
sought. Such satisficing solutions are often inhenghin organisational routines and heuristics based on
known capabilities, beliefs, experiences, feelings/intutions, knowledge and Walisd often takerfor-
granted. Additonally, gal formationand emerging conflicts are resolved through continuous process of
negotiation and political bargaining insteadved thealignment of rational economimotives of agents
Therefore, divergence of manageuaicisions from optimal outcomes (in this case, poor earningsyqualit
or management) may not necessarily be attribatathly to opportunistic and sefferving behaviour of

managers, but instead to their cognitive weaknesses rooted in Haatideality, a commitment towards
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achieving pramatic and satisficingatherthantheoretically orientedptimal solutions, often informed by
trusted everyay routines and heuristics basad past experiences, whiclsuallywould haveemerged
over many years of careful negotiations and political banggiamong coalitions of corporate
stakeholdersThis notwithstanding, it can be argued thafiims with better governance arrangements,
rules underlying routines and heuristiage more likely to have been better designed within an
environment of hdéhy negotations and political bargaining and thus, leadimg selection of satisficing
decisiors that minimisethe extent of divergence from theoreticadigtimal solutios. In this case, better
governed firms can be expected to engage in less EMhbarpborlygoverned counterparts.

Empirically, whereas a number of studies have examined the relationship between a atumber
individual CG mechanisms and E{d.g.,Lin et al, 200§ latridis, 2012 Stockman<t al, 2013; Sun&
Liu, 2013) studies investigating the association betwedmoadcomposite CG index and EM are rare
However, thelimited studies that examine the association betweenléwsl EM and firmlevel CG
generdly report that bettegovernedirms tend to engage less ilvEe.g., Bekiriset al, 2011; Leventis &
Dimitropulos, 2012) Within the Omani corporate settin@apital Market Authority Muscat Security
Marketand regulatory authorities are keenemtouragindirms towards adopting good CG practices with
the expectidon that they will have positive impachaorporate performance and practices, including
disclosure, financial transparency ag@rnings qualityGiven the negative predictions of the theoretical
and empiricaliterature,it can be hypothesised th#ie quality ofCG, asproxied by a comprehensive CG
indexis expected tbe negatively realted t6M. Hence, the first hypothesis of this papehat

H1. There isa negative association between the composite CG disclosure amdefirm EM
practices

4.1IslamicgovernancecommittedlGC) and earnings management

From kehavioural theoretical perspectif@abrielsson & Huse, 2004; van Ees et al., 2009; Huse
et al., 2011)the ability of corporate agents to reach optimal decisions is limited byitbogbiasesand
complex information processing weaknesskenagerial decisiomaking process will, therefore, be
dominated by pragmatic atterspat reaching satisficing rather than optimising outcomes through
continuous negotiations and political bargaining among coalitions of stakehelitbin routines and
heuristics arising from wekstablished standard operating rules and procedbeessian-making in this
context will be influenced by prior managerial beliefs, emotions, exps® intuitions/feelings and
values rather than rational thougirtly. Arguably, this will be particularly important in the case of Oman,
whereby the corporate comtas characterised by corporate commitment to incorporate Islamic religious
beliefs andvalues into corporate operations (Archer et al., 1998; Rahman, 1998; LewisCh@@isihury
& Hoque, 2006; Kamla et al., 2006; Ahapanjeh, 2009; Williams & Zinkin,®.0).A prominent way by
which Omani corporate decisiamaking process can be guided by Islamic religious beliefs and values is
through the establishment of the IGC in the form of $&8 As previously noted, the main role thfe
SSB is to offer guidancas to whether corporate investments, operations and activities are in fines wi

rules, beliefstenetsand values ofslamic Shariah lawNoticeably and unlike directothat serve omther

11



board subommittees (e.g., remuneration, nomination, risk aundit), thelGC member$ ought tohave
superior knowledgef Sharieh law, as well as financial training arekperiencein order to facilitate
appropriateevaluaton and interpration oforporatedecisions andlisclosuresin the context of EMthe
presence of the SSRay offer additional assurance twaseholders andtherstakeholders that managers
of firms’ with such a committee are less likely to engage in EM compared vasie Without it. For
instance, Barieh principlesrelating to accoumbility, honesty, integrity, responsibilityransparencynd
truthfulnesdirectly prohibitmanagers from engagingfiraudulent activities, such &M.

Empirically, the findings of a limited number studies suggest that Ju@tristian religioudeliefs
and values hava positive impact on(i) EM/earnings quality (Callen et al., 2011; Du et aD12,
Kanagaretnam et al., 2015) and financial reporting irregularities (Dyeemd., 2012; McGuire et al.,
2012); (i) CSR (Brammer et al., 2007) arwtporde philanthropy (Du et al., 2014); (iii) agency problems
(Du, 2013) and tunnelling (Du, 2014); (iv) equpgsicing (EI Ghoul et al.2012), corporate decision
making (Hilary & Hui, 2009) and ristaking (Bartke & Schwarze, 2008); and (v) tax evasion/taudr
(Stack 2006; Richardson 2008) and corruption (Mensah 2@&l#diilarly and wvithin Islamic research
context,the findings ofa limited number oftudies suggeshat IG mechanisms have a positive effect on:
(i) CG practices $dieddine, 2009) (ii) risk management practices (Ginena, 201#i); CSR practices
(Farook et al., 2011; Rahman & Bukair, 2P1&8nd (iv) financial performance (Mollah & Zaman,
2015) Of direct relevance to our study and using a sample of 2,624yéam observations over 1993
2008 Quittainahet al (2013) provide evidence that there is no significant differentieeirextent oEM
between banks with IGC in comparison with those with@G@. In contrastusing a sample of 90 Islamic
banksfrom 2000 to 2009, Hamdi and Zarai (2014)cdment evidence thauggests thatanks withiIGC
are less likely to conduct ERbmpared with those without IGOespiteinconclusive empirical evidence
and following theoretical predictionthe seconthypothesis of this papertisat

H2. There isa negative association betwekstamic governance committesnd firm EM
practices

4.2 Board size (BSIZEand earnings management

Conventional agency theory suggests thradd with larger boardare likelyto be less effective in
monitoring managers because such boards may suffer fimon coordination and communication
problems (Jensen, 1993nd thusallowing opportunisticmanagerso engagen selfserving behaviour
by, for example,managingearningsupwardsin order to boost their compensation packa@esnsen &
Meckling, 1976. In this case smaller boards are expected to provide more effectivetoniog in
reducing EM An alternative perspective is that firms with larger boards have grdatersity in
experience technical expertiseand skills including accounting and financial knowledtfen smaller
boards This implies that companies with larger boards are better ptacednitor managers, including

the ability todetect financial reporting irregulties, such as EMPfeffer, 1972; Klein, 2002). Thus, from

2Similar to other boardulcommittees, theSSB is recommended by firm’s boardfor approval by shareholders at a general
assembly meeting

12



this perspectiveeffective monitoring is more likely to be found in larger boards, whiay helpin
reducing managers’ incentive to engage in.EM

However, behaviouraltheory challenges the dominant rational economicsided that always
attributes questionable corporate behavi@nd poor performandgabrielsson & Huse, 2004; van Ees et
al., 2009; Huse et al., 2011), suhfinancial reporting mistakés manageriatotive to exploit corporate
resources for their own benefita particular, behavioural theory suggests that there is a limit to the extent
to which directorsare able to thinKcognitive biase¥, process complex informaticemd make rational
decisions (bunded rationality) and hence tend to engage in searching for satisficing rather than
optimising solutions.Therefore, sch managerial/corporatelecisionsmay be based on formal and
informal (e.g., personal beliefs, values and experiences) routinesshedlidver a periodf timethrough
careful political bargaining and negotiations among different coaitibrcorporate stakeholderslence
the extent to which corporate boards may be able to ensure that companm&anedyeffectivgl may
not only be limited to corporateoards’ability to monitor the saalled opportunistic managers, but also
how they are able tiormally and informallyinteract,relate, discuss and share idaasng themselves as
a team. In this case and within the Omani corpacatext symbiotic relationshipin terms of thought,
experiencesyaluesand beliefs, especially religious (Islamic) beliefs may play importdeatinocreating
cohesive and fruitful discussions among directors and consequently, imptbeirgrporate désion
making process, including those relating to enhancing accountabilitypdransy and financial reporting
quality. We, therefore, suggest that evey of explaining corporate decisions and practices, such as EM is
to look into individual and corporate behaviours, including formal and irgflointeractions, processes,
routines, beliefs, experiences and values.

Empirically, a number oprior studies have provided some insights into the role of maedin
mitigating EM but their resultsare not on} highly mixed, but also none (to the best of our knowledge) of
them have examined it from a behavioural perspeetigetherefore, this offers genuine opportunities to
contribute to the literaturd=or example, anegative relationship between board sine &M has been
reported by Xieet al (2003) and Ghosbt al (2010). In contrastRahama and Ali (2009, Epps and
Ismail (2009 and Alves (2012) offer empirical evidencthat suggestshat board size has a posdiv
relationship with EM. Following thenixed empirical and theoreticaliggestions, we predict a significant
relationship between board size and EM without specifying the direction obéfffecient. Therefore, the
third hypothesis proposed in this papethiat

H3. There isa association beteen board size and firm EM ptames

4.3 Audit firm size (BIG4) and earnings management

Accounting scandals, such as Eneord WorldCom emphasise the crucial role of audit quality,
where an external auditor’s ability to professionally monitor mandmeverifying financial statements is
influenced by his/hequalities One argument rooted in rational economgcthat large audit firms have

diverse set ofkills, experiences, expertise, knowledged financial resourcesincluding information
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processig capabiliies to provide highquality auditsthan their smaller counterparfe.g., DeAngelo,
1981; OwustAnsah, 1998; Uangt al, 2006) Additionally, larger audit firms have higher reputation to
protect compared with smaller audit firms, and thus have a lot to loose in cast-atfigibdetection of
financial reporting irregularities, such as incidences of EM. Larger #inti¢ are, therefore, able to
engage in effective audit negotiations, as welltedlengemanagerial decisions relating to a wide range
of accounting transactions and treatments, and thereby able to expose firepuighg irregularities.
Togetherthese suggestdahmanagerglecting to be audited by larger audit firms are lesss likely to engage
in EM compared to those audited by smaller audit firms, and therefoegadive relationship between
audt firm size and EMcan be expected

However these agency theoiebssumptions do not take into consideration the fact that auditors
ability to make suchational decisions are limited (cognitively) and that auditors may not alveagblb
to secure optimal solutions.hiB is particularly important for auditing becaudee to information
processing limitations, auditors often select a sample of accouraimgattions and treatmeniis order to
test the accuracy of amtireaccounting systerof a corporationas well as in forming a satisfactory audit
opinion regarding the true and fair view of the underlying accounting treatayeditdansactionsSuch
satisficing audit decisions and opinions are often made by auditors based dorthairand informal
experiences, beliefs, knowledge and vajwehich are usually rooted in a well established personal and
corporate rules, processes, procedures and roufesherefore, suggest that behavioural theory offers a
promising way of explaining why corporate decisions may somstidexiate from optimal, such as
failing to identify financial reporting irregulariti#&SM without necessarily assuming rational opportunistic
behaviour of corporate actors and stakeholders.

Empirically, studies examining the association between audit firm size and EM practices are rare,
althougha negative relationship has been reported ligwa previousstudies (e.g., Chiat al, 2007;
Francis& Wang, 2008; Kengt al, 2010; latidis, 2012. In contrast, no significargssociatiorhas been
reported by some studies (e.g., Davidebral, 2005;Firth et al, 2007).One discernible limitation of
these studies is that they are all informed by the ubiquitous rationaremsninspired agency theoaynd
thus, providing insights from a behavioural theoretical perspective has tmigddie contribte to the
literature by offeringhew theoretical insightsdn line with the mixed empirical and theoretical suggestions,
however,we predict a significant relationship between audit firm size and EM wtitipecifying the
direction of the coefficient. Thefore, the fourth hypothesis proposed in this paptais

H4. There isaassociation between audit firm size and firm gfdctices.

4.4 Corporate governance committee (CGCOM) and earnings management

Given the increased focus on board composition, board committees are conisithered CG
mechanisms that help the boaodactively monitor managers. Among these committees, a CG committee,
as its namemplies, is expected to fulfil the important rolé assisting the board in ensuring good CG
practices within a firm. In this sense, a CG committee aims to promotgr&@ces by clearly defining

governance arrangements and ensuring that the governance framework adoptedirby is followed

14



and updatedn particular and from a behavioural theoretical perspective, a CG ¢mmmiay be lae to
assistin developing rules andutinesbased on corporate beliefs, experiences and values, which may lead
to the achievement of satisficing solutions to CG emgies Arguably, having aclear sebf guidelines on
best CG practices provided by a CG committee are more likely to reduce manageetiadhi on financial
reporting. Therefore, the theoretical prediction on the relationship betwikenptesence of a CG
committee and EM practices is more likely to be negative than positive.

Unlike other board committees (e.g., audit and executive committees), hotheveresence Gt
CG committee and itpotential impact on EMhas not been empirically investigated in the literature
hence evaluating the extent to which the presence of a CG commitgerive corporateEM practices
may help inexpanding current understandinfjan important aspect of corporate accounting behaviour.
However,prior studies have shown that the presence of a CG committee impatitgelyosh: (i) CG
disclosures Ntim et al,2012a); (ii) riskdisclosures (Ntim et al2013; (iii) CSR disclosuresNtim &
Soobaroyen, 2033(iv) performancgNtim, 2015; Ntim et al., 204); and (iv) executive compensation
(Ntim et al., 201b6). The presence of a CG committee dherefore be expected to restrain the extent of
EM and thereforehefifth hypothesigo be tested in thipaper ighat

H5. There isa negative association betwettye presence of a CG commitaaedfirm
EM practices.

4.5Board diversity on the basis of gender (GNRRY) earnings management

From a behavioural theoretical perspectivegmstudies indicate that female directors are more
sensitiveto ethical issues (e.g., Berna&iArnold, 1997) and exhibit greater risk aversion (e.g., Sunden &
Surette, 1998) anddas betteboard meetingattendanceecord(e.g., Adamasé& Ferreia, 2009) than male
directors. Female board participation is likely to createnfil and informal discussions between bazrd
directors and result in greater accountability for marnagéecisions (Admas& Ferreia, 2009). Further,
female board padipation canassist boards to benefiom a wide pool of talent by bringing different
skills and experienseinto the boardroom, including soft, but inteligent femibeliefs, emotions,
experiences, feelingend valuesThus, this canmprovetheboards’ professionalism in evaluating firms’
financial reports and detecting any financial reporting irreguari{Pfeffer, 1972; Nielsen and Huse,
2010). Arguably, a mix of male and female retecutive directors on a board may not only help in
improving managerial monitoring as inherent in the rational agencyethearperspective, but also in
reaching better satisficing decisiobg bringing stronger emotional intelligence inthe corporate board
decisionmaking process and therelpotential minimsing incidences of EMAdams& Ferreia, 2009,
Srinidhiet al, 2011).

Empirically, most previous studies (e.g., Clikenedmal, 2001; Krishnan & Parsons, 2008) mainly
examine the effect of gender on earnings quality by considering female membersoofmanagers. In
contrast, studies examining the impact of gender on earnings dhalityonsidethe presence demales

on corporatéboards are limitede.g., Srinidhiet al, 2011; Gaviougt al, 2012) Given the theoretical
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prediction and empirical literature, it can be hypothesised that board tlivemsthe basis of gender is
likely to negatively influence EM. Hence, thiedl hypothesido be tested ithis paper ishat

H6. There isa negative association between board diversity orbtsésof gender and firm EM
practices.

5. Data and research methodology
5.1Data: Sample selection, sources and description

The dataset used in our paper is drawn from the population of Omani firets distMuscat
Security Marketuring 2001 to 2011and Table 1 contains a summary of the sample seclection procedure.
The initial sample consistl of 168 firms as of December 2011. To determine the final sample, we
excluded some firms based on the following criterfi) a firm must haveCG, accounting and financial
information data for at least one year from 2001 to 2011 inclusive; arahyiigjiven industry must have
at least 10 observatis over the 11 years examined.

Insert Table 1 about here

5.2 Research methodology: Definition of variables and model specification

We employfive maintypes of variables to conduct awgression analysigamely (i) EM’s variable (ii)
a compositeCG index; (i) Omani context specific variable (i.e., IG committg@)) otherCG variables
and () control variables consisting of ownership and firgpecific characteristicsFirst, our main
dependent variable is EMA number of approaches have been suggested and used by researchers to
measureEM. Therefore, in this study, we empldyo widely used modelFirst, we employthe 1995
modified Jones modeas our primary model faralculaing firm-level EM. Specifically, we follow a three
stage approach in estimating EM. First, total accruals are regressed on revenuesn@Rg’éss property,

TAGH _ o 1, . ARey

plant, and equipment (PPE) using this equaERH— TA. O T4

it-1 it-1

PP
+ o3 5y &t (1), where
it-1 TAitg

TAC refers to total accruals in year t for firm i, which is calculatedehasncome minus operating cash
flow. TA refers to total assets in yeai for firm i. ARev refers to revenues in year t less revenues in year
t—1 for firmi. PPE refers to gross property, plant, and equipment in year t for firm i. €it is the idiosyncratic
error term in year t for firm i. All variables are divided by laggethal assets in order to mitigate any

potential heteroskedasticity problems, and the cash flow approach is adoptel#r to calculate total

%There were three main reasons for setting these criteria. First, the dataocoitarted with financial year 2001 sintevas the

first year for whth data was available. Second, the sample ends in the 2011 because it was tyealatestwhich data was
available. Finally, using fewer than 10 observations can render the estioeagfficients inefficient since the EM measwrssd

in this study regire an estimation of a cresgctional regression for each industry (McNichols, 2000). Using thisseagrand as
outlined in Table 1, the sample procedure produced unbalanced panel data of 116 unique firstofal of 1,152 firm yea
observationover the 11 years investigated). To the best of our knowledge, this is by farghst Idataset to be used in any
Middle Eastern and North Africastudy on CG to date. We collected all our CG data from corporate annual repictsywere
downloaded frm thePerfect Information Databasand Muscat Security Market website, whilst financial (i.e., accounting and
market) data was collected frdbataStream
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accruals, which is in line with a considerable number of prior studies (e.g.r Hridla, 2002; Davidson et
al., 2005; Chen & Zhang, 2012).

Second, the coefficients estimated from equation (1) are used in eq@ationofder to estimate

+ o (ARe\,h _AReqt ) + o PPE;
2\ 1A TAy, 3 TA,,

. . 1
nondiscretionary accruals as followslDA; = a4 A

it-1 it-1

(2), where

everything remains the same as defined in equation (1) exce@RR&}; is included, which presents
receivables in yedrless receivables in ye&fl for firmi. Finally, the amount of discretionary accruals

(DA), which we use as evidee of the extent of EM is calculated by using the following equabég: =

TACi

A " NDA; (3). Second, we usthe 2005 Kotharet al mocel to measure EMn order to check the

it-1

robustness of our findings to alternative EM estimation technitpatdakes into account the managerial
opportunity to engage in real earnings manipulations rather than througbtal@tary accruals (e.qg.,
Cohen et al., 2008; Kothari et al., 2005, 20X8pservably, the two models have been chosen for the
following reasons: (i) there is no theory that specifies whitthe modet producedbetterEM estimates

(i) data limitatiors implies that we are unable to implement every model availabk (iii) the two
modelshave beenwidely used in theextantliterature (e.g., Jiang@t al, 2008; Sun& Liu, 2013) to
examine EMand therefore, their validity have been widely testaatther, we adopt signed discretionary
accrualsrather than absolute abnormatcrualsbecause we intend to measure fiewel EM in the
presence of a particular directional prediction as the relation besigmed abnormal accruals and CG
variables can be predictéBowenet al, 2008).

Secondpur main independentariable is a composite CG index. Following suggestiothe prior
literature that CG can be better examinedlpmposite CG index (Karamanou and Vafeas, 2005; Bowen
et al, 2008),we measured firAevel CGby usingcomprehensive€G index Among the two commonwl
used measures of CGndices are: researcher cstucted;, and (i) subjective analysts’ CG
rankings/indices. W construcobur ownindex insteadising subjectiveanalysts’ CG indicésankingsfor
three main reasons. The OCGI is constructed mainly based on the 2002 Omani code of €&ght TB
themes cotained in the code were categorised into four broad sectimrden to extract CG provisions.
This resulted in 72 individual CG provisions falling under four broad sect{frisoard of directors; (ii)
accounting and auditing; (iii) external auditors and internal control sgstamd (iv) disclosure and
transparency. Some CG provisions contained in the 1974 Companies Act hadltdhénéo the OCGI
in order to achieve a comprehensive CG index. The OCGI is consideredeimbke as the Cronbach’s
coefficient alpha for the four categories in the OCGI is 0.78, suggesting thattam measurement error
is less likely to reduce the power of the empirical tests (Pallant, ZDA@)YOCGI’s construction was also
guided by those of previsous CG studies (e.g., Ntim et al., 2012&jrB), mostsubjectiveanalysts’ CG
rankings are designed by international professional organisations; henceoibg applicable to the
Omani corporatecontext due to differences in CG regimes. Second, tisen® national préessional
organisation in Omarwhich publisheseadyto beused CG indies Third, unlikesubjectiveanalysts’ CG

rankings,our constructed index is a direct measure of actual CG disclosure and awigles range of
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internal CG disclosure items (LadgLundholm, 1993; Doeally & Mulcahy, 2008)Thus we constructed

a comprehensiv®mani CG index @CGI). The OCGI is constructed mainly based on the 2002 Omani
code of CG. The eight CG themes contained in the code were categorised iltoéalsections iorder

to extract CG provisions. This resulted in 72 individual CG provisions falling dndetbroad sections:

(i) board of directors; (ii) accounting and auditing; (iii) externalisors and internal control systems; and
(iv) disclosure and transparencgyome CG provisions contained in the 1974 Companies Act had to be
added into the OCGI in order to achieve a comprehensive CG index. The OCGkidepsh to be
reliable as the Cronbach’s coefficient alpha for the four categoribe I@€CGI is 0.78, suggting that a
random measurement error is less likely to reduce the power of the emigisisa(Pallant, 2010). The
OCGlI's construction was also guided by those of previsous CG studies (emethil., 2012a, b)The

CG scoresheet was designed todmfirms on their level of C@ractices and the annual reports of the
116 firms were analysed and compared with @@GI's provisions. A score of 1 was assigned if a
particular CG provision was applied, and 0 otherwise. The degree 'sefpta&tices levefor each firm
was aggregated and expressedagercentage, with the scoring ranging from complete-ammpliance
(zero score 0%) to perfect compliance (a score of-700%).

The IG committee represents our third group of variables that we use studlyr which is
uniquely relevant to the Omani corporate contékie fourth group of variableshat we empolyin our
analysisincludeother CGvariableg(i.e., board size, audit firm size , the presence of a CG committee, and
board diversity on the basié gender) Our final group of variables isur control variablesconsistingof
ownership (i.e., block ownership, foreign ownership, government ownership angtimsalt ownership)
andotherfirm-specific characteristicgi.e.,firm size,profitability, growth, leverage, industdummy,and
year dummy)Table 2 presents summary défons of all variables includeded in our models.

Insert Table 2 about here

We begin ouranalysisby employingOrdinary Least Squares (OLS) asr initial estimation
method and multiple linear regression as a statistical technigu@ioine the extent to which CG al@l
can influenceEM. Assuming all predicted relationships are lindam-level EM as a dependent variable

wereregressed on several expltorg variablesas specified in the following regression model:

DA, =a, + B,OCGI, + 5,1GC, + B.,BSIZE, + 3,BIG4, + S,CGCOM, + S,GNDR,
n 4
+ > BCONTROLS + ¢, @
i=1
Where DA refers to dscretionary accrualOCGI is the Omani CG indeXd,GC is Islamic governance
committee BSIZEis the board sizeBIG4 is audit firm size CGCOMis the pesence of a CG committee
and GNDRs board diversity on the basis of gend€ONTROLSefers to control variables, including
ownership variablesconsisting of block ownershipBLKOWN, foreign ownership KOROWN,

government ownership GOVOWN and institutional ownership INSOWN and firmspecific
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characteristics, namelfirm size (LNTA), growth (GROWTH, profitability, (ROA), leverage I(VRG,

industry, and year dummies.

6. Empirical results and discussions
6.1 Empirical results: Descriptive statistics and univariate regression analysis

Summary descriptive statisticd the level of compliance with the Omani corporate governance
index OCGI) andits sub-indices for each of tleevenfirm-years as well as all variablescluded n our
analysis are presentedTiables 3 and 4gespectivelyFirst, the findings in Panél of Table 3 indicate that
the levels of compliance witthe OCGI's provisions across firm yeaxsry substantially among Omani
listed firms.Specificallyand for examplethe aggregate compliance levels have increased from 6.78% in
2001 to 60.93% in 2009, evidenadich islargely consistent with those gfrior studieghat compliance
with CG provisions improves over tim@.g., Akkermanset al, 2007; Ntimet al, 2012, B. The
aggregate mean scores range from a minimum offd 89a maximum of 88.8%, with the average
Omani firm complying with47.89%o0f the 72 individualCG provisionsexamined over th2001 to 2011
period.

Similarly, the statistics in ReelsB, C, DandE of Table 3 suggest that there is substantial degree
of dispersion in the distribution of each sndex as well as similar increasing levels of compliance with
respect to each siibdex over the period of our examinatidfor instancethe board and directors’ sub
index ranges from 0% to 97.44% with the average corporations complying with 38@®f#ni firms
appear to haveelatively higher compliance with both accounting and audifingvisions (75.37%)and
disclosure and transparenpyovisions (64.04%)intermediate level of compliance with the board and
directorsprovisions (38.59%)and lower level of compliance with external auditors and internal control
systemsprovisions (2.43%)The key conclusion from examining the level of ghancewith the 72
individual CG provisionsgs that despite theitial theoretical prediction that the ismceof the 2002 CG
codewould effectively encourage firms to adopt better CG measures, CG coogpiienong Omani listed
firms is still low. Further, the evidence that emerges from Table 3 suggaistetttrary to the expectation
that the 2002 CGCodés reliance on AngleAmerican model may not lead to improneent in CG
standardsamongOman listed firmsdue to the large tierencesin corporate contextdhe 2002 Omani
voluntary CGCodeappears to have helped in promotgapdCG practiceamongOmani listed firms to
some extentThe findings of this analysis are also consistent Witse of prior studies (e.g., Ntiet al,
2012a, b) that contrary to general concerns about the ability of voludiaryCodes to improve CG
standards in a particular setting, Omani firms have shown some positiveisedpthe best practice
recommendations that are contained in the 2002 Omani CG Code.

Insert Table 3 about here

Second, Table 4 presents descriptive statisélzing to theEM, as well aghe rest ofthe explanatory
variables For example, it shows that EM, denoted by the signed discretionary acddéd)ggnges from

a minimum of-0.1946 to a maximum of 0.3301, with an average of 0.0304 over the period of our
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examination This reveals that Omani listed firms, on average, appaaat@age their earnings upward
with average abnormal accruals equalatiout3% of lagged total asset@verall, the averag®A is
consistent with the figures reported by a number of past studies (e.g., Mitraeaay,2005; Jiangt al,
2008; Lo et al, 2010; Bekiris and Doukakis, 2011yVe observe similar wide spreadsamong the
explaratory and control variables. For instance, block ownership, labelldBLEOWN ranges from
0.0000 to 0.9947 with an average of 55%.

Insert Table 4 about here

In addition to the statisticahnalysisthat we conduct before examining oumain research
hypotheses, weest a number of OLS assumptions, including the presencwiltitollinearity problems
amon thevariables.Table 5 presentthe correlation matrix to test for muttollinearity problems As a
robustness check, we repddth the Pearson’s parametric and Spearman’spacametric coefficients.
Generally, thecoefficients indicate that no serious multicollineaigs among allthe variablesused
Further, a number of statisticahalysiswere carried outvwhich for brevity are not reported herbut wiil
beavailable on requesit) order to test for other OLS assumptitiagore examining our hypotheses.

Insert Table 5 about here
6.2 Empirical results: OLS (multivariate) regression analysis

Table 6 reports the effect tie OCGI, IG committee (GC) andother CG variables (board size
BSIZE audit firm size- BIG4; the presence of a CG committe€GCOM; and board gender diversity
GNDR ) on EM. Generally, Columns 2 and 3 of Table 6 present the findings ahdie Model related to
the effect of CG on EM These findingsndicate thatOCGI andIGC are significant in explaining cross
sectional differences in tH2A. First, thenegativecoefficient onthe OCGlis in line with our behavioural
theoretical framework, which suggests that the capacity of managers and eotpmaeds to think,
process complex information and decide rationally is cognitively limifbounded rationality)
(Gabielsson & Huse, 2004; van Ees et al., 2009; Huse et al., 2drefore, managers tend to
take pragmatic steps that are often airatslecuring satisficing“satisficing behaviour and problemistic
search”) rather than optimising (rational economic behastir) solutions by following wetestablished
corporatebeliefs, knowledge, values, rules, procedures, processasainkes(“routinisation of decision
making”) that have usally been developed based ecareful negotiations and political bargaining
(“political bargaining in the context of corporations as coalitions aiedtolders”)among a coalition of
corporate stakeholderwan Ees et al., 2009, pp.3B812) Thus, deviations from optimal solutisand
in this case, evidence of EM behaviour may not nect#gde explained byncentives of managerso

self-serve their rational economic interests (e.g., to increase executive payagimgaearnings upwards

“The OLS assumptions, namely linearity, normality, multicollinearity, autetation ancheteroskedasticity were tested in order
to ensure that OLS regressitathniqueis statistically appropriate toe used tgerform ourregression analysishe effects of
outliers were mininged by winsorising, andhe firstorder autoregressive methatiasadoptedn order to take account of serial
correlationand heteroskedasticitypverall, the diagnostics for the OL&sumptions indicate th#tte OLS estimation toolis
statistically appropriate as a main estimation method to pedar@LS regressioandysis.
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and thereby expropriating corporate resources), but instead due to cobjiaitigs(boundedrationality)

and pratical (complex information collection and processing challenigeigations that may motivate
managersto pragmatically seek satsisficing solutions to current probléine. findings offer further
support to the behavioural themysiggestions thainformal interactions, relationships, discussions,
emotions,experiences, beliefs and valua® equally important in determining the effectiveness of CG
structuresEmpirially, the negative association betwd2A and theOCGI provides suppat for H1 and the
findings of past studies (e.g., Mit€aCredy, 2005; Jirapor& Gleason, 2007; Cornetdt al, 2008; Wang,
2014),who report evidence #t suggestshat companieswith good CG practiceterd to engage less in
EM compared with thoseith poor CG structures.

Second,our model shows thatGC is negative and statistically significant at the 1% level of
significance, suggesting thelR is alsoempirically supportedThe evidence itargely in line with the
predictions of our behavioural theoretical framewdBkecfically andfrom kehavioural theoretical
perspectivgGabrielsson & Huse, 2004; van Ees et al., 2009; Huse et al., 204 Aygue that thability
of corporate agents teach optimal decisions is limited by cognitib@sesand complex information
processing weaknesses. Managerial decigiaking process will, therefore, be dominated by pragmatic
attempts at reaching satisficing rather than optimising outcomes throughuoost negotiations and
political bargaining among coalitions of stakeholders within routines andstiesirarising from well
established standard operating rules and procedures. Detialong in this context will be influenced by
prior managerial belfs, emotions, experiences, intuitions/feelings and values rétherational thought
and economicopportunism only. Arguably, this will be particularly important in the casé®©man,
whereby the corporate context is characterised by corporate commitment to iatoiplamic religious
beliefs andvalues into businessperations (Archer et al., 1998; Rahman, 1998; Lewis, ;2086udhury
& Hoque, 2006; Kamla et al., 2006; Adapanjeh, 2009; Williams & Zinkin, 2010; Mollah & Zaman,
2015) A prominent way by whickhe Omani corporate decisiemaking process can be guided by Islamic
religious beliefs and values is through the establishment of the IGC in the fithen ®SB. As previously
noted, the main role of SSB is to offer guidamseto whether corporaiavestments, operations and
activities are in lines with rules, beliefs, tenatgl values of Islamic Shariah laim. the context of EM,
the presence of the SSB may offer additional assurance to sharetaiderther stakeholders that
manager®f firms with such a committee are less likely to engage in EM compared withwlitheeit it
For instance, Shariah principleslating to accountabilityhonesty, integrity, responsibilityransparency
and truthfulnesdirectly prohibit managers from engaging fraudulent activities, such ag&M.
Empirically, it offers newinsights orthe effect of IG on EM, as well dends support to the result of
Hamdi and Zarai (2014).

Third, our model predicts no significant relationship betwesth ofboard size BSIZB, audit
firm size BIG4), the presence of a CG committéeGCOM), andboard gender diversityGNDR), and
DA, implying thatH3, H4, H5 andH6 are respectivelynot empirically supported-inally, to ascertain

how sensitie the findings are to oA measurgewe include several contr@dwnership and other firm
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specific characteristicsjariables in Models 1 to &ith dl thefindings beinglargely consistent across the
eight Models With specific reference to the control variables, our findgggges that firms with high
growth (GROWTH, leverage(LVRG), profitability (ROA and block ownershigBLKOWN tend to
engage significantly morin EM, whereasthose with highgovernment ownershigGOVOWN and
institutional ownershigINSOWN tend to engagsignificantly lessn EM, and thereby offering additional
new insights and contributions regarding the effect of CG, ownership and othspénific variables on
the extent of corporate EM.

FurthermoreModels 2 to 4 present the effefteach group of ariables on EMIn doing so,
only the effect othe OCGIl as an integrated system on EMaddition to control variables are included in
Model 2 as reported by Columns 4 and 5 of Tabé find similar findings to those reported in the main
Model indicatingthat theOCGl is statisticallysignificant and negatively associated widA at the 10%
level of significance Discernibly, thecontrol variablesalso show significant relationships witBA. In
addition,to examine the effect thelGC separatly from the other explanatory variables, Column 6 and 7
of Table 6 repatModel 3 findings of multivariate regression@f on thel GC and control variablewith
the findings contained in Colums 6 and 7 of Table 6 indicdtiag all the variablesremain statistically
significant Thus, our evidence that the presencaroiG committee tendio constrain the extent of EM is
robust to the inclusion of the other control variabeisnilarly, the other CG variableBEIZE, BIG4,
CGCOMandGNDR)along wth thecontrol variables were examined sepdyateom the OCGl andIGC
in order to observe their impact on EM. The findiofjshis analysis that are also largely consistent with
those contained in the main modeé reported iColumrs 8 and ®f Table 6

Moreover,in order to investigate whicbf the four subindies contributes more t®A, we re
regress equation (1) by replacitige OCGI with eachsub-indexone at a timeStatistically significant and
negative effect of board and directoemdaccountng and auditing oDA is observablén Models 5and
6 of Table 6, while Models @nd8 show thaexternal auditors anidternal control systems and disclosure
and transparency have negative d@ffetDA, but statistically insignificant.

Insert Table &bout here

7. Robustnessanalysis

We conduct a series of robustnessimationgo examine the extent to which oomain findings
are robust or sensiti® the use of(i) alternative CGwneighted index{ii) alternative EM’s proxy (iii)
financial firmsinclusion;(iv) the pre and pos002 CGCodeissuanceand(v) anypotential endogeneity
problems The findings of these analyses are presented in Models 2 to 7 of Talifle the findings
contained in Model 1 repeating our previous main findingsderato facilitate easy comparative analysis
First, we account for the likelihood that using weighted CG index may result irafifféindings. As
explained earlierynweighted index was used to perform our main analysis where all 72 CG provisions
consttuting the four sutindies ofthe OCGI havedifferentweightings.The four sukindies include 39, 7,
4, and 22 CG provisions contributing ttee OCGI by 54%, 10%, 6% and 3Q%espectively Following
prior studiesprocedure in constructing weighted CG index (e.g., Bedhat, 2006),analternativeOCGI
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was constructed in which each sabdexwasscored by awarding similar weight d6%. We replacedur
un-weightedOCGI with the weightedOCGIl in equation 4), and the findings are reported in Mo@ebf
Table 7 with the resultsndicating that our main Model’s findings are not sensitivedimg a weighted
CG index.
Insert Table 7 about here

Secondwe replicate our main analydiy using a different measeirof EM developed by Kothari
et al (2005) in order to examine whether our main findings are sensitive @XBeroxy employedhat
explicitly takes the likelihood of real earnings manipulations into acc@ugt, Cohen et al., 2008;
Kothari et al., 205, 2015) The results presented in Modbf Table 7 suggest thaur evidence is robust
to theuse of this alternative EM measuihird, we account for the possibility that the inclusion of
financial companigsin our data set may lead to different results byegressing equatiod) using only
nonfinancial firms (859 firm years)The results reported in Moddl are essentially similar to those
presented in Model 1 of the sanadle This may be due tthe fact that Omani financial and nemancial
firms operate iman environmentwhere corporate regulationsicluding CG onesire applicable to both
financial and no#financial firms in an equal measurBourth,to ascertain whether our findings are
sensitiveover the sample pericaf our examinationwe rerun our analysis bgplitting our sample into
two subsamples:Pre-2003 (i.e., from 2001 to 2002) anBost2003 (2003 to 2011) periods. It is
evident from the reported results in Models 5 andf @able 7 that the main variableQCG]) is
insignificant in thePre-2003 period compared with that of tHgost2003 period, suggesting that the
introduction of the 2002 Omani CGode appears to have helped in reducing firms’ EMally, we
employ the widely useg@SLStechnique taheck the possibility of endogenity problethat may arise as
a result of omitted variables and/or simultaneity (karcand Rusticus, 2010)This may cause the OLS
results (main results) to be biased and inconsistent. Folldweirdher andRusticus (2010) methodology,
the Hausman test is employed to detect the existereey@hndogeneity probles The tesis made upof
two stagesln the first stageandas specified in equatiai®) below, theOCGl is regressed othe control
variables andts resultingpredicted values are savagP_OCGI.

OCGl, =, + Zn:ﬂiCONTROL§ + &y (5)

i=1
Wherethe OCGl refers tothe Omani CG index an@ONTROLSefers to thecontrol variableswhich are

the same as tBe used irequation (3. In the second stage, ti&&CGI andP_OCGI in addition tothe

control variables are included tine following equation.

°As previously noted, both financial and afimancial firms were included in the main analysdisthis regard, and although the
nature of financial firms’ accruals may differ from those offioancial firms, prior studies that examine the relatbetween
CG and EM have not provided any empirical evidence to confirm the theoretjoatent that the impact of CG on accruals in
nonfinancial firms is not comparable to those in financial firms because the lagtesubject to more specific accoumgt
requirements. As a result, we aimprovide empirical evidence of whether thexa significant difference in CG’s influence on
EM between financial and neimancial firms in an emerging country like Oman

The potential of this problem arises when @@GI assumed to be exogenous in equat#rig associated with the error term
because an important control variable is not included in the Infede, unavailability of dajaandbr when the dependent
variabk simultaneously determines the independent variable (Wooldridge, 2009).
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DA, = a, + ,0CGl, + B,P_OCGI, + > B, CONTROLS + ¢, (6)

i=1

WhereDA refers tothe discretionary accruals measuredtbhg 1995 modified Jones Mod€@CGl refers
to theOmani CG indexP_OCGI refers to the predicted valsief the OCGl andCONTROLSefers tothe
control variableswhich are the same as #® used inequation(4), with the test rejecting thaull
hypothesis of no endogeneity. In this sense,28kStechnique was performed as follawn the first
stage, theDCGIl is assumed to be determined by the six control variables andchdaualternatve CG
variables’ The first stage regression is specified as fadldfer brevity, the first stageesultsare not
reported here, but will be available upon request)

OCGl, =a, + p,BDIV, + p,NEXD, + f,NBMs, + 3,CAPEX, + Zn:ﬂiCONTROL§ + & @)

i=1

Where OCGI refers tothe Omani CGindex, BDIV, NEXD, NBMs and CAPEX are defined asboard
diversity on the basis afationality the number of neexecutive directors on the board, the number of
board’s directors meetings, and capital expenditure, respectv@®MTROLSefers to control variables
which are the same as those used in equatipittie predicted valuef the OCGl s saved and referred to
it as P_OCGI, as well as the residuals is saved and refaweit as R_OCGI. The correlation matrix
(which for brevity isnot reported here, but will be made available upon rejjaketvs that the predicted
value ofthe OCGI (P_OCGI) is highly correlated witthe OCGI and lowly correlated witthe R_OCGl,
indicating that thé®>_OCGl is relevant and valid instrument ftre OCGI. In the second stageguation
(4) is reestimated by using tie_ OCGlinstead othe OCGI as specified below.

DA, =a, + p,P_OCGI, + p,IGC, + B,BSIZE, + ,BIG4, + B,CGCOM, + S,GNDR,
n
8
+> B,CONTROLS +¢, (®)
i=1
Where everthing remains the same as those used in equiitexcépt that we repladbe OCGI with its
predictedvalues (P_OCGI). The results othe 2SLSare presented iModel 7 of Table 7which are
considerably in line withthose obtained by estimating t&.S modeland reported in Model 1 of Table
7.2 Overall, our sensitivityanalysis suggest that our results are fairly robust to alternative /EX3

measures and estimation techniquesludingany potential endogeriigs

8. Summary and conclusion

"The choice of the alternative CG variables is based on the theoli&ticalire empirical literature and the availability of data.

Drawing fromprior literature (e.g., Liptor& Lorsch, 1992; Vafeas, 1999; Haniffa & Cooke, 2002; Petra, 2005; Betvah

2008; McCabe & Nowak, 2008; Taret al, 2014), the founewalternative CG variables include, board diversity on the basis of

nationality the number of noexecutive directoren the board, capital expenditure and the number of board meetings.

8Additionally and in an untabulated results, we conduct fixelct estimation in order to account fhe potential
existence offirm-level hetereogenities, such as company cultdr@ith the central tenor of our findings
remaining qualitatively or essentially the sarag reported previously
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Although a considerable number of studies have examined the effect of a numbgrooate
governance (CG) mechanisms on the extent of corporate earnings managementdgENNdings are
largely mixed. Discernibly, existing studies have a number of limitatioldyuding being informed
mainy by the ubiquitous rational economickedory of agency, focusingiprarily on developing contries
and investigating mostlyhe effect of individual CG mechanisms on the extent of EM. Byrasit
empirical evidence on why and howfiam’s CG might influence i level of EMis generally limitedin
developing countries, byparticularly acutein the Middle East and North Africaegion. Additionally,
despite increasing evidence that the heavy relianddemominant rational agency theory is unable to
provide a full explanation for magerial motivation to engage in EM aadtktere isa need to consider
alternative theoretical perspectives, none of the existing studieselalicitly informed their analysis by
drawing, for example, on the insights of behavioural theory of corporate sh@and governance
(Gabrielsson & Huse, 2004; van Ees et al., 2009; Huse et al.,. 204dably, trese developments
limit current international understanding of how and why CG migh$tcain or fcilitate corporate ENh
different corporate context3herefore, this paper has examinedefiect of thequality of firm-level CG
and Islamic governance (IG) committee on the exte®Mfin Oman from 2001 to 2011. This coincides
with a period in which the Omani authorities pursued CG refdhraswereaimed at improving corporate
performance and pracés, including enhancirgprporate disclosure and the quality of financial reports.

Apart from articulating and applying behavioural theoretical perspectiviehwnay be used by
future studies in interpreting their resultsir dindings makes a number afew contributions to the
extant CG literatureFirst despite thetheoretical expectatiothat the introduction of the 2002 Omani
voluntary CG Code will facilite uniformity and convergence of CG practices, the rigslifrom our
extensive summary descriptive stéts suggest that CG standards in Omani listed corporations still differ
widely over the eleven years investigated. Whereas the levatiability observeds comparable to those
reported by priostudies it seems to indicate thabmedegree of hetereogeneity exists when it comes to
the importance that Omani listed corporations attachGop@ctices. However, despitencernghat a
voluntary CGCode may beneffective in raising CG standards in Omani corporations given the context,
our findings suggest that there has been gradual and observable improvement andXEdstover the
eleven years investigate8econd we find that, on average, betgwverned corporations tend to engage
significantly less in EM than their poorfyovernedcounterpartsThis offers the first empirical evidence
on the effect of the Omani C@forms onthe extent oEM among Omani listed firm@ndseems to
suggest that adopting a Uyle CG regime appears to be working to a certain degree in miggat
EM. Third, we also find that corporatiotisat have established IGmmittes engage significantljess
in EM. In contrast, we do not find any evidence theard sizgaudit firm size the presence of a CG
committeg and board gender diversityve any significant relationship withe extent otorporate EM.
Our results are fairly robust across a number of econometric models thatesty account for
alternative CG and EM proxies, as well gstential endogeneity problesn Overall, our finthgs are

generally consistent with the predictionsoof behavioural theoretical framework
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Our results have a numbefr importantimplications for policymakers and regulatory authorities.
Evidence that CG standards in Omani listed corporations areatjgrimproving imply that efforts by the
various stakeholders of CG, such as the Orzapital Market Authorityand Muscat Securities Market
have had a positive influence on CG practices. The relatively low and licoitegrgence in CG practices
among Orani listed corporations, however, suggests that there is the ngethts enhance compliance
ard enforcement. In this case, establishing a ‘compliance and enforcement’ unitilthatntinuously
monitor corporate disclosures, including those relatinthé various CG practices may haestep in the
right direction.Finally and &hough our findings are fairly robust and importtats weaknesses needd®
clearly articulated. Due to data limitations, we have focused mainly onamavwhy internalCG
mechanismamay drive EM. Future research may improve their analshsi®xamining how external CG
structures, such as the media and the market for corporate and managerial icgoatedl on EM.
Similarly, due to data limitations, our analysidimited to Omanilisted firms. Thus, future studies may

include nonkisted firms as well as firms from different countriessextend our evidence.
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Appendix: Corpoarate governance (CG) practice gclosureindex

CG theme OCGI Item: Information on_or reference to
scores per theme
(i) Board & 1. Whether the board of directors’ number is between 51&nd 0-1
directors 2. Whether the directors are clearly classified into executive, no 0-1
executive and independent directors.
3. Whether the roles of chairperson and CEO are split. 0-1
4. Whether the third of its board’s members is independent 0-1
directors.
5. Whether the board is composed by a majority of mxecutive 0-1
directors.
6. Whether the directors’ membership humber on other firms ar 0-1
specified and disclosed.
7. Whether directors’ membership number on other firms are leg 0-1
than 5.
8. Whether the board meets at least four times a year. 0-1
9. Whether the board meetings’ dates are disclosed. 0-1
10. Whether individual directors’ meetings record is disclosed. 0-1
11. Whether individual directors’ meetings attendance record at t 0-1
general assembly is disclosed.
12. Whether directors’ remuneration, interests and share options 0-1
disclosed.
13. Whether top five managers’ remuneration are disclosed. 0-1
14. Whether individual directors’ service contracts, and notice pe 0-1
and severance fees are disclosed.
15. Whether the board approves interim and annual financial 0-1
statements.
16. Whether a board'’s report on the going concern status of firm 0-1
disclosed.
17. Whether the board has conducted a review on the effectivene 0-1
firm’s internal control systems.
18. Whether there is a narrative on directors’ nomination procedy 0-1
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19. Whether a remuneration committee has been established. 0-1
20. Whether remuneration’s committee jurisdictions and duties a 0-1
disclosed.
21. Whether the remuneration committee’s members are disclosg 0-1
22. Whether the chairperson of remuneration committee is an 0-1 39
independent.
23. Whether the majority of remuneration committee are 0-1
independent.
24. Whether remuneration’s committee’s members’ remuneratior 0-1
disclosed.
25. Whether remuneration’s committee members’ meetings 0-1
attendance record is disclosed.
26. Whether a nomination committee has bestablished. 0-1
27. Whether nomination’s committee jurisdictions and duties are 0-1
disclosed.
28. Whether the nomination committee’s members are disclosed 0-1
29. Whether the chairperson of nomination committee is an 0-1
independent.
30. Whether the majority of nomination committee’s members ar¢ 0-1
independent.
31. Whether nomination’s committee members’ compensation is 0-1
disclosed.
32. Whether nomination’s committee members’ meetings attendg 0-1
record is disclosed.
33. Whether a risk committee has been established. 0-1
34. Whether risk’'s committee jurisdictions and duties are disclose 0-1
35. Whether the risk committee’s members are disclosed 0-1
36. Whether the chairperson of risk committee is an independent| 0-1
37. Whether the majority of risk committee’s members are 0-1
independent.
38. Whether risk’s committee members’ remuneration is disclose 0-1
39. Whether risk’'s committee members’ meetings attendance rec 0-1
is disclosed.
(i) Accounting and | 40. Whether an audit committee has been established. 0-1
auditing 41. Whether audit's committee jurisdictions and duties are disclo 0-1
42. Whether the audit committee’s members are disclosed. 0-1
43. Whether the chairperson of audit committee isndlependent. 0-1
44. Whether the majority of audit committee’s members are 0-1 7
independent.
45. Whether audit committee’s members’ compensation is disclo 0-1
46. Whether audit's committee members’ meetings attendance re 0-1
is disclosed.
(i) External 47. Whether an external auditor’s report on adequacy and efficag 0-1
auditors and firm’s internal control systems is disclosed.
internal control 48. Whether an external auditor report’s on firm’s compliance wit 0-1
systems its internal controbystem is disclosed.
49. Whether an external auditor report’s on firm’s ability to carry ¢ 0-1 4
its activities is disclosed.
50. Whether an external auditor’s report on frauds is disclosed. 0-1
(iv) Disclosureand 51. Whether there is marrative on the distribution of shareholding. 0-1
transparency
52. Whether there is a narrative on how the firm is doing its activi 0-1
in order to achieve its objectives.
53. Whether there is a narrative on investment opportunities. 0-1
54. Whether there is a narrative on firm’s financial and operations 0-1
performance.
55. Whether there is a narrative on risks and concerns and how ¢ 0-1

assessed and managed by the firm.
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56. Whether there is a narrative on firm’s performance in compar
to board based index of MSM.

57. Whether the firm has obtained a certificate from external aud
on its CG practices.

58. Whether the firm has provided a separate chapter in itsannu
report on CG

59. Whether the firm provides a statement on the compliance er
compliance with the 2002 code of CG.

60. Whether there is a narrative on penalties and strictures that n
be imposed on firm by MSM, CMA or any statutory authority.

o
=

61. Whether there is a narrative on financial transactions that ma
have conflict of interests.

12
=

62. Whether there is a narrative on high and low market share pr
during each month.

o
=

63. Whether there is a narrative on the professional profile of exts
auditor.

o
(BN

64. Whether there is a narrative on dividend policy.

o
(BN

65. Whether there is a narrative on firmid&ns.

o
(BN

66. Whether the firm posts its results online.

o
(BN

67. Whether there is a narrative on firm’s convertible instrument.

o
(BN

68. Whether firm sends its hajfearly results to each shareholders
not.

o
(BN

69. Whether there is a narrative on firm’s analysis of segment an
product wise performance.

‘O
-

70. Whether there is a narrative on how firm sees and predicts itg
future.

‘O
-

71. Whether the firm includes management discussion and analy
chapter as part of its annual report.

o
(BN

72. Whether there is a narrative on directors’ biography, experien
and responsibilities.

Total of 4 themes 72 OCGI Iltems
Table 1
Summary of the sample selection cedure
Panel A: Industrial composition of firms listed on the MSM No. of Percentage
available to be sampled as at31/12/2011 firms of firms
Basic materials 30 17.9
Consumer goods 25 14.9
Consumer services 24 14.3
Financial 53 315
Industrial 26 15.5
Utilities 5 2.9
Health care 2 1.2
Telecommunications 2 1.2
Oil & Gas 1 0.6
Total firms 168 100.0

Less: Firms with no data available 48

Firms with missing data 4

Total excluded firms 52 27.9
Total sampled firms with full data 116 69.0
Panel B: Industrial composition of sampled firms with full di
Basic materials 22 19.0
Consumer goods 21 18.1
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Consumer services 21 18.1

Financial 29 25.0
Industrial 13 11.2
Utilities 5 4.3
Health care 2 1.7
Telecommunications 2 1.7
Oil & Gas 1 0.9
Total sampled firms with full data 116 100.0

Source: Muscat Securities Marlsetvebsite

Table 2
Definition of dependent and independent variables

Dependent variables

DA Discretionary accruals represent a filewel EM practices as measured by modified
Jones Model.

I ndependent variables
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OcCaGl

Omani corporate governance index consisting of 72 governance provisiotekéhat
value of 1 if a particular provision is disclosed, and 0 otherwise; scatedaime
between 0% and 100%.

IGC 1 if a firm has set up Blamicgovernance committee, O otherwise.

BSIZE The total number of directors on the board of a firm.

BIG4 1 if a firm is audited by one of the biggest four audit firms (Pricewatmse©oopers,
Deloitte & Touche, Ernst & Young and KPMG), 0 otherwise.

CGCOM 1 if a firm has set up a corporate governance committee, 0 otherwise.

GNDR 1 if a firm has at least one woman on its board, O otherwise

Control variables

BLKOWN Percentage of shares held by shareholders with at least 5% of the tosldneholdings.

GOVOWN 1 if a firm has government ownership, O otherwise.

INSOWN Percentage of institutional ownership to total firm ordinary shareholdings

FOROWN Percentage of foreign ownership to total firm ordinary shareholdings.

LNTA Natural log of total assets.

ROA (%) Operating profit to total assets.

GROWTH (%) Current year’s sales minus last year’s sales to last year’s sales

LVRG (%) Book total debt scaled by total assets of a firm.

INDUSTRY Dummies for each of theight industries.

YEAR Dummies for each of the ten years.
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Table 3

Summary descriptive statistics of levelef compliance with corporate governance disclosure indeX2CGI) and subindices (%)

All 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
Panel A All provisions contained in the &di corporate governance indeQCGl)
Mean 47.8974 6.7819 17.4190 33.6627 47.2222 54.0351 55.3686 58.6336 59.6248 60.9284 61.0749 60.1768
Median 54.1667 5.5556 8.3333 41.6667 50.0000 54.1667 55.5556 58.3333 59.0278 59.7222 59.7222 59.7222
STD 21.7747 2.3565 16.7201 21.7550 17.4887 11.5620 10.9602 10.7947 9.9774 9.9513 9.9535 9.2303
Min 1.3889 1.3889 2.7778 1.3889 1.3889 4.1667 6.9444 34.7222 34.7222 34.7222 30.5556 33.3333
Max 88.8889 12.5000 62.5000 73.6111 75.0000 77.7778 77.7778 88.8889 87.5000 88.8889 87.5000 84.7222
Panel B Board & Directors
Mean 38.5884 1.5276 11.0577 25.0330 37.0538 43.0499 43.8856 48.0480 49.4602 50.9447 51.2821 51.9114
Median 41.0256 1.2821 2.5641 28.2051 35.8974 38.4615 41.0256 46.1538 48.7179 51.2821 53.8462 53.8462
STD 21.8379 1.7362 16.1583 20.4284 17.4004 13.9938 13.3751 14.8256 13.8301 14.2274 14.4050 13.6839
Min 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 20.5128 25.6410 25.6410 17.9487 20.5128
Max 97.4359 7.6923 58.9744 71.7949 74.3590 79.4872 76.9231 97.4359 97.4359 97.4359 97.4359 97.4359
PanelC: Accounting & Auditing
Mean 75.3720 0.0000 20.6845 54.6392 79.8319 92.1805 92.9945 92.6641 92.9825 94.8622 95.0311 94.0260
Median 100.0000 0.0000 0.0000 71.4286 100.0000 100.0000 100.0000 100.0000 100.0000 100.0000 100.0000 100.0000
STD 38.9407 0.0000 34.8000 44.4166 35.9808 17.4053 17.0077 18.1587 16.3762 14.6141 14.2912 13.3202
Min 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 28.5714
Max 100.0000 0.0000 100.0000 100.0000 100.0000 100.0000 100.0000 100.0000 100.0000 100.0000 100.0000 100.0000
PanelD: External Auditors & Internal Control Systems
Mean 2.4300 2.3900 2.3400 3.3500 1.9600 1.3200 2.8800 2.4800 2.4100 2.1900 2.3900 2.9500
Median 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000
STD 7.7670 7.3950 7.3250 8.5610 6.7540 5.6120 8.7490 8.2260 8.1260 7.8430 8.0930 8.1080
Min 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000
Max 50.0000 25.0000 25.0000 25.0000 25.0000 25.0000 50.0000 50.0000 50.0000 50.0000 50.0000 25.0000
PanelE: Disclosure & Transparency
Mean 64.0349 19.0522 30.3977 47.7976 63.1462 71.0048 73.3392 76.9451 77.5917 78.7081 78.4980 74.7521
Median 72.7273 18.1818 22.7273 54.5455 68.1818 72.7273 77.2727 77.2727 77.2727 77.2727 77.2727 77.2727
STD 24.3873 6.6750 18.4114 24.4262 20.7058 13.5908 12.8886 11.3299 11.6433 11.6212 11.8488 11.1949
Min 4.5455 4.5455 9.0909 4.5455 4.5455 13.6364 18.1818 40.9091 36.3636 36.3636 36.3636 40.9091
Max 100.0000 40.9091 81.8182 86.3636 100.0000 95.4545 95.4545 95.4545 100.0000 100.0000 100.0000 95.4545

Notes: This Table reports descriptive statistics of the aggregais & compliance witthe Omani corporate governance ind®QGI) from 2001 to 2011.
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Table 4
Summary descriptive statistics of the other variables for all (1,152)rin years

Variables Mean Median Std. Dev. Minimum Maximum
Dependent variables
DA 0.0304 0.0308 0.1017 -0.1946 0.3301
Independenvariables |
OCaGl 47.8974 54.1667 21.7747 1.3889 88.8889
IGC 0.0122 0.0000 0.1096 0.0000 1.0000
BSIZE 7.3437 7.0000 1.7885 4.0000 13.0000
BIG4 0.7100 1.0000 0.4539 0.0000 1.0000
CGCOM 0.1588 0.0000 0.3656 0.0000 1.0000
GNDR 0.1770 0.0000 0.3819 0.0000 1.0000
Control variables
BLKOWN 54.8402 56.5927 24.3699 0.0000 99.4700
GOVOWN 0.2578 0.0000 0.4376 0.0000 1.0000
INSOWN 20.3921 12.4205 22.6782 0.0000 90.8500
FOROWN 10.4591 0.0000 20.0972 0.0000 90.1300
LNTA 16.6222 16.4241 1.4732 14.4500 19.9400
ROA 0.0573 0.0504 0.0980 -0.1368 0.2500
GROWTH 0.7858 0.6735 0.4408 0.1990 1.8570
LVRG 0.3300 0.2678 0.2937 0.0001 0.9530

Notes DA denotes the firatlevel EM practices,OCGI denotes the Omarcorporate governance indebdGC denoteslislamic
governance committeeBSIZEdenotes the size of boar|G4 denotes the audit firm siz€GCOM denotes the presence of a
corporate governance committé8NDR denotesboard diversity on the basis of gendBLKOWN denotes block ownership,
GOVOWNrepresents government ownersHigSOWNdenotes institutional ownershipOROWNrepresents foreign ownership
LNTAdenotes firm sizeROAdenotedirm profitability, GROW™H denotes firm growtlandLVRGdenotes leverage
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Table5
Pearson’s and Spearman’s correlation matrices of the dependent, independgand control variables

DA OCGI IGC__ BSIZE BIG4 CGCOM GNDR BLKOWN GOVOWN INSOWN FOROWN LNTA ROA___ GROWTH LVRG _
DA 0.007 -0.061" -0.016 -0.018 0.015 -0.001 0.004 -0.011 -0.010 -0.003 0.014 0.278" 0.032 0.060
OCGl 0.039 0.073 0.088" 0.100™ 0.299" 0.086™ -0.007 0.155" 0.015 0.076" 0.347" 0.173" 0.006 -0.077"
IGC -0.047 0.038 0.156" 0.071 -0.048 0.094" -0.039 0.007 -0.028 0.069" 0.181" -0.067°  -0.046 0.162"
BSIZE -0.023  0.046 0.175" 0.252" -0.055 0.013 -0.266™ 0.085" -0.001 0.008 0.391" 0.054 -0.111" -0.032
BIG4 -0.018  0.030 0.071" 0.255" 0.110 0.056 -0.161" 0.062" 0.001 0.020 0.377" 0.098™ -0.077 -0.039
CGCOM -0.003 0.279"  -0.048 -0.057 0.110" 0.022 -0.013 0.048 0.010 0.001 0.092” 0.069" 0.012 -0.177"
GNDR -0.007 0.079"  0.094" 0.006 0.056 0.022 0.054 0.059" -0.050 0.067 0.110 0.045 0.017 0.057
BLKOWN  0.002 0.068" -0.038 -0.272" -0.160™ -0.009 0.051 0.109" 0.226" 0.339" -0.223" -0.128"  0.053 0.094™
GOVOWN -0.027 0.154"  0.007 0.101" 0.067" 0.048 0.059" 0.118" -0.031 0.047 0.154" 0.206"  -0.114" -0.118"
INSOWN 0.006 0.029 -0.043 -0.045 -0.011 0.016 -0.019 0.314" -0.062" -0.029 -0.163" 0.035 -0.036 0.044
FOROWN  0.005 0.072 0.053 -0.044 -0.007 0.019 0.057 0.355" 0.038 -0.150™ 0.140™ 0.005 -0.128" 0.021
LNTA -0.009 0.275"  0.244" 0.441" 0.369" 0.069" 0.113" -0.206" 0.169" -0.187"  0.087" 0.179"  -0.149" 0.044
ROA 0.285" 0.180"  -0.045 0.080™ 0.101" 0.064" 0.057 -0.114™ 0.207" 0.024 -0.041 0.170" -0.197" -0.346™
GROWTH 0.016 -0.006 -0.054 -0.096™ -0.073" -0.004 0.014 0.044 -0.088" -0.043 -0.096™ -0.176" -0.193" -0.043
LVRG 0.090" -0.092" 0.194" -0.009 0.034 -0.193" 0.046 0.084" -0.081" 0.059" 0.046 0.086" -0.355"  -0.055

Notes:thebottom left half of the table presents Pearson’s parametric atioretoefficients, whilst the upper right half of the éaptesents Spearman’s Rparametric correlation coefficienf®A denotes the firatevel
EM practicesOCGI denotes the Omagorporate governance inddxGC denoteslislamicgovernance committeBSIZEdenotes the size of boamlG4 denotes the audit firm sizEGCOMdenotes th@resence of a
corporate governance committé&NDR denotesboard diversity on the basis of gendBE KOWNdenotes block ownershigOVOWNrepresents government ownershigSOWNdenotes institutional ownershig
FOROWNrepresents foreign ownershigNTAdenotes firm sizecROAdenotedirm profitability, GROW™H denotes firm growttandLVRGdenotes leverageThe correlation matrix depicts the strength and sign of
relationship amongst the variables. ***, ** and * denote efattion is significant at the 1%, 5% and 10% level, respsgt
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Table 6
The effects of corporate and | lamic governance mechanisms on corporate earnings managements

Model Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 Model 8
Independent Variable Coeft P-values  Coeff P-values  Coeff P-values Coeff P-values  Coeff P-values Coeff P-values Coeft P-values Coeff P-values
OCaGl -0.0005 0.0749 -0.0004 0.0800 - - - - -0.0004 0.0919 -0.0003 0.0237" -0.0002 0.6570 -0.0003 0.1603
IGC -0.0601 0.0012" - - -0.0613  0.0011" - - -0.0603 0.031%3 -0.0627 0.0250" -0.0622 0.0277 -0.0601 0.0323
BSIZE 0.0175 0.2158 - - - - 0.0130 0.3522 0.0175 0.2343 0.0167 0.2530 0.0167 0.2605 0.0165 0.2623
BIG4 -0.0040 0.5758 - - - - -0.0036 0.6146 -0.0039 0.5830 -0.0040 0.5778 -0.0042 0.5604 -0.0042 0.5591
CGCOM 0.0118 0.1695 - - - - 0.0093 0.2759 0.0120 0.1702 0.0115 0.1794 0.0087 0.3096 0.0093 0.2745
GNDR -0.0098 0.2061 - - - - -0.0106 0.1799 -0.0094 0.2328 -0.0100 0.2068 -0.0095 0.2330 -0.0101 0.2048
Control Variables:

BLKOWN 0.0003 0.0508 0.0002 0.1278 0.0003 0.0625 0.0003 0.0358 0.0003 0.0605 0.0003 0.0806 0.0003 0.0437 0.0003 0.0700*
GOVOWN -0.0186 0.0142 -0.0178 0.0171 -0.0188 0.0133 -0.0195 0.0111 -0.0186 0.0133 -0.0190 0.0111 -0.0195 0.0097" -0.0193 0.0099"
INSOWN -0.0003 0.0263 -0.0003 0.0403 -0.0004 0.021%3 -0.0004 0.0165 -0.0004 0.0197 -0.0003 0.0233 -0.0004 0.0119 -0.0003 0.0267
FOROWN -0.0001 0.7016 -0.0001 0.6451 -0.0001 0.6937 -0.0001 0.6535 -0.0001 0.6599 -0.0001 0.6971 -0.0001 0.6452 -0.0001 0.7076
LNTA -0.0042 0.1384 -0.0046 0.0828 -0.0047 0.0687 -0.0060 0.0317 -0.0044 0.1384 -0.0047 0.1096 -0.0054 0.0671 -0.0045 0.1238
ROA 0.4867 0.0000" 0.4806 0.0000” 0.4813 0.0000” 0.4879 0.0000" 0.4856 0.0000” 0.4882 0.0000" 0.4848 0.0000” 0.4891 0.0000™
GROWTH 0.0195 0.0046" 0.0190 0.0057" 0.0188 0.0066" 0.0194 0.0052" 0.0194 0.0047" 0.0193 0.0049" 0.0193 0.0053" 0.0194 0.0049"
LVRG 0.0971 0.0000" 0.0887 0.0000” 0.0944 0.0000™ 0.0944 0.0000" 0.0974 0.0000” 0.0966 0.0000" 0.0994 0.0000” 0.0976 0.0000”
Industry dummies Included Included Included Included Included Included Included Included
Year dummies Included Included Included Included Included Included Included Included
Constant 0.0618 0.2223 0.0988 0.0579 0.0812 0.0946 0.0772 0.1250 0.0536 0.3253 0.0733 0.1799 0.0626 0.2557 0.0671 0.2200
Durbin-Watson Stat 2.0147 2.0153 2.0162 2.0172 2.0150 2.0151 2.0166 2.0155

F- value 8.9868" 10.2196" 10.2998" 9.2323" 8.9489" 9.0367" 8.8487" 8.9164"
Adjusted?? 0.1865 0.1833 0.1846 0.1816 0.1857 0.1874 0.1838 0.1851

No. of observations 1152 1152 1152 1152 1152 1152 1152 1152

Notes OCGI denotes the Omani corporate governance intlB&. denotes Islamic governance committeBSIZ denotesboard size BIG4 denotes audit firm siz&88LKOWN, GOVOWN, INSOWahd FOROWNrepresent block ownershig
government ownership, institutional ownership and fprewnership structures, respectivaliNTAdenotes firm sizd&ROAdenotes firm profitabilityGROWTHdenotes firm growthLVRGdenotes firm leverage. Industry dummies repnéslummy
variables that are used to capture the basic materials sector, consurods gector, consumer service sector, financialosebiealth care sector, industrial sector, utility sectorddaelecommunicationsector. Year dummies represent dum
variables that are used to capture year effects (20011).The asterisk§”, ™, " indicate significance at the 1, 5 and 10% levels, retbpely. Adj.R? denotes adjustel square.F-Stat denotethe F-statistics.
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Table 7

Robustness tests of the effexbf corporate and Islamic governancemechanismson earnings managements

Dependent variable

Model Main Model WeightedOCGI Kothari Model NorHinancial Pre 2003 Post 2003 2SLS

1) () (3) (4) (5) (6) (7)
Independent ff | ff | ff | ff | f | ff | ff |
variable Coeff. P-values Coeff. P-values Coeff. P-values Coeff. P-values Coeff. P-values Coeff. P-values Coeff. P-values
OCGI -0.0005 0.0749 -0.0006 0.0447 -0.0005 0.0844 -0.0009  0.0014" -0.0008  0.1161 -0.0004  0.0950 - -
P_OCGI - - - - - - - - - - - - -0.0302 0.0843
IGC -0.0601 0.0012" -0.0610 0.0009™ -0.0625 0.0007" - - -0.0548 0.0425 -0.0622 0.0417 -0.0549 0.0530
BSIZE 0.0175 0.2158 0.0177 0.2100 0.0155 0.2710 0.0323 0.0393 0.0526 0.0800 0.0116 0.4607 0.0162 0.2715
BIG4 -0.0040 0.5758 -0.0040 0.5719 -0.0046 0.5182 -0.0093 0.1966 0.0035 0.8607 -0.0057 0.4434 -0.0046 0.5167
CGCOM 0.0118 0.1695 0.0118 0.1641 0.0136 0.1120 0.0152 0.1119 0.0074 0.7478 0.0097 0.2518 0.0088 0.3012
GNDR -0.0098  0.2061 -0.0100 0.1978 -0.0090 0.2445 -0.0141 0.1119 -0.0197 0.1977 -0.0071 0.3833 -0.0104 0.1899
Control Variables:
BLKOWN 0.0003 0.0508 0.0003 0.0529 0.0003 0.0694 0.0003 0.0874 0.0001 0.7572 0.0003 0.0497 0.0003 0.0562
GOVOWN -0.0186 0.0147 -0.0186 0.0147 -0.0184 0.0155 -0.0004 0.0782 -0.0061 0.7599 -0.0223 0.0042" -0.0189 0.0118
INSOWN -0.0003 0.0263 -0.0003 0.0251" -0.0003 0.0316 -0.0003 0.1249 0.0001 0.7476 -0.0004 0.0090™ -0.0004 0.0102"
FOROWN -0.0001 0.7016 -0.0001 0.6951 -0.0001 0.7089 -0.0003 0.1452 -0.0004 0.4129 -0.0001 0.5862 -0.0001 0.6541
LNTA -0.0042 0.1384 -0.0044 0.1156 -0.0012 0.6780 0.0003 0.9239 -0.0076 0.2171 -0.0035 0.2618 -0.0050 0.0854
ROA 0.4867 0.0000” 0.4858 0.0000” 0.1836 0.0000” 0.4314 0.0000" 0.3343 0.0014" 0.5007 0.0000™ 0.4880 0.0000™
GROWTH 0.0195 0.0046" 0.0194 0.0047" 0.0207 0.0026" 0.0173 0.0167 0.0204 0.2675 0.0152 0.0389 0.0213 0.0023"
LVRG 0.0971 0.0000” 0.0975 0.0000” 0.0940 0.0000” 0.0846 0.0000" 0.1053 0.0008™ 0.0873 0.0000° 0.0999 0.0000™
Industry dummies Included Included Included Included Included Included Included
Year dummies Included Included Included Included Included Included Included
Constant 0.0618 0.2223 0.0705 0.1629 0.0022 0.9653 -0.0197 0.7560 -0.1725 0.0278 0.0813 0.1517 0.1739 0.0428
Durbin-Watson Sta. 2.0147 2.0147 2.0154 2.0085 1.9998 2.0047 2.0166
F- value 8.9868" 9.0380" 5.3106" 6.0874" 1.7459" 8.3125"" 8.9552"
AdjustedR? 0.1865 0.1874 0.1101 0.1556 0.0869 0.1910 0.1859
No. of observations 1152 1152 1152 859 190 962 1152

Notes OCGI denotes the Omani corporate governance intg& denotes Islamic governance committeBSIZ denotesboard size BIG4 denotes audit firm sizeBLKOWN GOVOWN, INSOWNnd
FOROWNrepresenblock ownershipgovernment ownershjjinstitutionalownershipandforeign ownership structuresespectivelyLNTAdenotes firm sizecROAdenotes firm profitability GROWTHdenotes

firm growth. LVRGdenotes firm leverage. Industry dummies represent dummy variabtearéhused to capture the basic materials sectasue®@r goods sector, consumer service sector, financial sector,
health care sector, industrial sector, utility sector @fetommunicationsector. Year dummies represent dummy variables that are used to gapiussfects (2002011). The asterisk$™, ™, indicate
significance at the 1, 5 and 10% levels, respectively. Rdjenotes adjustefd squareF-Stat denotethe F-statistics.
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