CHAPTER 1

INTRODUCTION \Y~
0
Yv

1.1 Introduction
Corporate Governance (CG) is a dynamic process th Mdergone many
significant developments over the last several decad CCe,'examining the

association between CG mechanisms and earnings ma ent (Ewe primary
Ay

ound @n C ssljeiﬁtheir
fic% this.toic in the

ovides aa‘ou e of this study. Section

purpose of the current study. This chapter provides a
impact on EM practices worldwide, and mo
Palestinian context. Moreover, this chapte

1.2 of this chapter is the background e study; the p m s@‘uent of this study

is discussed in Section 1.3. Then%ectlor%n% &&re objectives and the
el g 3

questions of this current study des the motivations and

nted. Section«.6
significance of this study to_illustrate [M@onducting such research in
Palestine. The main co% ﬁaented in Section 1.7. Section 1.8

represents the stru lﬁ%nd Oth

provided in Section 1.9
% d
% NN
1.2 B% nd of't y é\

.&le end of the previo@htury and the beginning of the twenty-first century,

@dd has awoken to a series of global financial scandals with numerous large
G anies in the United States of America, Europe Union, and some developing

ountries in Southeast Asia and MENA countries, especially Arab Spring countries and

Palestine. For example, Parmalat, Enron, HealthSouth, WorldCom, Xerox, Adelphia,
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Tyco, Qwest, and AIG (Ebaid, 2013; Habbash, 2010; Idris et al., 2018; Lopes, 2018;
Makhlouf, 2017; Zgarni & Fedhila, 2019). There were many reasons behin?!e
crises, including weaknesses in CG systems and issues related to E@tices
(Alghamdi, 2012; Bajra & Cadez, 2017; Kirkpatrick, 2009). Indeed, E nsidered
one of the most critical challenges facing CG mechanisms, which §§ related to the
adverse effects of EM on the quality of financial reporting ( zMOl& Bremer &
Elias, 2007; Jaggi & Tsui, 2007; Saleem et al., 2016). C sur‘aced after these
global financial scandals, these scandals reflecting the e andjth tiss

of CG
5

systems (Alareeni, 2018; Shehata, 2015). The qua d theleffec v¢ne_i§-—p CG

mechanisms applied by the companies can miti e o% ISt ma{i&'lation of
can st.@;gte corporate

rac®(<EM (Leventis &

reported earnings. Conversely, weaknessesﬁ% ec

fraud and corruption and further mo@nagemen
Dimitropoulos, 2012; Thomas CI&)ZOW&WZO 5(\Therefore, this study
focuses on investigating the ro%B chﬂacte istics i(né@moting or reducing EM
practices in the non-financial firmslist ﬂ%g;e @mnge (PEX).

Indeed, matters @tteri“l;cf};ha&ﬁructure (OS), and EM practices
have received sig:@attem" gove@tal bodies, regulators, auditing and
accounting pro@ practi i po@akers, academicians, and the public.

¢
Therefore, i &s?in CG syst sénd(_EJ issues has increased, especially following
NN

the high#prafilercorpar 'gdals i@'éveloped countries such as the United States and
Y-

Eurm&d some developing @ries. During the last two decades, financial distress

@countries has motivated the need for more transparency and credibility for the
a

of protecting the interests of stockholders and stakeholders simultaneously
Abbadi, Hijazi, & Al-Rahahleh, 2016; Aziz, Mohamed, Hasnan, Sulaiman, & Abdul

Aziz, 2017; Fearnley & Beattie, 2004).



Palestine is considered a developing country that needs to enhance its domestic
economy by attracting prospective national investors, potential foreign inw,
lenders, suppliers, and other participants in business sectors. The PEX is @5 dto
a good CG, and it believes that long-term success is linked to its res iBilities and
commitment towards stockholders and stakeholders. As an integral part of its
commitments, its CG structure is in line with the Palestinian_Corperate Governance
Code (PCCQG) that the Palestinian Capital Market Author ’m)'issued in 2009,

which was implemented in the same year. As a compone the twnomy, the
3

Yv

PEX feels that it must strengthen and develop the mechanisms. I’u[&lﬁe}more,

ing a n@?ﬁet that is
atev':? its forma.@:%;EX, 2018).
rm @%ode of corporate

PEX is looking forward to creating a model in

orderly, fair in structure, transparent, and d

Thereby, the findings of this study wi& |pa
governance in Palestine to strength%CG e e\%n?s

wake of the Oslo P emer}t whi h’{/vagigned in 1994. After the Oslo
agreement and th \siblis% X,é&}(l)mic conditions improved due to
advancements i{&ecur' i lon. ib}!'equently, the Palestinian economy has
become an t&me de ine;tk?o{ d@('egtic and foreign investments. Unfortunately,

NN
a few year, r, particu in 1‘@ the region witnessed an increasing level of

T

viol Once again, Israel @tcupied the territories under the control of the
N

the faithfully of financial repor
PEX was established ; ?9 andlbwmr@conomic achievement in the

\Nan Authority and imposed severe restrictions on the movement of Palestinian
eople. As a result, the Palestinian economy began to decline in 2000. A strong belief
xists that political and economic instability negatively affect investor confidence and

weaken the performance of the stock market. So, Palestine provides interesting and
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unique institutional features to justify the study of the relationship between CG and EM
under such an unstable environment. Yv

Indeed, the Palestinian code of corporate governance was impos@isted
companies in November 2009. This Code consists of groups of CG rule?&p on valid
laws and regulations that are operating in Palestine (West Bank antﬁa.z'a Strip). CG
rules in Palestine relate BODs and their committees, owners iwures, quality of
disclosure, the internal audit function, and the characte &f.@'ternal auditing.
PCMA was guided by the governance principles pro ated bwe‘rnational
t (OECD) \l/e@‘gher
nd% iofal |e@€ (PCCG,

f the,éo mechanisms
tect@he stockholder’s

Organization for Economic Cooperation and Devel

governance rules to be implemented at the regi

2009).Furthermore, the Code of Palestine

such as the arrangement of general NED meetings,

rights, corporate executive manage mterna er I,{\dltmg disclosure, and

S
J‘

Transparency (PCCG, 2009).

Q—
\ T
Financial misreportin ed sca Is the late 1990s and the early

years of the 2000s. T Worldlom & qu'talat scandals the most common
d $ &
involvi

scandals in the g@ose Sf é&_managers’ manipulation of financial
reports, aCCO“”WK dardsychei
manipulati nE nings was to ve'rt @eneral expenses to investment expenditures

to gene% e cash flo Worh&)m was an example of such a misapplication of

accmkountlng (Zouari, L@ & Nekhili, 2012).

% is a process of using flexibility in choosing accounting policies and options
al

S, an@agement decisions. Another method of

Q low managers to influence opportunistically reported earnings, causing the
ported income to be greater or smaller than it will be (Zouari et al., 2012). Jaggi and

Tsui (2007) found that managers practiced EM to achieve specific goals such as losses
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avoidance, cover expectations of the market, and avoiding the breaching of debt
contracts. They documented that a high level of EM practices might weaken thev!y
of reported earnings and mislead stakeholders, especially those who are@nary
users of financial reports. The adoption of international accountind'%ards and
auditing standards by the developed countries have failed to provideWh assertions
that financial statements are free from EM practices (Pornupatham, 2006). Indeed, Al-
khabash and Al-Thuneibat (2009) argued that EM practi &.

sev,eral victims, for

instance, investors, whether locals or foreigners, creditors, ewEgulators,
customers, and other potential stakeholders. ¢ I _\‘-}T
Moreover, Chang and Sun (2009) explai ineKstﬁr denrQlWas based
rsigh@o‘gsuch as the
eIop@‘countries. Hence,

CG mechanisms play a vital role in%lraging ?tio s@an economies to attract
S
ofe

on the strength of the capital market associwt vari

mechanisms of CG that have receive ntigh in many

new potential investments, wh e foreignets or Ioon, and provide appropriate

credibility to financial repo }Met

&
rcu and@anian (2008) argued that CG
mechanisms have fun% impe:g on ’M p@tices. However, some academic
- Jfiuén

”——*’:

&
researchers have %that ‘: ce é{-@G varies from country to country
regarding the concentration hip t}éﬁarious other factors. In other words, the
(\ ’ J (?
structure of s owpershi m& [{(} de a vital monitoring tool by affecting the
%v NN
compositio he BO ';elat mmittees. For instance, Wei (2007) confirmed
Y-

thatj&gence in CG pract@between countries attributed to divergence in the

s%x of ownership, which, in turn, enhanced CG systems.
Several prior studies have addressed the financial crisis, political matters, and

Qeir effect on EM and income smoothing as a tool of EM (e.g., Wang 2011; Attia et

al., 2016; Hsiao etal., 2016; Obaidat, 2017; Harymawan & Nowland 2016; Anon 2008;
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Filip & Raffournier 2014: Habib et al., 2013). Wang (2011) has investigated the impact
of the Persian Gulf crisis in 1990 on oil firms that expected increases in earning

accounting accruals to minimize earnings and political sensitivity. He f@ht oil
companies that expected to report profit during the crisis motivated to u@ﬂ&tive DAC

to reduce earnings during the Gulf crisis. Furthermore, Hsiao et al. (2046) investigated

whether US petroleum companies practiced EM during the aMg in 2011. The
r;

results of their study showed that these firms engaged in tice riuring the Arab
Spring. Obaidat (2017) investigated the impact of t oliti Iwn income
3

smoothing behavior in non-financial firms listed on t man Stoc c'aQ{a‘ASE)

during the period 2006-2015. He indicated th rm% acti@lmore EM

during the political crisis periods. \) g
Accordingly, several events avaiaected the rm@%f the companies

listed in PEX that occurred in 2008% as tf@\g,fﬁ?(?n @risis, the devastating
a% e:{?:

war on Gaza that Israel launch % r, as well as restrictions
imposed on the movement*x;th alj ' @ in the West Bank and Gaza
Strip. Consequently, P% rmance wen dol/vmzb'out 16% compared to the results

of 2007 (PEX, 200 ubsequ‘e \‘:h Araé(:v%lutions (Arab Spring), which have
happened in 20®ed \témic *&“MENA countries negatively. Thus, this
current stu %(}es r:ol' caf' irEtgaality as a factor that might influence the
effectiv &G i ing E‘&%ractices in Palestine.

Y-
AJamia (2013) docu@d the economic influences of the Arab Spring on the

e \ohies of MENA countries, especially Palestine. He argued that foreign investors

& from the countries affected by the Arab Spring, such as Egypt, Tunisia, Libya,

yria, and other countries, because of unrest political and economic situation. He also

found that the volume of Palestinian exports notably declined during the Arab Spring
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period. Finally, he recommended that the regulations, law, and PCCG should be updated
and reviewed to provide more protection to foreign investments and attract ad?!ul
local and foreign investors to enter the Palestinian private sector. ('}
The World Bank (2015) said that despite the recorded economﬁ'Nth in the
West Bank in 2014, “the war in Gaza has had a devastating impact op’the Palestinian
economy, resulting in overall negative growth.” Hence, the 1Mmer war shaved
about $460 million off Gaza’s economy, leading to a 15 pe C trac.tion of its GDP.
Overall, the Palestinian economy contracted three percentiin 201 anita basis.
A report of the World Bank in 2017 noted that the su war in 20 ali I:n@-;z\:ere
social and economic consequences and caused ps ofith stini@@conomy.

The annual average of economic growth inw d2 3.4% YZI.('e in 2017, it

declined to 0.7% due to political ter@ween
Moreover, Palestine has a develop@jconomy,\mkwe

operating in an economicall% iti

occupation. Additionally, R % hal
e

a <<and West Bank.

Ez&\s still emerging and

N
bleq(gaion due to the Israeli
&

in 2008, 2012 and 2014 by

the Israeli occupation most Oeva a't'iﬁgsh'r was in the summer of 2014.

d &
Therefore, this political and\f? turgiy in Palestine was one motive for

conducting this.study,%as it i to g@%r’alize its results to neighboring countries
¢

because of t %iron ent id‘ rr@z'ae similar to the Palestinian environment.
{

N
T% usgd..t 'politicmhmrest as a moderator variable between the
oy

_ L%y
rela

ip of CG mechanisms(%"d EM practices to enable a deeper understanding of
N

%Stiﬂi&ﬂ context. The sample size of this study involved all non-financial

ompanies listed on PEX during the period from 2011-2018. Thus, financial companies

ere excepted because of different items in their financial reports. The period of this

study will be split into two periods, the first period reflecting the severe crisis that was
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from 2011 until 2014, and the other period represents the post-severe crisis from 2015

until 2018. Y-

Few studies have been conducted on CG and EM in developing c@& and
Palestine in particular (Abdelkarim & Zuriqi, 2020). Therefore, cond his study

may help in bridging the gap through the results that are reached in thefenvironment of

Palestine, which is considered a developing country with an emir\adiin ursa. Therefore,

o the lack of studies

is s dWrovide an
.y
loping co y.bg@,this

plq< atin%me in the

L N\
tICE!B\In stlne%\
Indeed, effective CG mechaniNa as BOD ract@‘?cs, 0S, and AC

characteristics can mitigate the Ieve@%V\ (Fam \k%en - Jensen & Meckling,
ﬁy N,

1976; Lin & Hwang, 2010). Pri cal evidence of thi{{?ationship has been found

the purpose of this research has two basic dimensions: Fir
on EM in developing countries, especially in Palesti
empirical evidence on EM and CG from Palestine as
research investigates whether the political in

relationship between CG effectiveness and

&
in developed and developin@iesf. 4 d, AI-% r, & Suwaidan, 2012; Alves,
2011; Habbash, Sinde Salam“ Rzg}ﬂrahb etal., 2014; M. Idris et al., 2018;
kan

Peasnell, Pope, & &%200 :

& Ragab, 2014 4Xie etal.,

& .
g.& Rahmat, 2007; Mohamed Soliman

Siarc:%’al., 2018). However, only a few studies

)

@9 their impact on EM practices in Palestine

¢

have addres % CG mech isﬂqs
%A

NN
(Abdel% mef; 4 bdel@m & Zurigi 2020). Furthermore, the first study
X

that sed the relationship l@rleen CG characteristics and EM in Palestine was that
N

o%\lg karim and Amer (2011). The current study addressed the relationship between

he"EM as a dependent variable and CG characteristics as independent variables. It is

erth mention that EM was computed by using Kothari et al. (2005) Model.




Accordingly, this current research is expected to fill the gap in the literature
regarding CG and EM in Palestinian non-financial firms listed on PEX, and thew
of financial information and reports might be improved by unders@ this
phenomenon in the firms listed on PEX. Hassan (2016) reported‘ﬂ*o studies
addressed the influence of the CG and the quality of financial report&?Palestine, in

which CG is still evolving. The current study examined the CG mechanisms (BOD

characteristics, AC characteristics & OS) and their associa EI\,' practices in the

Palestinian non-financial companies listed on PEX to fill*this void. \d

3
The Palestinian business environment has o@haracte isti hz{t &&Q‘i an
entirely appropriate case for this type of resear e S@ the p{lggnt study
examines the effect of different characterisJ: 0., depeu@&i size, CEO
duality, number of meetings, national@ty, and t iste@%f a remuneration
and governance committee); char istics ﬁ?&g. j\@bpendence, size, and

financial expertise) and ownershi

ownership, and foreign ownershi on1 ra 'ces@estine.
p

Interestingly, th%c mmon appr (;DluseH)n prior literature to examine the

nershi ncentration, institutional

s &
association betw;:ﬁ me\c‘;&jﬁs& and éﬂl has examined each characteristic
individually. Rﬂnt om i ' aveéfcized this approach due to a deficiency

¢
in representi eoverall qua d'f ctajr cteristics of CG (Fallatah & Dickins, 2012;
NN

Makhlo% ; Raml ). M&{a)ver, mixed results have been found in studies
Y-

con@on individual char c(%'rétics of CG when using agency theory in explaining

t% ts. Ward et al. (2009) said that individually addressing the characteristics of CG
d lead to disregarding the complementary relationship between the characteristics.

ased on these arguments, this study uses a composite measure for BOD characteristics



and AC characteristics to examine their relationship with the level of EM activities in
the Palestinian context.

BOD in any organization is considered a core internal CG mechani@aims
to make decisions on behalf of stockholders, as well as control avior of
management to align with the interests and expectations of owners andfStakeholders as
well. Consequently, the quality of the BOD lies in several ch EMCS discussed in
this study, namely, the board independence, the size of the &,h: EO-duality, the
frequency of BOD meetings, and the diversity of nationalities a owTembers.
In addition, the existence of a remunerations and go nce committee ta[ﬁm\‘;r‘ove

the quality of the BOD and its ability to moni ge@ us@-t'ribute to

ir@ga& Hoitash,
O

the quality of financial reporting (Chobp% am‘, rah
Hoitash, & Bedard, 2009; AbuSiam e(\ é()ab).
,Q' s primary task is to

AC has an extremely import@ﬁd Vi&”?c
N

monitor the financial and accouni eratﬁns a prov(iid;ézﬁe necessary information

with a high level of credibility to“the T anyis sta ders. (Pincus, Rusbarsky, &
(20

Wong, 1989). Karam

argued that AC cha Qs{istics, f

measure its quality. DeZoort;
fﬁ ‘ 2
AC effectiv amework IG‘ ir@g se considerably if AC characteristics were
NN
studied % . Unlike._ t tudie&entioned, this research examines the effect of

BOD&mteristics and ACc e%éteristics as composite measures on EM in Palestine.

a I-Thuneibat et al. (2016) have
S0 . .
ﬁeﬁdence, financial expertise, and size,

nson(ﬁd Archambeault (2002) also argued that

areh on this topic is a fertile area for conducting further research, especially in
ging markets such as the PEX.
Ownership structure (OS) is considered among the most critical mechanisms of

the CG in the companies listed in stock markets, especially PEX, as an emerging one.

10



The relationship between top management and OS is a critical issue of CG mechanisms.
Several studies addressed the issue of OS; for example, Omran, Bolbol, and FW
(2008) have found that ownership structure is highly concentrated in Ar@lries.
This finding helps to confirm that the concentration of ownership can idered as
a fundamental characteristic of CG in Arab countries to overcome the\veakness of the
legal protection of investors. AbuSiam et al. (2018) s ;f@d'that a further

investigation of the OS variable should include foreign 'nd institutional

ownership as important components of OS. Additionally; als aw‘studying
more than one sector, such as the services sector or o I _\‘-}T
Few studies have been conducted in Palestini at have sse%‘{issues of
ownership (Abdelkarim & Alawneh, 2009;&% ljbaca, ZOJ@Sr;stas, 2017,
Dwaikat & Queiri, 2014; Hassan, Na azi, 2016; tumé&S). According to

\Shigc ntration existed in the

Abdelkarim and Ijbara (2010) sh
N,
40 re@ions in the development

Palestine shareholding compani%h, i
\ &
of CG mechanisms. Simil A elklr' @ (2009) revealed that one of
the most critical issue 0 PEX perfo a‘nmbas the high level of concentrated
4 F &
ownership in the'@ian@ . Thzéalso stated that this phenomenon had
impacted the fa% of ?ativelzﬁ‘*éonsequently, decreasing the confidence
¢
in the PEX. nihg corporat \Aﬁer@}‘i?would be expected to attract more foreign

NN
investht{a, ,in tu‘thLJ';oves t?quality of the CG system. Thereby, this current
kY

study, investigates the impact ownership concentration, foreign ownership, and
K

INsti nal ownership) on EM practices in Palestine.
Q After reviewing previous literature, this study will have been the first study to
mploy political effects as a moderator variable in investigating whether it moderates

the relationship between BOD and AC quality and EM practices. All previous studies
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that have been in Palestine have not examined the effects of political instability in this
kind of research. On the other hand, several prior studies have addressed financi

and political matters and their effects on EM, firm performance, and incow@lhing
in developed and other developing countries (Attia et al., 2016; Byﬁ‘&ossain, &
Mitra, 2007; Filip & Raffournier, 2014; Habib et al., 2013; Hamang, 1998;
Harymawan & Nowland, 2016; Hsiao et al., 2016; Mangena e M Nguyen et al.,

2013; Obaidat, 2017). Nonetheless, none of them has add d oIitifaI instability as

a moderating role, which this study does to bridge the literature gap wgard.
[

D7
4 \/"("

i ports @Sgposed to be

itie@“d businesses for a

1.3 Problem Statement

The accounting information appearing.j{tgl;
the mirror that reflects the true pictur bmpanies
specific period, through which the @Bany’s po\nn?an
the safety of its financial perfor%o thzﬁ all r d patties can take these different
rational decisions, and the i MOnI e pos@is leads to manipulation and

distortion by the man using certai mbth@ and policies in response to the
F 4 $ &
many motives anwres, v' \rea S togsleading the users of this information.
And due to the ipability of a i starég‘ds alone to face management practices in
K ¢ (,)
manipulatin . It was.i erﬁive_tjo search for ways through which to confront
n

NN
the phe% of pro gemu&t\, especially that it did not cause the downfall and

ban@ of many compani@dd what is known as corporate governance has been

@essed and judged on
N

ﬁm that works to reconcile the interests of management with the interests of other

D

elated parties and conciliate between the interests of management and the interests of

ther related parties. Credibility and transparency of financial information.



The investment decisions made by users of the financial statements will be
influenced by the published earnings, which is the strongest component of the fi?ﬂul
statements, in addition to being an indicator of the strength or wealﬁs\sbf the
company's performance (DuCharme et al., 2004; Kazemian & Sanusi, . Shawtari
etal., 2017). For this reason, managers may have an incentive to manipulate the reported
earnings to achieve their desires and self-incentives (Healy & \Wahleny1999; Yen et al.,
2007; Nazir & Afza, 2018). Consequently, the weakness \&n.g G mechanisms
can facilitate this opportunistic process. On the ot and h'aﬁugdo‘bust CG
uct in busi sﬁr@‘zt:ons
ence of CG{n/YEhanisms
nt of tj@?c?al reporting
1., ZétThomas Clarke,

mechanisms in a company can improve professional

and reduce the EM opportunities. In contrast,

may encourage manipulation, corruption, a

of the business (Leventis & Dimitrop%a)ﬂ; Outa
2007; Vafeas, 2005; Zgarni et al., @3 There \h-lsTs @amines the impact of
N

CG mechanisms on EM pract%xten&the e“i0u<</ iterature by new evidence

from Palestine as a developing co tryl N
t

Moreover, the re% M pt‘;

inside and outside ﬁ%ompar
different picturé. co : lepor ('?arnings (AbuSiam, 2015; Beyer et al.,
for e s

2019; Lo, 2 . The appearante é ch;% financial reports led to the bankruptcy of
%, NN
companiés Jiker WorldCo ?nd Eﬂ!a] As a result, many shareholding companies
k3

ollapsed,and lost large sums @ney. Thus, the absence of EM in financial reporting

—

ice ('e' éxe@ingly damaging to many parties

il |
|slez$£be shareholders by showing them a

(]

c \Mct potential local and foreign investors to infuse funds in a country because it
reates a positive image in terms of the safety and reliability of financial reports, which
Itimately leads to a more prosperous and robust economy. As a result, integrity brings

confidence, which is a fundamental requirement for an investment destination.
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According to the above arguments, the present study will expand the literature by
examining the effect of CG characteristics on EM practices in Palestine. Y*

Some financial scandals that arose from some firms listed on PEX, sn.@ijiobal
telecommunication company, Arab Real-estate company, and Arab Cdﬁ* Products
Company. Remarkably, PEX announced the suspension of trading the'shares of Global
Com Communications until its conditions were corrected (PE MThe Palestinian
Economic Portal (PEP) (2016) reported that Global Com. >¥w]ed'in manipulation
actions, including the registration of non-existent assets out ISSqdo‘n. Before
it was listed, the company was evaluated at an amou ater than its iz]e,&é}rxging

to the company's auditor. Likewise, PEX stop ng the's of t@rab Real

ith @fgt rules and

instructions and the lack of quality of‘di cioare as wellwhich @%ituted violations

of shareholders' rights (WAFA, 20 ccordin\h@gar ume ts above, the current

N,
study will extend the Iiterature%yin {he influence @G characteristics on the
practice of EM in Palestine \ LL
yS fferi

Palestine has an ing econ 'narom unprecedented political and
4 ’ &

Estate Corporation due to the company'sSynon ompﬁanc

The Pa% Economi 'plicy -@earch Institute (MAS) documented in a 2016
Y-

repq@ the devastating W@mehed by the Israeli occupation on Gaza Strip in

12, and 2014 resulted in the destruction of the infrastructure, factories, and the
roductivity of the Palestinian economy, in addition to increasing the degree of political
sk to investment decisions (MAS, 2016). The Palestinian unstable Economic and

political environment, weak law enforcement, inefficiency of fiscal and monetary

14



policies to operate and monitor economic activities, direct or indirect restrictions on the
investment climate imposed by the occupation authorities have made inv t
opportunities for companies in Palestine unique and worth to be investigat@ding
CG mechanisms and the extent of their impact on EM in Palestine.

Furthermore, this study will extend extant literature to an underdeyeloped country

with political instability and a weak role of law context by examining‘a new case from
r;ne

Palestine. Given that accounting standards and their flexibi Pf the EM faces,

this study is unique since it provides evidence from re Internati Financial
X

Reporting Standards (IFRS) environment without an ious accounti gﬁn@iting

traditions. Since 1967, Palestine is under full oc Togh tr@ ope@zﬁg banks,
2 . o

the v@‘few that trade
ill @ occupation, the

stock market, investors in securities, or corferations e

in personal transactions. Although t estinian lan

Palestinian Authority (PA) has ga%ome au\OmY' tjﬁ\economic, education,
": y N,
health, and other civil affairs si : Beﬁ)re that, mo aatia reporting for businesses

and corporations in Palestigg_sin thj as de@ for such services. Even the
enti

Israeli income tax collecti S base }/lombjgments and refused any reports.

I
Accordingly, acco rﬁq&and \atﬁ';pg-¥%were absent. The 1990s saw many
banks and othj\ganie 0 o@fe in Palestine. Furthermore, the PNA
established %stin E;ch ge' (Pé)‘(? in 1997 and the Palestine Capital Market
Authori@) i’ 200 hese@ establishments require all listed companies to

useQRS in preparing fin@ statements and require auditors to use the ISA in

\lﬁgthese statements without any previous accounting and auditing traditions.
: Moreover, the World Bank had earlier conducted a survey in Palestine that
dicated that 45% of the respondents noted that political instability was the biggest

obstacle affecting the investment climate and doing business in the West Bank and Gaza

jab)
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Strip. Also, they found that Palestinian companies did not adequately follow CG

principles promulgated by regulatory and supervisory bodies (World Bank, ]

=

Based on the facts mentioned above, Palestine is considered a unique env@}nt fo
studying CG system effectiveness in such an environment and the imp G on the
practice of EM. Y'

In fact, since the PCCG was launched in 2009, there remains’a weak level of
compliance for listed companies to implement the code’s xy' particularly for
non-financial companies (Anastas, 2017). PEX (2016) rted aWti banking

and financial service sector adheres to a good

Yw
of compli c' f{-}ode’s
su,%' n b(hgl'f of the
stirﬁTn ks’ adér:l{;trative and

financial operations. Conversely, the m&ector wa Iea@ﬁmpliam with the

rules of CG in Palestine, as docur@gﬁi in wm ,@a:ause few studies in
N,
Palestine show the extent of c%‘ commitment to&;@G rules, Anastas (2017)

suggested that it was neces Man' e ten'@e commitment of companies
ta

listed in PEX to PCC% te i}s reco ménd&bns and conduct comprehensive

recommendations because of direct and conti

Palestinian Monetary Authority (PMA)

s

&
reviews to make i"%eeffecti S as (gﬂ has addressed only service sectors,
S0, the current sud{ exa? 'effeCé:éf’CG attributes on EM in the non-financial

¢
companies vfes(-ji(r;austries, and investments sector. Thus, this
% NN
study pr@te, hat igVestigating ths@G separately may contribute to the improvement
Y-
of C&&acteristics. 2V
S
%\Ence, this study is different from others as it will address political effects by

oying it as a moderating in the association between EM and CG, and this will be a

ontribution to fills the gap in the literature. This focus will create a better understanding

of the relationships among the variables under review. This study fills a literature gap
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by focusing on CG in an emerging market with a volatile economy like Palestine that

lacks this type of literature. Also, it will improve the image of the Palestinian e?ﬂy

as a unique case operating under political and economic unrest at the @ and

international levels, which will help to achieve preferences for co ies that are

committed to the rules of CG. Q
1.4 Objectives of the Study z '

This study aimed to fill the gap in the existing bo kno ewerning the

L 2
ctising EM, This &@Ysed

S t% effectiveness of
was\to study the.@p‘;;t of CG on

ela@wip between CG
effectiveness and EM in Palestine. ﬁgyecific o\(:ﬁ\%s 0:
Se

1. Examine the impact gb isti i Qcﬁ?

mechanisms of CG and their relations with the level

individual mechanisms of CG and composite

CG. Therefore, the main objective of this n@

EM and determine whether politica tabaty moder.

characteristics:(sizeymeetings, independence,

bard nationality diversity, thj stenge of@weraﬂon and governance
i E

committee, ty), onlEM practi Palestine.
4 ’ &

2. Investig e impa<it aracteristics (AC size, independence, and

finaneial expertis praca'géfin Palestine.
o !
&ampa of O (o&n s‘.ﬁ?p concentration, institutional ownership,

N
% n owfershi ’pn E@actices in Palestine.
b 9

43, Study the impact of quality on EM practice in Palestine.
&30

\ Investigate the impact of AC quality on EM practice in Palestine.

Q 6. Study the impact of political instability on the level of EM practice in
Palestine.
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7. Determine whether political instability moderates the relationship between

CG effectiveness (BOD quality and AC quality) and EM practices in?

Palestine. (}
1.5 Research Questions Q

Considering the above objectives, the study seeks to ans&er following seven

1. What is the impact of BOD characteristics (B ize, ew‘

e of remuneratign @
pr% i Iestk?'
of,AC (A‘Cs indep@dence and
financial expertise) on EM @in Palesti k

3. What the is impact of O ershlp c\nga' n/\'%tltutlonal ownership,

questions:

independence, nationality diversity, the exi

governance committee, CEO duality

2. What is the impact of characteris

and foreign ownersh r&tlce ncPaIe

4. What is the impa DI y EM |ces in Palestine?
AC

5. What is the % M E ctices in Palestine?

pact ofl msta 0 the level of EM practice in
7. D egﬁ)

iveness.(B qualr&}nd AC quality) and EM practices in Palestine?

tical nst bi ty;noe_e/r e the relationship between CG
\

/Jz

erational Definitions

1%
0 The key terms of this study are defined in the following table:
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Table 1.1: The Operational Definitions

Term Definition
Palestine The area is also known as the Holy Land and is sacred among
Jews, Christians, and Muslims. Palestine is in the eastern
Mediterranean region occupied by Israel since 1948. The
Palestinian territories are in the Gaza Strip (along the
Mediterranean coast) and the West Bank (the western region of
the Jordan River).

Political Instability Is the occurrence of political unrest or violence in society,
such as assassinations, demonstrations, and wars, for
example, the wars between the Palestinians and Israel as
the occupying power, and most notably in the last decade
are the wars of 2012 and 2014. This study measures the
political instability as a dummy variable denoted that this
study will be assigned “1” for the years from 2011 to 2014
and “0” for the years 2015 to 2018.

Earnings Management  Many accounting rules and standards enable the management
of a business to make decisions in accordance with these
principles. EM takes advantage of the implementation of
accounting principles and produces financial statements that
inflate or deflate reported earnings, Fischer and Rosenzweig
(1995) define EM as referencing to the conducts of a manager
that increase (decrease) the reported earnings of the firm for
which the manager is responsible without generating a
corresponding increase (decrease) in the long-term corporate
profitability of the firm.

Corporate Governance It is the system of regulations, policies, and procedures by
which a corporation is governed and regulated. CG
basically includes balancing the needs of the many
stakeholders of a business, such as shareholders, senior
managers, consumers, suppliers, financiers, the
government, and the society. The Cadbury Committee
describes CG as a collection of rules regulating the
relationships between shareholders, board of officers,
directors, lenders, creditors, auditors, governments, staff,
and other stakeholders. This study focuses on the
characteristics of BOD, AC, and ownerships as a CG
Mechanisms.

1".7-‘-_-.'_':-'_T-he Scope of the Study

% As mentioned in the sections above, current study is limited to Palestine Exchange

é’mong selected listed companies classified under non-financial sector between the

period from 2011 to 20118. Therefore, the CG variables (BOD characteristics, AC, OS)

19



do concern that BOD meetings, BOD remuneration committee, BOD size, BOD
independence, BOD nationality, CEO duality, AC size, AC independence, AC fi fal
experience, ownership concentration, institutional ownership, and foreigr@}ship.
Furthermore, independent variables embrace BOD and AC quality ggregate
index, while the moderating variable is political instability. Regardingthe EM proxy,
performance, this study focuses on discretionary accruals calculatedwby Kothari et al.
(2005) Model. In this study, chapter two elaborated the o &E G situation and
EM of the neighboring countries to Palestine. these countries a ,Mhic‘r%live
under weak political instability because of Syrian %&bano suffe nd fr \Israel
and instable government, and Syria suffers fro pringfa tinu@? fighting.
Furthermore, many studies from Africa w&é’g: 1 \opiré’;gothesis and
results interpretations sections. In gew' research IS a@ﬁas contributed to
the body of CG and EM knowledgﬁ%dying \m%

N,
unique political instability and wi con(ﬂnic. 4 Qc_')

Several moti&mg
unique political geconomi
this study to s@e:

in Palestine. Abdelk :i%?/and Amer (2011) have argued that no research has

b%knducted in Palestine that has addressed CG factors and their relationship with
S

practi

imilarly, Abdelkarim and Zurigi (2020) documented that there is a severe lack of
terature addressing CG and EM in Palestine, and they also argued that only one study

had been made in Palestine regarding the issues of CG and EM, which is the study of
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Abdelkarim and Amer (2011). Hence, the current study aims to address the relationship
between CG and EM by providing new empirical evidence from the PaIestiniT—
financial companies listed in PEX to fill the gap in this extremely important issue
Second, the various financial, political, and economic crises, ¢ e failure,
and bankruptcy in many developed and developing countries e led to the
development of CG mechanisms. However, the Palestinian economy’is distinguished
by its own characteristics, as it suffers from a series mir,g political and
economic crises. Indeed, the performance of the compantes,listedfon ‘has been
negatively affected by several events that occurred in ,such ast Ioba_l{%‘zr:cial

crisis and the devastating war on Gaza Iaunchev Is% tior:\i$.§008 and
d 2014 (

later by Israeli military operations in 2012 E\E , 2018). Y,~the3e crises

formed an incentive for the regulat odies to im

nt @%es of economic

legislations and reforms, to strengt accoun\rﬁt an @sparency system. The

N,
PCCG was established in ZOOQéntairﬁ set qrulgo enhance the role of the
BOD, ACs, and OS of liste mlistr!ﬁzgélestine.
Moreover, studi cted in 20 by\b Palestinian Economic Policy
4 &
Research Institutw, 2(@ e W Bank (2015) documented that the
devastating wars, launehed aeli @f}ation of the Gaza Strip in 2008, 2009,

\ :
2012, and E(hestr ed t !Rfrétacture and factories and reduced of the
t h

NN
productiyi e Palestini econtRy, as well as heightened the degree of political

riskﬂ&e investment environ@#‘t and investment decisions. Because of these crises,

N
@tiveness of CG in Palestine must be under scrutiny, and it is imperative to study
G ole of CG mechanisms and their influence in mitigating EM practices in Palestine.
Third, the main objective of this study was to examine the relationship between

CG mechanisms and EM practices in the non-financial companies listed on PEX,
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mainly because most prior studies that have been conducted in Palestine did not address
the association between EM and CG. For example, most recent studies such asw
et al. (2018) have addressed the CG and disclosure quality, and other \have
addressed the issues of CG mechanisms and firm financial and marl@&formance
(e.g., Ghanem & Darweesh, 2017; Kutum, 2015; Dwaikat & Queiw; Hassan et
al., 2016). Thus, this study addresses the issues of CG and @Gnship with EM
l
Fourth, the listed Palestinian non-financial compahies co tiw 70% of
ange. Furt 4re_x€h}‘€are

du% ces, @Estments)
i i Vzlhi'sted on the

practices to fill the literature gap in the Palestinian context:

the total number of companies listed on the Palestine

five sectors listed in PEX, three of the five se

are investigated in this study, representin

PEX. The remaining two sectors, wh

excluded. The other reason for cho non- ina\kﬁ&m |,\ t the codes of CG of
financial companies are more s%ted ﬁ’m CCE(@Hd clear differences exist

between the financial state non'f' nc If|r the financial firms. Finally,

the models for detectiw non- f%} hl’ re different from those used in
financial firms. \ j

Fifth, mo@us S \Qhav n conducted in Palestine have addressed
the CG issu %ing I|m|t pe'rloe:?e three to five years, for example, Ghanem
and Da Q’kmn{

t 2015§Ebwa|kat Queiri (2014), and Hassan et al. (2016).

Fur re, some of these periods were before the issuance of the code in 2009, while
(03¢
t s were after 2009. Thus, the value of this research is by using the time series

2011 to 2018 to cover a wide range of time as many events happened over a long

eriod. Also, this research addresses the adequacy of CG mechanisms to strengthen the
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results and could be generalizable to the other neighboring countries, which may have
the same circumstances. Yv

Finally, few studies have been investigated the unrest political sitL(t_'@B the
relationship between the Arab Spring crisis and financial crises with ﬂkd income
smoothing. For example, these include Wang (2011), Attia et al. (WHsiao et al.
(2016), Obaidat (2017), Anon (2008), Filip and Raffournier (201 nd Habib et al.
(2013). Palestine offers a unique case with continuous unr %:

ticrl and economic

environments. Anastas (2017) documented that the™iavestmen nment in

Palestine is characterized by a high degree of econo d political i

Kutum (2015) argued that the Palestiw S Iisx EX n@:;higher level

of regulations to strengthen the CG %ns. He a det@i Palestine needs

more a more robust capital market @'rance co\ﬁawce j{@‘rhe corporate code by

N,
the listed firms. Thus, the potenti ts oﬂ)oliti eeven@ influencing the CG and

may lead to the weakening of regulatory bodiesy rol ingft

-

&
its relationship with EM r. mn \T ratign of \@ther political effects play a
moderating role in the %‘1 ip be} een ;t@&chanisms and EM practices.

&
NAT &
1.9 Research{£ontributi | O

¢
This tei%tend the e tiﬂ‘g iterature in underdeveloped states characterized
Lin

NN
by politica bility’and a'weak rd;hor the Law through exploring a new case study

fror@tine. Hence, this re@h uniquely contributes to CG and EM literature for
S Sheasons, as follow:

: First, previous studies have suggested that severe political instability adversely
p

acts the effectiveness of CG mechanisms and OS (Mangena et al., 2012). They also

have suggested that further research should be address about the relationship between

23



CG mechanisms and EM under the political instability, and political theory should be
used to capture the political situation effectively. Hence, this study extends the

CG and EM literature through whether political instability moderate the@}]ship
between the quality of BOD and AC, and EM. Besides contributing t y theory,
this study contributes to prior literature by using political theory. MCW, the results
of this study can be generalized to the other developing countrieSithat have similar
political instability with Palestine, such as the Arab Spri ms'(Yemen, Syria,
Irag, Lydia, Egypt & Bahrain). The results of this study mdicate aw‘financial
, and | pr i*er{%z;uld
sti% ing&h?éxtent to
EXqind MA @g;orm PCCG
effectively to be able to constrain EV\@ES, as we inc@‘?ﬁg the quality of

A

financial reports to boost the confidﬁgﬁm PE \T A

N,
Second, to the best of th%her' knowledge, (tgé?urrent study may be the

first to study the influence %\hiGar(I stics on E mprehensively in Palestine.
This study uses a nev% ata#ﬂvh@hent of Palestine that reflects a
ng

statements, stakeholders, investors, policymakers,

consider the surrounding political environmenty

which companies practice EM. This will%help

‘w7’ &

different feature t ill helpl i light on the different institutional

aspects of emerging countri 4 this@ﬁy seeks to bridge this gap by examining
¢
the impact gghara eristi oﬂ' E@.?bnce, the results of this study may also be
NN
valid f% niesln.oo‘\J:‘,eme ng countries that have similar situations as the
p m;—ﬁp | N
a environment.
S

ird, Alareeni and Aljuaidi (2014) reported that utilizing the Modified Jones
el in detecting the magnitude of the discretionary accruals (DAC) is ineffective in
e Palestinian context. Accordingly, this current study used the Modified Jones Model

which has been developed by Kothari et al. (2005) in computing the magnitude of DAC

24



as the proxy of EM. To the best knowledge of the researcher, the current research is the
first attempt to employ the Kothari et al. (2005) model in detecting DAC accrualYme
Palestinian non-financial companies listed on PEX. ('}
Fourth, this study adds to the CG and EM literature by examining&variables
that have not been tested in prior studies in the Palestinian context. These new variables

are BOD and AC quality, BOD nationality diversity, the existence of¥femuneration and

governance committee, foreign ownership, and instit a owr]ership. Indeed,

iidual hWics of the
X
d AC ¢ cle@ as a
detefmining’ wheth they are
. S\T
Fifth, these results of this studywajl for reg rs, [@l’ﬁ‘ymakers, current

and potential local or foreign inveslﬁgjcademlc\ﬁe% f g@\esearchers, and other

N,
interested parties involved in L%by p?ovidi dhe@h remarkable indicators
regarding the type of contn@;ckTM echanisms that will protect
their interests such as% acteristics o Bb@d AC. For example, this study

4 F &
provides outcomesl,que b@ the g«nators and policymakers in Palestine

by assessing th% of anis@ restricting EM activities and assessing
¢

the existing n the Palestini cﬁ'm a(n'i%s. The outcomes of this study will motivate

NN
the poli% s andfregu ?rs to a&mprehensive understanding of agency conflicts

AN MR g | .
in P. ian companies Ilst@herefore, they will be able to strengthen existing

r% ns and policies to overcome agency conflicts, which controlling stockholders
ave ¢

previous studies have empirically linked EM with the i

BOD, AC and OS. The current study examines the an
composite measure to capture their combined

associated with EM for companies listed on'the P

6 aused and mitigating the EM activities.
Finally, this study provides valuable insights into the interactions between the

BOD and AC quality and the degree of political uncertainty. The results of this current
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study may help regulators and policymakers in Palestine, along with their counterparts
in other countries with similar environmental features, to review and update C

to ensure that the best controls are achieved, thereby attracting more@h and

domestic investments. *

1.10 The Outlines of the Thesis
This study consists of six chapters. Chapter one dis ze barkground of the

study, the problem of statement and research questi rese rc‘T’M,thives, and

@
ides anjoverview O_KC&Y' and

me% roun{/‘ﬁ;e world,

i relaﬁd t0"€G, m@ggi.sms of CG,
and EM. \% é

Chapter three provides EM z@ons, typ\ngm qQ f measurements and

S
then explains the mechanisms% Furﬂerm ;uchapg" four presents the study
w%jo:

conceptual framework and_the e\:ll @theses, discusses research
methodology, research% riable meas eﬂen@nd data analysis techniques.

4

icical s

£
Chapter five ﬁ@]ts tI'Ie

gyand findings. Finally, chapter six
presents an Owervi of

dy @/the implications of the study and
'
recommendations. 'So, this stu e{te@%e literature by presenting further evidence
% NN
that CC% nisms .ho figniﬁlgﬁt power in mitigating EM practices in the
L 9

Palwmu context. Table 1.2 jHuStrated the outlines and chapters’ titles of this study.
i

research significance and motivations. Chapter two

most prominent definitions and discusses the
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Table 1.2: The Thesis Outline

Chapter The Chapter Title
Chapter One Introduction \z
Chapter Two An Overview of Corporate Governance (,)
Chapter Three Literature Review s
Chapter Four Research Hypotheses and Methodology
Chapter Five Results and Discussions Y'
Chapter Six Conclusion and RecommendationN
1.11 Chapter Summary : '
This study examines the impact of CG mechanisms e practic M in_non-

- o . . . J >
financial companies listed on PEX. This chapter r ed'the importance fQéZmd its
quality in reducing corporate failure and bankru dth )f;e heirvbf}t;ibutions

to the quality of financial reports and reﬁ M p??ictice More@acifically, the

main purpose of conducting this stud examine relaship between CG

mechanisms and EM in Palestinia ‘jnancm;ie
)

main reason for choosing Pale\ e thesubje f‘fes@h was its unstable political

B
and economic situation, wthvide an appropriate-climate for conducting this type
|

of study. This chapter % d the QJ azez’gt and the research gaps that this

study intends to b@ clar‘fies\m thro@‘ﬁe research objectives and answering

its questions dM’ 2 the_comt
q ¢
ctia i

academic, q , theoretica anq\(gpofessional contributions to enrich previous
studies% ield.‘ @IIO\A@? chapter, an overview of CG in developed and

devA companies will benp@sented. Furthermore, the situation of CG and political
instabi

;ghty in Palestine also will be elaborated in detail.

@ on PEX. Indeed, the
c,)

Ppterg._, his research looks to achieve multiple
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