CHAPTER 3

LITERATURE REVIEW (ﬁ\
3.1 Introduction Q

The previous two chapters have drawn the outlines of th WS of this present
study, namely, an introduction to the research and an over G. "he questions of

the current study have been identified according to the préblem state d research

test the hypothes _é—}f this

rpm rres@d on the
: The@ this chapter

eC 4<echanisms (BOD

objectives to fill the research gaps. Hence, to devel

study, it is necessary to discuss the most rele
conceptual framework and review the mostyelevant li

reviews the prior literature most rela\za |mpact

characteristics, AC characteristics, S) and S 'Ishe chapter presents an

overview of political instablllty re |tg1 nfluence o <'zd’iaelatlonshlp between CG

quality and EM practices. he ruc]r is cha is as follows.
sc

The theoretical d of n‘t is presented in Section 3.2. In

Section 3.3, the lite Q&mosm G nlsms and EM is discussed in detail.

EM definitions and ement are presented in Section 3.4. An
overview (@mcal nstabilit nt}bgnomlc situation in Palestine is illustrated in
detall ingSection 3.5. Secti .6 eI ates on the benefits of the panel data approach,
Wh| tion 3 7 presents a s@éry of this chapter.

65 Theoretical Background
This section elaborates on the underpinning theories of the CG and their

relationship with EM. A review of the prior literature indicates that most related prior
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studies have used several theoretical frameworks to analyze the association between the
characteristics of CG and the magnitude of EM. The leading theory used to w
these relationships is agency theory, which is widely used in this type of %& On
the other hand, political theory will also be used in this current study. theory is

addressed to explain the influence of the political instability on the"EM practices.

Moreover, the political theory is used beside the agency theory, tcwin the effects of

political instability on the relationship between BOD and ity al'ld EM practices.
N
3.2.1  Agency Theory J _\‘-}
The most widely used theory on the topic anc@ ncy.théory, and a

large number of researchers in academic fi such as

WX
smené}nd sociology,
mar@%\g have utilized it

economics, business administration, a nting, finance,

(Clarke, 2004). Well-known scholaQ&th)century \okMA
rle

S
who shed light on the agency. S. Ig'e M%f}s (1932) elaborated upon

Smith’s perceptions, but @n
articulation of the ag% :

contractual relationshi betweer
in

and another peﬂ 0
¢

appointed t age the'day-t af o&%&%ons of a company and perform services on

"
behalf % interests._of#the prinbals. Hence, the agency theory explains the
A Y |
rela ip between owners ncg‘rfm management (Al-Shammari & Al-Sultan, 2009).

% garding to the Islamic perspective of agency theory, Quran (the holy book of

m'\§nith was the first one

o

(29 presented the first detailed

B o
V|du$wmore called as the principal (owner)

'e ag@jg((manager). In this context, an agent is

uslims in all over the world) and Sunnah of Prophet Mohammed SAW have

I
uidelines of the relationship between people to people, Business to business, buyer to

buyer, buyer to seller, seller to seller, and other parts to organize these relations to
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reduce conflicts and end it. So, the perceptions of conventional and classical agency
theory are in the line with the perspectives of Islamic agency theory. Hence

is a noun derived from the word Wakalah, which has several meanings, on@ch IS
to execute a duty on behalf of another. Wakalah is a contract in whrm/luwakkrl
(principal) appoints a party to serve as his Wakil (agent) to carry ouRr?rssion on his
behalf (Khalid & Sarea, 2020). Islamic agency theory urges pa nworactice respect,
gratitude, patience, tolerance, and belief not only in econ y:rd / outcome as in

traditional stewardship theory but also in spiritual rewar ing frwrpulatron

and evasion, in contradiction to Islamic teachings, s be avpide ni @'ed as

and f@v‘:he practices
S (@ﬁ’d & Sarea, 2020).

S anager cannot fully
N

access the agent's information; tlon asymmetry (\rzif‘}]ot occur when the two
parties are on good terms WI*G}ThT Wst must provide the managers'
best interest. Both par(% e that God i ’u

4
be responsible for in th@ her i both of their actions and decisions
i

much as possible.

Islamic agency theory uses the Qur’ an\\dy ith uwde i

of economic relations in financial and -;rnacral institUti

Information inconsistency exacerba agency %n

‘I re and that all their actions will

must comply therobli aithf ndertaken as stipulated in the agency

!
contract (K are 202 "

T% y thebr: }ocus&n the problems that are related to stockholders
and m&ers One critical qu& ralsed was the conflict in the interests and benefits

b stockholders and the managers (Jensen & Meckling, 1976). McGuigan et al.

:2 6) argued that agency problems would be clearly appear when the interest of
0

ckholders and managers are incompatible. For example, the primary goal of

stockholders is to inflate the profit to maximize their wealth. However, sometimes a
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deep conflict will occur between managers and the stockholders because of this goal.
This divergence between ownership and corporate management generates wm
conflicts between managers and owners, which results in costs connected w(%ﬂvmg
these conflicts (Jensen & Meckling, 1976). In other words, an agency appears
when principals force managers to maximize the wealth of the er s instead of
acting in the self-interest of managers.

Based on the agency theory, managers are usually m Krne,i with their self-

interests rather than the interests of stockholders. Fortinstance, s may be
motivated to buy luxurious offices and other lavish and prop orﬁp@mns
while the stockholders pay all the costs. Ho w er tecr\&-érests by

i 2012@%;ncy theory
nﬁ@"hat managers will

creating appropriate motivations for the ge (Alg{1a

proposed several mechanisms that ouwamploye

seek to fulfil the best results thatare atible \quTm

(La Porta et al., 1997)
<</
Jensen and Meckling 7 avelsuggested tha s%tam agency costs are incurred

in reducing agency confli hey sa l t de@tosts comprise monitoring cost,
d o
. \h{o ing ¢

h
g égryare related to hiring an appropriate

rg of other stakeholders

manager or ext cont@ﬁe behavior of top management. Another

eg??racting process to guarantee that the agents

cost is the bonding cost relatedto !ﬁe
\
make r%kemsm‘h t 'yvill @ort the stockholder’s wealth. A third cost is a
resim)ss which is the @'(cy loss associated with the imbalance between
itoring and bonding costs.
: This study focuses on the monitoring roles of BOD, AC, and OS as a mechanism
a

t mitigates agency conflicts, which, in turn, leads to constraining the EM level. The

BOD acts on behalf of the stockholders and represents their interests through overseeing
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managerial functions. In this context, Zahra and Pearce (1989) have argued that agency
theory is the most comprehensive theory that clarifies the duties of the Bw
highlights the importance of their controlling role. Consistent with this t@-lung
(1998) has also argued that agency theory is a convincing theory fo%ining the
monitoring role of the BOD. Y'
Furthermore, prior literature is motivated by the propo 'tWt, if the agency
problems between owners and managers are correctly m y:ﬁ'm will perform
better and be more efficient (Reddy, Locke, & Scrimge 201 ).M‘r, agency
theory has posited that several mechanisms should b d to provi eiul&‘-rb\dt are
consistent with the interests of stockholders and+ th@ ce o@mpanies,

which, in turn, reduces agency conflicts in W eswﬁLa ta et a@g;?).

Typically, CG characteristics aré'di |dainto two -kno@“bategories, which
are internal and external characteris&;jntern@b%h%ac piéﬁ'cs contain AC, BOD,
N,
and OS, while the external mec%com rise emal((ml}(a?t attributes (Reddy et al.,
2010). In this regard, this \f&usel intarnal @nechanisms, which are BOD
characteristics, OS, a characteristics. dre@?, the current study will employ
4 ’ &
iatien betw

agency theory to explain the asi G mechanisms and EM practices.

In the con{ gen : stoe%dlders can construct monitoring systems

¢

from variou %ctive .Fam nﬂ' Jer(j;R (1983) have suggested that any such system
% NN
should % to sep anag!&nt decisions from controlling the decision to
X

elimi agency costs. Core @(1999) proposed that weaker CG mechanisms lead

t%o significant agency issues. Therefore, a more robust CG system can limit the
rivile

ges of the top management, which ignores the best interests of stockholders,

ereby decreasing the agency costs. Similarly, a large number of previous studies such
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as Williamson (1988), Fama and Jensen (1983), and Fama (1980) have argued that
effective CG mechanisms might mitigate opportunistic managerial behavior. Y*

Furthermore, agency theory has suggested that CG mechanisms S%\BOD
characteristics, AC characteristics, and OS play a vital role in enhdéq financial
reporting quality and firm performance (Alghamdi, 2012). ConsequerR?gency theory
has expected that the BOD might improve the integrity of finaneial reporting by
monitoring top management (Peasnell et al., 2005). In ter ttl]e agency theory

perspective proposes that the critical roles of AC are to itor the quality of financial

| N
reports and prevent fraudulent actions of accou statemen WGL&QOOZ).
Additionally, based on the theory, greater own?ig a aS\sfst in e\nBE\'ncing its

mentoring function (Yen et al., 2007). W 4

The BOD quality is considered a% tial mechani tr@’my reduce agency

problems. Agency theory has focuﬁﬁ the sev\f*sh$ra gris ics of the BOD (size,

S,
meetings, independence, CE i Bcﬁ) diversity, the BOD committees).
&

Moreover, this theory also %he i rtance of§\ing independent directors to
z).

the BOD (Makhlouf et%t ACC‘('J ing o}tﬁe@ts of agency theory, independent

directors are more Wle th:in N epe@ ones when it comes to monitoring
companies (Far@sen,
¢

to make credible, dbjective, a u‘biﬁg? judgments on a firm’s financial decisions,

NN
which, % increds ',qualié\and faithfully of financial reports. The agency
them&spective has sugges ed:gfat BOD independence will increase by the existence

o§\@ner proportion of outside members on the BOD (Abed et al., 2012).

>

urt%@\(vre, independent directors are motivated

Q Similarly, Uwuigbe et al. (2014) and Waweru and Prot (2018) found an inverse
ssociation between BOD non-executive directors and EM practices. That means the

more independent directors lead to a lower level of EM. This finding was consistent
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with the results in previous studies (e.g., Fama, 1983; Fama & Jensen, 1983; Johnson,
Daily, & Ellstrand, 1996; Peasnell et al., 2005; Shah, Butt, & Hasan, 2009)Vse
studies have found that the more independent directors on the BOD Iead@}more
effective monitoring of management actions and behaviors. Hence, ﬂ&esence of
independent directors can increase the transparency of financial “€porting, boost
disclosure practices, and lead to a more effective BOD (Armstrong etal., 2014 & Saona,
Muro, & Alvarado, 2019). Several studies have found t %;i s whose BODs
were managed by outsiders are more likely to be in a er p itwgnitor the
retion thanfirms t[‘é—\gr‘z;not
@ hleyefal., 2007;
agency ry, S@@;it al. (2019)

observed that the higher participationW' e directo e I@the level of EM.
b ;@ﬁn their opinions than

They demonstrated that the indeperﬁsdirectors\ie
N,
internal directors because of t per&)nal i terest('(/ e company. As a result,

uninterested outside directo }more[ y to'stifle m{kﬁgerial opportunism and EM.

financial transactions of firms and mitigate manageria

managed by outsiders (Cornett et al., 2008; Ja

Turegun, 2018). Consistent with the persp

—Q

<

Moreover, fro chy theory erépe&ﬁye, a larger BOD size leads to
4 ’ &
reducing agency problems (G@L Olcg.bles, 2011; Alareeni, 2018), and BOD
members shouldyhave'suffici ationcig%’experience to strengthen the monitoring
’ J (m
function ansI Curately; asse ménaQS ent actions. Based on the agency theory
perspective

v

positi f chairperson and E@éosition have to be separated. They also stated that a
N

%\th dual or more powers could easily engage in EM to accomplish personal
incent

ives.

"
man@a Famed@'l (2006) assumed to create an effective CG, the
C

Agency theory forecasts that lower levels of insider ownership imply a poor

alignment of interests between management and stockholders (Jensen & Meckling,
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1976). That is, managers with little ownership may have more motivation to manage
accounting items for the sake of increasing earnings-based compensation, com

contractual constraints, or avoid debt covenants (Healy, 1985). Insider ox@z is a
way to restrict the opportunistic behavior of managers, and thereby,ﬂ'&ationship
between insider ownership and the level of DAC is predicted to be assoeiated negatively

(Warfield et al., 1995). On the other hand, Cornett et al. (200 &Mt high levels of

insider ownership might motivate insiders to make value-maximizing decisions, leading

D

to an increase in EM. In fact, Jensen and Meckling (19 uedjtha er level of
3

ownership concentration could minimize agency pr s by reduci 4ge \costs

d m@ers.
Indeed, the internal mechanisms of C% O séﬁ.the external

and mitigating the imbalance between the inter

mechanism of CG (e.g., external audit'quali ind Qdently. However,
they interact with each other to ir@?ce the % 0 @tial reporting results
(Sharmaet al., 2011). Addition gen& at a high level of insider

ownership leads to a better, CG te], ichyals s a high financial reporting

quality (Ballesta & C% eca, ‘2' 05). oﬁsis@ﬂ with the agency perspective,
Warfield et al. %&we
adverse association E v

In co &@, agency th yq's th_ej ost common theory used by CG and EM in

N
Iiteratur% ency't 'suppos%conflict of interest conflict between owners and

ma of the firm, and als@ggested a clash between minority shareholders and
N

@g shareholders (Ball, 2013; Bao & Lewellyn, 2017). Agency theory offered

& solutions to mitigate the clashes between principals and agents and between
areholders themselves. CG mechanisms are the main instruments of agency theory in

mitigating the conflicts mentioned above. Relatedly, shareholders usually tend to
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appoint a strong and effective BOD to run the business and control the management to
meet their expectations, such as maximizing profit and restrict the oppor i
behavior of the managers, which leads to manipulating actions to decreas@vels.
Consequently, a BOD is required to form committees to assist it i itoring the
management such as AC, the remunerations committee, and the goveWcommittee.
So, agency theory is the most used theory relevant to this stud it explains the
opportunistic behavior of management, which is very i a for'interpreting the
incentives of EM practices. Besides this, agency theory reali d\hgidc:rtance of
the role of the BOD, the ACs, and the OS to mitig@ncy casts E'M@t:ces
and boost the quality of financial reporting. Y. \4' .\T
o

S
3.2.2  Political Theory \%\) W CSQ

Agency theory is considered %uost co %’m&eo ,o{s\ed by the majority of

N,
prior CG literature to EM andai rformanc 'mbotl@/eloped and developing

&
countries. Fama and Jen S)JJa ensen g%\/leckling (1976) posit that

managerial agency co e product tﬂe\sbaration between ownership and
4 ’ &

control of a businﬁo\,to retiu y coég.m improve performance and financial

reporting, stock% can

ey os (i

BOD struct OS [(Filat
\
studies %k CGa this s@y has drawn upon agency theory to capture the

relaﬂﬁp between CG mech s and EM practices in Palestine effectively.
hanis

\1 the other hand, only employing the agency theory perspective in this study
G t not be informative because it cannot adequately capture the political context in
hich the study is conducted. Hence, in developing the hypothesis, this study integrated
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!
h& @kajima, 2010). Aligned with most previous



the perspectives of the agency theory with the views of the political theory of CG

(Gourevitch, 2003; Roe, 2003). Yv

According to the political theory views, Roe (2003), Gourevitch@ and

Pagano and Volpin (2005) have proposed that the social and political tances in
any country affect a company in several fundamental ways. They have‘elaborated that
the extent to which the government influences the companies nm they react with
the political and social environment to protect current mc ive investors is
essential. La Porta, Lopez-de-Silanes, Shleifer, and Vi (1998) rgued that
agency problems may be minimal due to a robust le tem, whic tllr[kcp}i?t‘ects
investors’ rights because active and well-functieni co% ep iq\%'d rescue

investors from management abuse. \, 0\ g

Accordingly, Berglof and Claes 006) and La- et @998) have argued

that, when legal systems do not o ﬁagd ri ﬁ'y CG systems might

N,
replace weak legal systems re% the ability of r% ers to either misuse or

impairing the qu%:& A|1
abuse the wealth,of steckho : other&%fﬂs, agency costs depend on the political
ountr

any ry. Companies wi efensively to political and social pressures by
\

r g OS, which, in turn, will reconfigure CG structures and BODs in ways that are

@ priate to fend off political and social threats, improve oversight on management
S

well as improve corporate performance (Mangena et al., 2012).
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According to the advocates of political theory as mentioned above, the efficiency
of the governance structure is not only limited to internal factors, but also?i!s
relevance to social stability. Social unrest - riots, strikes, wars, the promis \itical
stability, unrest, political chaos, unstable government, weak laws, and r@g&uons. This
would increase agency costs and conflicts between the parties involvmcording toa
review of previous studies, increasing agency costs lead_to eased earnings
manipulation due to the reflection of political instability o ancial performance,
which could be an incentive for managers to manipulate the repo edw‘

Based on the arguments, Palestine suffering fro

division between

azatﬁnd st ban@?ﬂg absence of

Palestinian legislative council which i n Iads to wea he monitoring and

low quality of laws and regulation(% finally\bl¥k @posed on Gaza Strip
ng N,

since 2006. So, political the%zed Qn this eurr esearch to support the

perspective of agency theo Merpr[ i resul sﬁf empirical resulted emerged

from this study. % ( 0’

o,
So, in this curréat study, t irical rﬁaﬂs have been developed to investigate

Paleé%é. The first model is the main one, which

as, the Israeli occupation procedures, the politi

Gaza strip and west bank, weak governm in

'3

the relationship @f CGtowa

!

¢

examines th %)nsh' of C c‘arét-astics individually with EM. In this model,
% "

agency theary'is used'tg d ?op théhypothesis and explain the results. In the second

il L N |
mo hich is the moder@one, the political theory is used to develop the

hg\ﬂ'hsis of this model besides the agency theory.

70



3.3 Corporate Governance Mechanisms

The concept of CG provides mechanisms used to reduce agency costs, wh?ﬂn
increase based on a conflict of interests between the stockholders arﬂ%’agers
(Uwuigbe et al., 2014). Hence, CG mechanisms became one of the'& effective
devices in terms of the business agenda. Conflicts of interest have bemng the most
significant issues regarding the agenda of business for cNm thirty years

internationally, as numerous corporate failures have occu imyseveral firms around

the globe (Kasim, Hashim, & Salman, 2016; Okpala, 2012), Global chrises that

X
occurred over the last several decades, including Enron, WorldCam, n’kr@hers,
Arthur Anderson, and others, have negatively th@ ion of a.gfgﬁnting as

] 2018é§f~ﬁn, Lont, &
Sun, 2009). In their wake, financial sw duce th ider@ﬁf stakeholders in

the quality of financial reporting sﬁajs. Cons\entg/, a.qT(\CG codes have been
‘E y N,

proposed to rebuild investor confi ft& a seties of &@al financial crises (Wan,

Wasiuzzaman, & Salleh, 20%\' l \A
CG rules have r ecome one of tHe ﬁht significant issues discussed in
4 ’ &
world economies. an this \TB& asb e a vital matter for both public and
%g

private firms i\ ' forcjé’ like enriching assurance and raising
¢
transparenc wtect nvZf? 6a@r , and creditors to reducing corruption and

well as the financial reporting and auditing profession (Aiare

D

NN
motivatg” farefgn inve (Ha , Jamil, & Sufy, 2011). This chapter’s main

objegtive,is to provide a compr\ Y;ive review of the most pertinent prior literature of

hanisms, especially that related to BOD and AC characteristics and OS. An

& iew of EM concepts and motivations is presented, and the most common models
f

EM will be provided. Furthermore, this chapter discusses the association between

political instability effects, BOD effectiveness, and AC quality and EM practices.
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3.3.1 BOD Characteristics

The theory of agency posits that, in the separation of a company’s stoc S
and management, the management is an agent for the interests of stockho@nsen
& Meckling, 1976). The BOD is the top level of the pyramidal manage d several
responsibilities that include overseeing senior management that a&?ves financial
reports and constraining the manipulation of accounting information manipulation
(Almasarwah, 2015). It is widely accepted that BOD is th me(itive actor in the
mechanisms of CG (Koufopoulos, 2018). The BODs  “psimary jres Iity is the
ctations of stockh Tand

3; Brén al.,.2016; Boivie
il 206

et al., 2016). The BOD fundamentally éxists itoring, hj,@?fand firing,

to 'Qé@ase the wealth of

@@3) indicated that the

N
ement performance and

oversight of executive management and fulfilling the

stakeholders (Hillman & Dalziel, 2003; Daily

compensating management, and votin staegic decisi

stockholders (Baldenius et al., ZOlWOjraj @%ﬁn&xp
duties of the BOD include me%and %onit ing m

&

protecting the interests of stockho ersl 0 un@edly provides the BOD with
rposes an

reasonable incentives iave its dbhieve excellent performance in
’ 4 f &

oversight, restrai;@ortiof, N niplg.oh, reducing information asymmetry

(Sénchez-BaIIe&& rcia 07). (50

!
¢
Often &r?wces Xist i he'roéa? BOD in a family business, large business,

N
and sm% ess. For e Lpple, Q&ulzea, Lubatkin, and Dino (2003) studied 883

Y-
famms in the United Stthes\)-They reported that a BOD was generally passive in

irms and did not the proficiency of managers efficiently. However, Fama and

& n (1983) concluded that in a large company, the BOD was providing a system for
ecision making and, as such, the board was responsible for mentoring and enriching

the performance of the management. Prior studies have found that numerous
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characteristics like CEO-Duality, BOD size, BOD independence, BOD capital, and
directors compensations can impact the successful performance of the BOD in it?ﬂ!s
(Gkliatis, 2014). Additionally, the BODs play an essential role in CC%\]S in
Palestine under the influence of the unstable political situation. A

The following sections discuss several main factors impacting thefperformance of
Mr of meetings,
ernance committee.

As in other contexts, these are essential and applicab eme sWalestinian
"y

institutional environment. é { _\(—}
S \/Y*
\ g
The size of the BOD is a vital factogin tastructure O@ﬁaganti, Mahajan,

& Sharma, 1985). Chaganti et al. (l@ointed \l'haWth j{e\of the BOD can range

N,

from small (5 to 6 members)‘éedinﬁ‘ly la eq(30¢@|.% members). However,
% ; &
e

determining the appropria@er mb as been widely debated in
d

the BOD in Palestine. These include the size of BOD, t

independence, diversity of nationalities, CEO-duality, and

3.3.11 BOD Size \Y. 0\

_ i

h, 1 ;" J , 1993: Yermack, 1996; Dalton

Lors

'3

previous studies (e.g.,

et al., 1999). Lipt h@ LOI’Sf
BOD can exercKeQ ado 'ollin@fe effectively. Moreover, Jensen (1993)
‘ ¢
e

and éﬁmen (1993) have argued that a small

)

ODs shou bé‘s@l In size to be more effective in improving a

suggested t
NN
firm’s p% ce. He al rgued&hat BODs that exceeded (7 or 8) members were

gs

Iessg@rnt because of high I@fs of internal struggle and would give a CEO more

\
c%x
: Others have examined this issue as well. For example, Lipton and Lorsch (1992)
ought the BOD size should not be more than ten members and suggested that the

optimal size should range from 8 to 9 members. When a board exceeded ten members,
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it became more difficult for them to voice their opinions and ideas in the available
limited time. On the other hand, many previous studies have argued that a Iarg?!!!)

would provide better monitoring ability and more effective decis@aking

(Almasarwah, 2015; Coles et al., 2008; Koufopoulos & Gkliatis, 201@*&, 1973;

Anderson et al., 2004). Pfeffer (1973) argued that larger BOD would previde a company

with better resources and more expertise. Also, larger BO Mt a CEO from

engaging in opportunistic activities against the interests o Ider's (Koufopoulos,

2018). Nevertheless, some argue that a small board is effigien a‘n control

this behavior (Chaganti et al., 1985). J _S
Consequently, size is considered an essenti ute rél the{f‘,%?:tiveness

of aBOD. Some argue that a larger board ha% esom\ces n asmé::;zrre to oversee
financial and managerial performan éd'aonally, moni

means that a large BOD has more ive exp\Sa\%d )gg@‘rence that can lead to

the increased disclosure of vita%to stgkeh

contrast, some believe that xr bc[ Increases @I cohesion and participation,
and because of this, t)% anc; f su h}Boa@' is boosted (Koufopoulos et al.,

2018). \ @ %C/Q

' ine(b@size of the BOD have produced mixed

Previous w hat
‘ i
results. So vious studies ve"saietjh t larger BOD size is associated with a lower
NN
level of% tices’(%q/%bba 011; Klein, 2002; Xie et al., 2003; Uwuigbe et
al., }QA

es

Khalil & Ozkan, 2®Uwuigbe et al. (2014) pointed out that companies

% ge boards are more likely to be effective in mitigating the practices of

G gement earnings than small boards as larger boards might have more independent
irectors and more financial experience. In a study of Egyptian companies, Khalil and

Ozkan (2016) argued that the size of BOD was negatively associated with EM practices
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in the Egyptian non-financial listed companies. This result showed that a large board

was more effective in reducing EM practices. The reasons given for this relat i

1

were that larger BODs benefit from more outsiders serving on the BOI{%&II as
increasing the diversity of experience (Klein, 2002; Xie et al., 2003).

Al-Othman and Al-Zoubi (2019) conducted a study in Jomy using 33
industrial listed companies on ASE from 2011 to 2017. Th mound a positive
association between the BOD size and earnings quality m Yt; Iiichardson et al.
(2001) model, which was used to detect EM practices. fou wh level of

@

EM meant low earnings quality. They suggested t ture resear sﬂog\@tilize

another model to measure earnings quality an O% stics\gm:h as the

number of BOD meetings, to enrich the unw ing o{ the“tgpic. ,é\
Abdelkarim and Zuriqi (2020) i@ed the relati ship@iween several CG

characteristics and EM practice in ejjtine me\ed%y K‘k&odified Jones Model

N,
(1995). They used data from 3%a cial co anies(('/ on the PEX from 2015

to 2016; they have found }mni:[ associati etween BOD size and EM

practices. They propos% ture s‘t' #}t% be done on CG and the EM that
&
Histarical dafat

consider more tha %years lo I é n Palestine. They affirmed that all
companies Iiste&& Pal &ck I.:(X-J&rénge should adhere to PCCG (2009) to
enhance tr@nes& ra;s er!Ey Erb(a?iisclosure of actual financial performance to
improv% ormah Fe stoo@(change.

.ﬂmmary, the Iiterattkc%{entioned above that examined some characteristics

o%\o’gD and their relationship to EM has considered the size of the BOD a decisive
actor

>

o

Q that may affect the practice of EM. This research has had mixed results.
ccordingly, some believe that with the increase in the size of the BOD will increase

board effectiveness, based on the argument that a larger BOD will increase expertise,
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gender and nationality diversity, and the number of independent directors. On the other
hand, others believe that a small BOD can enhance the effectiveness of the BO i

can more efficiently and provide better communication among members. (’}

=

3.3.1.2 BOD Frequency of Meetings ?

The frequency of BOD meetings is another characteristic associated with the
effectiveness of BOD, which is measured by the num iCOq meetings held
annually (Vafeas, 1999). Overall, a higher frequency oD m.eB@s seen as

ey
itoring ffuncti n'p@larly

contributing to the effectiveness of the BOD and its
related to the issues concerning the financial r prOC\egs, ting\iri-('i*mproved
transparency and the quality of the annua rom l.éﬁzze;spective of

agency theory, a board that exhibits Wa i cha@ its charges will
promote a better level of stewards&@% the %y gre ,@rectors who meet less
Ly

frequently are less likely to pe ervision functions effectively (Lipton &

Lorsch, 1992). \ J
Some prior stud%gound neg ive a@iation between the frequency of

4 $ &
BOD meetings am&%pract‘ .g., Ebrahim, 2007; Gulzar & Zongjun, 2011;
Vafeas, 1999;)% , 2008;
S

!
ular fmeeti s,{hit_rjn' ht motivate management to engage in EM

et aI.(J 6). Xie et al. (2003) argued that, when a

BOD condu r
NN
practice% BOD Pgs am&ﬁfrequent, the BOD cannot carry out its duties
eﬁeﬂ@ related to EM prac@s’. So, Xie et al. (2003) found a negative association
b Ethe number of meetings held annually and the level of EM. Furthermore, Chen
t al. (2006) revealed that a higher number of BOD meetings lead to fewer fraudulent
cts, which was regular meetings would provide an appropriate amount of time to the

directors to identify and resolve potential problems. Gonzalez and Garcia-Meca (2014)
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conducted a study conducted in Latin American firms based on a sample of non-
financial firms listed from 2006—2009. The results showed that more regular mw
result in a more active board in monitoring the management, resulti@'s ewer
manipulative actions.

On the other hand, several researchers have found no relationship. For example,
Bajra and Cadez (2017) studied the relationship between t ewy of BOD and
internal audit function and EM practices in the EU compan %S d in the United
States’ stock markets from 2000 to 2013. They found egular w‘were not
So, BOD eﬂn@not
s. %ﬂ\‘lt ,A@E’d (2013)
usiﬂg t Modif.@gznes Model

using data from seventy-first firms Iisw_%)sa Malayst om@l to 2005. He has

found no relationship between the@sber of
explained this by arguing that tl%mem ers i
extra meetings, ianuencingQXﬁiir ec:i]/ .
Concerning South-Eastern Asianic
s L
influence of BOD %vem pracé&ez in Thailand by using panel data of
listed firms in@ t i’ingecﬁjq‘fﬁ 2009-2013. He found that the more
¢

frequent BOD meetings were itif’eI(rJe ted to EM practices, which meant that more
NN

BOD m% ailedsto.r ?e El\/lqiﬁctices in Thai listed companies. He argued that
Y-

hE‘QOD meets too man@}és annually, this would lead to spending too much

nt on unrelated activities rather than in monitoring and observing the

related to EM practices at statistically significant le
serve as a deterrent to EM practices in these ¢

examined BOD characteristics, and EM sur;

eting d the EM level. He

N,
Iaysjgﬂlight not prefer to attend

ou r}e&,@mchom, (2015) investigated the

ti
is

3

—+

erformance of the management. Similarly, Abusiam (2015) examined the impact of
OD characteristics on EM practices using the Kothari et al. (2005) model. He used the

panel data of all industrial companies listed on ASE from 2009 to 2013. He found a
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positive association between the number of BOD meetings and EM practices in

Jordanian industrial listed firms. Yv

In summary, studies that have examined the impact of the num@BOD

meetings on EM have produced mixed results. Some argued that BO ings had a

positive role in providing more time for BOD members to discusS a company’s

conditions and monitor the actions and behaviors of managerﬁnt\;&ers have found
l

According to PCCG (2009), a BOD should me ula yWsix times

@

that frequency either had no effect or was associated with

previous studies that examined the impact of t

limited in the MENA and Palestinian

generalizing the results of these stud fore, fur
determine whether the number of %meet@!?bsen ective in reducing EM,
especially in Palestine (Abdelk%uriqf'zoz : here@ this study examines the
effect of the number of BO %gs
X

study predicts that as t r of meetings i
4 b 4 &
of directors will ir@and@e Ingsgbhelp executives seize the opportunity
to exercise an w isti 'servéfeir self-interest and thus increase EM
#
activities. % &?" (j)
% N
& v <>
Y’

3.3.ABOD Independenc%j\/

\e independence of the BOD in this study refers to the proportion of the non-

@ utive directors in the BOD. Independent members in the BOD often can make
d

ependent judgments in areas in which a potential conflict of interest might exist

(Abdelkarim & Zurigi, 2020). A large percentage of previous studies that have
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examined the relationship between CG and EM have concluded that a negative
relationship was present between the proportion of independent directors in thw
and DAC (Abdelkarim & Zurigi, 2020; Dimitropoulos & Asteriou, Zo@ash,
2011; Idris et al., 2018; Klein, 2002; Peasnell et al., 2005; Xie et al., GﬁNu 2006).

For example, Xie et al. (2003) conducted their study in the U V'States have
found that the firms that have BOD with a larger proportion of indépendent directors
was more effective in constraining managers from YI

rl EM practice.

Furthermore, Klein (2002) found a negative association eent e.ﬂquon of non-

"X
executive directors in the BOD. { _\C}
Agency theory has posited that the inclusi tsiders’o Wld allow

the BOD to be more effective in overseein EW rs, at\d, therefore @; affect firm

performance positively (Jermias & GN ). In the o@ an independent

chairperson incentivizes BOD m s to m\t&Mt agement of a firm
effectively. 0 4 Qc_')

&
CG prior literature haYddx;se(:’l of Bé@ndependence (Armstrong et
al., 2014; Al-Rassas & in, 2015; Chi L!ng,bheng, & Tien Lieu, 2015; Idris et
4 $ &
ki, 2015;

al., 2018; Iraya, M i, &\GE ; lil & Ozkan, 2016; Uwuigbe et al.,
201 al. ) investigated the relationship of BOD
’ J (8
independen inanclal pe rrﬂ’anee_zj Chinese listed companies. They found that
kn

2014; Abata &

BOD i ce & ?tlvely&somated with a company’s performance at a

99% level. Armstron@al. (2014) documented that BOD non-executive

affected the level of transparency. This finding meant that more BOD

3 endence led to a higher level of transparency in a company.
Concerning Jordan, Idris et al. (2018) examined the moderating impacts of family
ownership on the relationship between BOD independence and EM. Using industrial

79



companies listed on the Amman Stock Market (ASE) from 2009 to 2014, this study
found a negative association between board independence and EM, suggesting?ke
higher percentage of board independence was related to more effective w@wg to
mitigate EM practices. In contrast, Khalil and Ozkan (2016) using pﬁ&ta of 125
non-financial listed in Egyptian from 2005 to 2012. They found tmn-executive
directors were not sufficient to constrain opportunistic EM in the tian context. In
Latin America, Gonzalez and Garcia-Meca (2014) shown Y;gzltlve association
between BOD independence and EM practices. They su ted alpo planatlon

for this result was that the BODs in these countr e mainly mfd &}najor

stockholders as well as company executive % rs, @-' h might

facilitate the EM process. \) 0\ T

Chi et al. (2015) examined the clation betwee D |@endence and EM

practices based on a sample of 379 hlgh -te gy r;qR ies over seven years

in Taiwan. They found that the%owmjent bers on the board was a

leading factor in reducing E%nce alwan f@ firms. Relatedly, the results

suggested that BOD %\ ;ﬁ “o emerging market to minimize

activities of E oppo iu ehaV| raya et al. (2015) investigated the
association of 'of fir, <<ﬁsted on the Nairobi Security Exchange.
By usingas e of the 9I|st |PFns ro 20100 2012, they found that EM practices

Were n tv assaCiatedgwith B mdependence the concentration of ownership,

and e of the BOD. In P |ne, Abdelkarim and Zurigi (2020) documented no
s% | relationship between non-executive directors and EM in the non-financial
ompanies in the PEX. They added that this result might be because it was

Qubtful that the non-executive directors were genuinely independent.
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In summary, the independence of the BOD is among the most essential
characteristics of the board, as it was addressed in most previous studies. The ar
is that independent members effectively contribute to the representation of @ders
on the BOD and enhance CG concepts and mechanisms. They are aIQO\qe able to
monitor executive managers to reduce the practice of EM. Y'

In Palestine, PCCG (2009) stated that all members o{ Mhould have no
executive burdens in the company. Based on the scarcity o I tha' have examined
the independence of the BOD and its relationship to E alesti e.,\hiidtor should

L ]
n N 9"
be studied in the context of Palestine. Accordingly, t dy anticip tﬁa}{wg more
non-executive members in the BOD are more IQ@ co% n PaLeyt-i'ne.

3.3.1.4 BOD Nationality Diversit\) é
Although a relatively large n@%r of foré—g\\msm m:}erve on the BODs in

N,
emerging markets, few studies %resse'a the impact &(@ ersity of nationality (the

presence of foreign members) on the e enass of @ODS and the performance of

companies (Darmadi, @ous}@eh&be@mn that BOD members with high

human and social Lﬁmt\al effef rey gﬁd%ﬁerent duties and responsibilities

(Jermias & Ga\2 ). is (2014 ‘%é stated that the BOD capital is often
% ¢

classified in 0 Categaries icH‘are_s}C(;gial and human capital. They determined that
% NN

the resoudrces that indi Firectm?bring to BOD are primarily a function of their

hu d social capital. Hil m%w’and Dalziel (2003) defined the term human capital

a%e nowledge, experience, reputation, and skills that the directors of the board
SS.

9

0 The nationality of BOD members is considered BOD human capital and also an

important factor in dealing with the stakeholders and protecting their interests.
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Furthermore, foreign members may also affect the quality of BOD decisions, as they
often possess a high level of personal competence and knowledge (Estelyiova ,
2012). Moreover, Oxelheim, and Randgy (2003) have argued that ha@eign
members on the BOD can provide a competitive advantage for a comp ccessing
international networks. Other than that, the BOD foreign members provide a greater
diversity of knowledge and experience (Makhlouf et al., 2 1Nthe developing
markets, where corporate capital flows often come from fo %Z:e , the nationality
of their BOD members or management team members be ive'\i.!\igljowever,

Y-.
scholars rarely research the relationship between @rsity of nati a'tX\ firm
performance (Makhlouf et al., 2017). Simil y % ' hasQ/‘E\'ddressed

nationality diversity and its impact on EM.\)t g
From the agency theory perspec\h diversification of leads to a more

considerable improvement in m@sment m\t&r%g qu ions because BOD

N,
diversification leads to a more%depeﬂdenc whicl@uld reduce agency costs

(Carter, Souza, Simkins, &%ﬁ, 2' . res@dependency theory suggests

that BOD diversity ide thefBO w'ith@ necessary skills, information,
4 F &

s (M

legitimacy, and ac Wkey ;‘r::’P ( éﬁh}ouf et al., 2017). Therefore, various
viS?\

—X

directors will p\ nig 'ation@ﬁanagement and improve their decision
¢
making (lbr (@Han a::?sy_' (J(')
%f NN
S% ies have a ;gssedﬂi?nationality diversity of BOD, such as Du, Jian,

& Ljhl?), Ibrahim and Ha@h‘r(zola), and Makhlouf et al. (2017), Hooghiemstra

e \015). Du et al. (2017) used a sample of Chinese listed firms to explore the role

Q reign members in the BOD in constraining managers in practising EM. They have
u

nd that foreign directors are associated negatively with EM practices at a significant

level. Ibrahim and Hanefah (2016) used panel data to examine the influence of BOD
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diversification characteristics on CSR disclosures in Jordanian companies listed in
ASE. They found a positive relationship between foreign directors in the BODT&
level of CSR disclosure. (’}
Similarly, Enofe, lyafekhe, and Eniola (2017) targeted to invﬁ%e foreign
directorship in relation to EM in non-financial firms quoted in tRI.\I'lgeria Stock
Exchange as at 2014. The study found that while foreign oa}%embers are not
statistically relevant, they are negatively linked to EM acti mg’rian firms. This
implies that certain proportion of foreign members set int WII provide

ctices: In gffect, ‘@:)ard
, t% raceajvﬁaking it

X
in@e impact of the

cross ideology that can encourage or discourage E
should be made up of people of various etv,u;
impossible to agree on EM practices.

On the other hand, Hooghiem %. (201

presence of a foreign BOD memtﬁﬁ EM b\mg

observations representing 586 %wcial isted

Denmark, Finland, Norway,_an We1

;Q'E\le of 3,249 firm-year
N

ordic panies headquartered in

20& 2008. They found that the

increasing numbers of i irectors on ;B@Nill lead to an extremely higher

d &
\fhﬂl ore%BOD members are more likely to be

't thet}%frticipation renders the board vulnerable
to language w—\s, reducin o&rdﬁf(}?ctiveness. They recommended that it might
% NN

not be egSentiakto appoint 'greigr@ector to the BOD.
Y-

.&view of the previou@ature found a dearth in studies that have examined

level of EM practi wey Cfi
éﬁv

unfamiliar with

t Xonality of board members in developing countries, especially Palestine.

d itionally, previous studies have produced mixed results concerning the relationship
e

tween BOD nationality diversity and EM. This study addresses the role of the non-

Palestinian members in the BOD to extend the previous literature by offering unique
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evidence from Palestine as a developing country under political instability, which is an
unpreferable climate for foreigners. Yv

Indeed, the PCCG (2009) encourages shareholding companies Iiste(%!X to
diversify the BOD and include members of varying backgrounds to he BODs
more effective in carrying out their duties. A review of the prior litefature of CG in
Palestine shows that the current study is the first to explore the relationship between the
proportion of nationality diversity members in the BOD a Y;:t' es in Palestine.

Accordingly, this study anticipates that the more non-Palestinian ew the BOD

@

confidence of investors, whether fc@s or lo

the PEX. It increases the effici%e st
this market operates under v\gptiorr rcumsta

'S
'3 ’ &
3.3.1.5 Existen rﬁQemur]e \tm nd nance Committee

|
The exist% are 'n and~governance committee is considered as a
¢

mechanism e BOD to enc ag% tlg}r?anagement to run a company in the interests
NN

of stock% Besides, thi 'gommi&e plays a vital role in monitoring the work of the
Y-

exem&and non-executiv@?’ectors and ensuring that managers pursue the
s%%ﬁder’s best interests (Saravanan, 2012). Previous studies that have addressed the
t

iveness of remuneration committees are rare because most prior studies think that
IS committee possesses no direct influence on a company’s performance or the quality

of financial reporting (AbuSiam et al., 2014b).
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Some prior studies have addressed the topic of the remuneration committee and
its role in the firm. Laux and Laux (2009) found an association between the com
established by BOD and EM practices. Sun et al. (2009) indicated that a ¢ tlon
committee would enable active monitoring, which, in turn, Ieads‘lUqustrammg
management from controlling and practising EM. Y'

Several studies have been conducted in the Kingdome of Sautidi Arabia (KSA).
For example, Habbash (2011) reported an insigni &:soc'atlon between
remuneration committees and the DAC level. In the Alghamdl
(2012) found no relationship between remuneration ¢ ittees and pla&ﬁ%

AbuSiam (2015) conducted a study in y usin aneLFta of 64

2013@3;Ia|med that
exar@&i the relationship

Jordanian industrial listed companies on th S ro

'\ttee and EM practices.

o
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Using the Kothari et al. (2005) in de&ctln 20 de of DAC, he found a

negative relationship betw: rerl rations c rﬁ\httee and EM, but not at a
ct aid

significance level as h d. He

4 .‘
remuneration co '@Wasﬁq the ystem in Jordan and needed time to
mature. &

N O
In Pa s%e)rem erati % @j(c;\?ernance committees should be formed to

NN
monitor, % ementatio es. Based on prior studies conducted in Palestine,

t'o ssible explanation was that the

r ﬁ&atlon and governance committee on EM. According to the PCCG (2009), BOD
ittees can conduct meetings with members of executive management or block
olders to consult about the topics that need to be discussed to assist the BOD in

performing their duties effectively, which, in turn, will help in reducing agency costs
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and conflicts. Hence, the current study addressed the remuneration of a factor of BOD

characteristics for the sake of examining its impact on EM in Palestine. Y-

CEO duality is a situation in which one person handles the rele of CEO and

33.1.6 CEO-Duality

chairman handled. The separation of the role of chairman and WUcial, according
to the agency perspective (Balagobei & Udayakumara, 201 %z;n‘ situation grants
a CEO a golden opportunity to dominant or influence decisio Eherefore,
monitor theexéc @?tl'he

es.oné di r th@-t'hority to

: Thii se tion a@gﬁows aCEO

to focus on issues such as operations, tegDand organization Qestions, while the

chairperson concentrates on supervi@gjwana@;% C ,&{s:\Ues. (Larker & Tayan,
N,
2016). In the United States am%ted IQingd uthe(z@ration of the position of

Chairman and CEO has bec?\gnp:,s uSigTéOlS).
A person worki irperson and EO h@a significant influence upon and

4 $ &

stature among the’@emb\elrﬁ\jﬁa res’@.&he functions and monitoring function

of the board (Harrisony Tor alis(:}§68). Moreover, Beatty and Zajac (1994)

¢

argued that gﬁ)heor ts su or!'thtfj‘;aaration of the position of chairman with that

\
%s

of CEO% 0 suggested. that H%\company includes combines these roles that the
ecisions,and choices they m@ﬁll not maximize the wealth of stockholders as they

weaken the independence of the BOD and their abil

separation of the position of CEO and the chai

/4

=
oy

run board meetings and speak on behalf of

o

e N (Higgs, 2003). The separation of the roles of CEO separation and the
hairperson is regarded as a condition to avoid conflicts of interests between
onstituencies corporate and management because it improves the ability of BODs to

control (OECD, 2004). The combination of both jobs can adversely influence the BOD
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and result in poor effectiveness (Daily & Dalton, 1993). CG systems typically
recommend separating the position of CEO from that of chairman.

AbuSiam et al. (2014b) assumed a potential relationship between (%\ality
and EM practices, saying that such a relationship might be positive: buSiam
(2015) found that the separation between CEO and chairman SEW positively

associated with EM practices in the Jordanian industrial compenies iSted on the ASE.

He claimed that some of chairpersons in Jordan might be I eper'dence and have
a low level of knowledge of company operations. In ¢ st, w al. (2014)
L ]

found that CEO-duality had a significant and pc%(fect upon ﬁr@s for
Nigerian firms listed. Iraya, Mwangi, and MKV& 20% enth&'und that
CEO duality can lead to raising EM. \/ u\ éxr
Indeed, several studies have do@d that C aIi@one of the most

common BOD characteristics examined for it t r)éM practices. As the
N,
separation between the positio irmgh an ifxthe United States and the

United Kingdom has beco om Isot/ of the effect of CEO-duality
on EM may be Iim%v king; die B{ly\@s attention to this than other

characteristics in Kcountrlf am, gﬂ). In Palestine, the separation of the
ma

two positions \ opti 'owev %he PCCG (2009) recommended that
¢
separating t %es isito en e{ha{:a‘;?EO has no significant authority that could
NN

lead to his beMaviourfbein ?portué}ic. In line with the agency theory perspective,

thisg&t study anticipates t@l'(e separation between the positions of Chairman and

N

I have a positie role in restricting EM in Palestinian companies listed on PEX.
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3.3.2 Audit Committee Characteristics

An AC plays an essential role in assisting the BOD in carrying out its duw
responsibilities. Khlif and Samaha (2014) and Samaha and Abdallah @have
suggested that the presence of AC in the company is essential to m needs of

investors for complete and relevant information. Indeed, ACs prowd everal benefits

,q

for companies, such as strengthening the monitoring effective ss omtop management,

increasing voluntary disclosure, and making a fair asse nZof trp management

decisions and behaviors (Allegrini & Greco, 2013). Fu ore arws BOD in
L ]

effectively monitoring the procedures reporting to all EM. Ane til/e ‘@Ought

to be able to curb EM engagements (Alia et al. SN ang @)

of p;é}nng financial
reports, which, in turn, mlghtmltlgatﬂaproblems een@g‘management and

stockholders. Another primary fun f the A_t\t_g to tj(\lzsuance of fraudulent

accounting statements (Klein, d pro'nlnote mmu |on between the external

auditors and top manage ra%; % operates with the external

auditors for the sake o ing the potenti ménrpbatlon that management might do.
4 f &

Hence an externJ&or WI||| \'O\(I ed gh./the necessary, reliable, and credible

information ( et

&

The pr:i udies that hav d‘re AC effectiveness have been addressed some
of the

The primary function of AC is to tor e

NN
racteristic ?r me@ing the effectiveness of AC such as AC size,
md@g& nce, and accountin @financial expertise (Almasarwah, 2015; Bronson et

a N ; Salloum et al., 2014; AbuSiam et al., 2014a).

: Thus, this study addresses three main characteristics of AC that are elaborated in
e

following sub-section.
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3321 Audit Committee Size

The size of an AC is an essential characteristic, and is viewed as importarw
composition of an effective AC. Several CG codes and prior studies have s@d the
number of AC members required to run the committee effectively. For é%}qle, the CG
Code of the United Kingdom (2010) says that the BOD should estmw'han AC of at

least three independent non-executive directors. This rule is ¢ smnh the rules of
the code of corporate governance in Palestine, which indic hc the'members of AC
should be all non-executive members, and the size oug be a IEW members

"X

(PCCG, 2009). i _\f-}
Prior studies have aimed to investi e _relati p b@éen AC
characteristics and firms’ financial perfor oduc@g:ying results

-siz@ﬁi loses focus and

Th)um et al., 2014). Xie
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sized committee. Still others_hav ouT a Iargerasﬁ'ed AC is more effective and
efficient in monitorin% ess o} inangial lrep@ing (Ghosh et al., 2010). On the

other hand, AI-WOM) lr
monitoring reso% the
j ‘

reports and faithfulness of the
NN
H@/’ i & lgrani 920) eﬁined the impact of AC characteristics on EM by

utili

quantitative appro@\'/ith a sample of manufacturing firms listed on the
‘@a Stock Exchange from the period 2016 to 2018. The characteristics of the AC
onsist of an AC that has expertise in accounting, and an independent AC. The results
ggested that the expertise of AC members in accounting has no impact on EM. The

independent AC has no effect on EM. The profits monitoring is untouched by the
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independent AC. The creation of an independent AC has not been able to deter EM; it
is likely that their existence is limited to compliance with current laws, Ieavirw!m
unsuccessful in constraining the presentient of EM activities. (’}
According to previous studies, AC size is one of the significa&butes that
contribute to its quality or effectiveness. Hence, AC size might influencg the monitoring
of EM so that EM does not appear in the financial reports aggressively. Accordingly,

based on the above discussion, this study addressed AC e its impact on

EM in Palestine. .\d
Y

! _\"}
3.3.2.2  Audit Committee Independence \" .\T

AC independence typically refers t n-execu

numerous previous studies have addressed. Jhe indep

associated with the effectiveness of@%Hamié,\mg%,

non-executive members are oft ' cattri@in increasing the quality

Furthermore, AI-Najja%L as b; in c?fed@t firms with lower performance

. PIRSG A7 _
often appoint normve d|r theéo in order to improve the quality of
oréev

financial report i
\ ’ (.g
more inside ership would ve'i @ ed audit independence.
C&d

NN
S% epend a cru&l characteristic of AC, which has been used in
Ly

sev evious studies. The,independence of an AC usually is associated with the
03¢

e xness of AC (Hamid, Othman, & Rahim, 2015). Moreover, independence could

e an essential attribute to increasing the degree of the quality of financial reporting

imitropoulos & Asteriou 2010; Siagian & Tresnaningsih 2011). Similarly, Davidson

et al. (2005) reported that non-executive directors on the AC play a critical role in
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reducing the manipulation of behaviors and EM practices. On the other hand, Hamdan,
Mushtaha, and Al-Sartawi (2016) found no relationship existed between e?ﬂqs
quality and AC independence. (’}
Hamdan, Mushtaha, and Al-Sartawi (2017) investigated the ass between
the characteristics of AC and earnings quality (EQ) by using panel data’from industrial
firms listed on ASE from 2004 to 2009. They found that AC

ize and ownership were

negatively associated with EQ, whereas no relation existe

and EQ. Furthermore, they reported an insignificant rela

and EQ, while AC annual meetings were positive@n'ated with I _\‘-}

P 4
\ g
3.3.2.3  Audit Committee Financial Experti 0\ %\
Accounting and financial exper\a 0

characteristics in performing the dnﬁﬁjf a

Oxley Act of 2002 defined the l%

the experience and have mgl

(CPA, CFA) or have s%\%experi

financial officer or ﬂ%r funit \(e. A

expert serving %ber \33
B\ ’ J (.R

knowledge P and fina 'aI‘FepQr}i g system, 2) experience in the processes of

t expertise

Id the following attributes: 1) sufficient

"
financial’statement prepar or w&t, 3) experience in internal accounting controls
| | by o
fun and 4) high level @owledge of AC duties. Additionally, SOX (2002)

s that an AC includes at least one member as a financial expert.
Q Prior studies have given considerable attention to the financial expertise and
nowledge of AC members as evidence of committee effectiveness. Mustafa and Ben
Youssef (2010) have conducted a study to investigate the relation between AC financial

91



expertise and AC independence. They have found that a combination of independence
and financial expertise of someone serving on the committee leads to r?ﬂg
fraudulent actions related to a company’s assets. Abernathy et al. (2014) a@at an
AC, which includes a member with accounting expertise, co to the
effectiveness of the committee by improving financial information timeliness.

By reviewing previous studies that have dealt with the characteristics of AC, the
contradictory results of these different studies are not sur C'V;awse the presence

of an AC without making ensuring its effectiveness not uWeither the
X

and reduce rﬁa&@de of

ree{ hrox@rthe non-

bex 0 comuét;‘(:should be a
financial expert (PCCG, 2009). \:') Cs‘

\ Y
A
o >
3.3.3 Ownership Structu q 48\_
OS as a familiar ter. '\ohjyl e the@ortam CG mechanisms and
includes ownership %Znts, er .u)' s&entration, and separation of

s &
ownership. The o'v@) Com[) M ers %he identity and the type of stockholder.
ntratien

adequacy of monitoring procedures or the ability to d
EM. In Palestine, an AC should consist of at

executive members of the BOD, and at lea

3

>

Ownership con re nur@}%’of ordinary shares that a holder owned.

¢
Separation E:%rship refers t{e ggation of control rights and cash-flow rights
ockho

- D'

NN
Idef’ (Hu ';hen 15). The concentration of OS differs from one

Y-v
coumhanother. Several co@és have widely held and dispersed ownership, while

others“have shares concentrated in the hands of block holders. Ownership is widely
|Er

of a largé s

sed in the United States and the United Kingdom (Berle & Means, 1932; LaPorta

tal., 1999).
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This current study will focus on the characteristics of OS, such as ownership
concentration, institutional ownership, and foreign ownership. These characteris
appropriate for investigation in the Palestinian context because the con@?km of
ownership is apparent in Palestinian corporations. So, in the context G‘%stine, the
ownership structured is concentrated (Dwaikat & Queiri, 2014). Therw ownership
structure in Palestine largely divergence among institutions, f&i{i- individuals, and

foreigners. Hence, this study utilized 3 main factors of ow i truc’ure in Palestine

as elaborated in the upcoming sections. .\d
.y

é | _\"}
3331 Ownership Concentration 4 i

\ N

The existence of large stockholders ima co orat'nﬂn IS icall)ézzd~ to measure

et @999) and Hassan
et al. (2016) argued that a conflict %en mw r)c@'y stockholders exists
N,
o

concentrated ownership (Thomsen & ersa, 2000).

due to agency problems that e whershi omnczg@ion. Subsequently, high
ownership concentration p %an rtunity f@jority stockholders to use a
company’s resources a nse o} rlinor 3:' s‘to&@blders (Shleifer & Vishny, 1986).
For example, Djan WI. (20‘) nstra ﬁ}gt concentration of ownership could
be found in som{ ped i ; in Etn-)&de, Arab states (Palestine, Oman, Jordan,
Egypt, and gﬁa andiin ‘I::%n"As'e)( laessenset et al., 2000; Omran et al., 2008).
Fan an ng¥2002) hat cuR\entrated ownership was related to low earnings
qanEast Asian countrie@’v

\me prior studies have found an adverse relationship between EM practices and

he*eoncentration of ownership because the largest stockholders may be the prominent

whners of the business (Warfield et al., 1995; Ding et al. 2007; Teshima & Shuto, 2008).
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Conversely, Sarkar, Sarkar, and Sen (2008) found that the presence of controlling

stockholders on the board increased EM in India. Y-
Several studies have examined Malaysia. For example, Yunos et al. (@hund
that ownership concentration was associated with weak accountin ervatism.

Rahman and Mohamed Ali (2006) found that concentrated ownershipfimpacted BOD
independence. They documented that BOD independence was_not related significantly
with higher ownership concentration. On the other hand, &:arld Haron (2011)
demonstrated that most Malaysian companies were familygfirms. hwolence that
panies, whi hﬁnﬁz\; to
rn% gth%%iignment
between large and minority stockholdersAJnli w Klai @sgmri (2011)

studied the association between CG n@ns and t alit@inancial reports.
They found that ownership concent%mini@h‘q @f financial reports in
N
# &

the firm listed in the Tunisian han

there is a high ownership concentration in Malaysia

more effective monitoring techniques, whic

4]

Several studies have @ tr:] extof P@]e. For example, Abdelkarim

and Alawneh (2009) s t OS inPale iniam@'ns was concentrated, and Ahmad
4 ’ &

(2010) reported th lﬂside oiv \’np y m ga.gers and members of board diverge

between 54% f\;&*g b

@ ‘

5

families, a

banks are o
\
Dwaika%;kueiriﬂ 'Jnvesﬂ'ﬁed the relationship between the OS and the

perf; ce of 31 companies I'@?d on the PEX from 2008-2012. The results revealed
N

t Mership concentration was significantly and negatively associated with firm

erformance. Additionally, Abdelkarim and Alawneh (2009) indicated that ownership

oncentration negatively affected firm financial performance in Palestine listed
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companies. Hence, the current study will address the concentration ownership in

g
O

According to the agency theory perspective, institutional ership would

Palestine to investigate its impacts on EM practices.

3.3.3.2 Institutional Ownership

enhance the monitoring system in controlling management bQEWPing and Wing
it ‘mo

rey from a robust

rge OWS such as

A
institutional owners will more vigorously and effe y carry o he’ @oring

(2011) have argued that the large stockholders will b

monitoring system than small stockholders. Moreove

function on management behavior than B bers s@ or non-

wordé}g:igh level of
: in@, will protect the

pb'e\'nonitoring of a firm's

shareholders of a company (Shleifer & Viw 6).

institutional ownership will reduce a@blems,
rights of small stockholders (Naser @52006%%
%9 %

S
overall performance (Crutchley. 99 4 <<<}—

Accordingly, Carletorﬁ\lial. 991) Ve guedéﬁ%the effectiveness of business
will increase due to an in institutional o&vn@ip, which leads to enhancing the
4 ’ &
monitoring system e corp(ir \15\ eve§ ior studies have found that the level
of EM will decr% to 'portieéfﬂ institutional ownership in the firm. For
¢
example, @Nah 2015 ccﬁd@;a a comprehensive study in Jordan and
ec

N
investig(e{, mechianis 'andths&elationwiththe level of EM practices. He found

a nejg&relationship betweencﬂ;e’ percentage of institutional ownership and EM.
N

i\hwever, Gurbuz and Aybars (2010) and Jaafar and El-Shawa (2009) found that
d

G results have been produced from investigating the association between firm
nancial performance and ownership held by institutional investors. While some

studies observed a positive and significant relationship between the two variables, some
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studies have reported a negative and significant relationship between them (Haniffa &
Hudaib, 2006; Rose, 2007). Hence, the current study will address the insti |

ownership in Palestine to explore its effects on EM practices. (’}
3.3.3.3  Foreign Ownership ?

Several prior studies have examined foreign ownership and itSwelationship with
EM as an essential mechanism of effective CG. One arg t Ztha' foreign owners
usually have more varied experiences rather than their I co tw herefore,

"X
ore effectively/ t@hese

ased{ I Ie\tgl’,‘(;c foreign

i incvﬁase, d age@?c:osts will be
reduced (Hassan et al., 2016). \) é

Driemeier, Wallsten, and XL%OG) hav\gugd a;@\higher proportion of
-:e: y N
foreign ownership makes the l%we irﬂlovat' mantzge?itive compared with the

firms that have a lower prt&ti\g’of:‘[) n own rﬁ;ln addition, Chung, Ho, and
ei

Kim (2004) indicate ign investars lar@rore effective in restricting the
’ &
opportunistic beha h{f mziri; nd gmitigating EM practices. In Jordan,
Alzoubi (2016)% nd ordae"rjé/ listed firms with less ownership from
: ‘ 7
foreign inve are more like to'ren@ in EM practices. Whereas in China, Ji et al.
\
(2015)1% s

ignificant@ssociatign between the proportion of foreign investors and

the of earnings in Chir@ﬁsted companies.
%\ Palestine, foreign owners whether individual or institutional investors are
d tial for PEX as an emerging market working under a complicated political
ituation. Foreign investors provide the Palestinian stock market with various

experiences and innovative ideas to maximize the productivity and overall performance

foreign owners can monitor management behavi

counterparts due to their experiences. Subseq

ownership, the quality of the financial rep

2

A]
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of the listed firms. Indeed, the PEX performance has developed much over the last two

decades; however, it still needs fundamental CG reforms and comprehensive disw

(Hassan et al., 2016). The high degree of ownership concentration in th@inian

firms has affected firm performance negatively. Consequently, the Pale economy

suffers from a liquidity shortage. This shortage will cause a lack ofWence in the

PEX. Hence, the Palestinian economy needs to open up to attractadditional foreign
24

investments and, in turn, improve the quality and effectiv '(Abdelkarim &

Alawneh, 2009). '\d
Y

3.34 Board of Directors’ Quality Y.
As mentioned earlier in this study, t OD"is ¢
mechanism of internal CG. BOD pl a }onitoring in éﬁing with agency

problems (Chobpichien et al., ZOOWH & \3,\508 . ,@ha and Jensen (1983)
N
have suggested that the BOD r iti &e ac anzé%ency problems by using

its authority to monitor ma %t m[ Ingito re@ benefits. Furthermore, Weir

etal. (2002) have argu D as alcore ec,ha'l@'n of internal CG and will directly
4 $ &

affect ensuring Kﬂwﬁte gaiT \ockrgéers and protecting the interests of

inst the sel f ers.

stakeholders agk i 'o rr@%d
#
% studies_t I‘ﬁvt-‘g)?en conducted to examine the association

Howeyer,
§' "
betweendindividual ch }stics he BOD and EM practice have found mixed
b 9

resQe reason for this m due to individually employing CG mechanisms and

|$x the notion that the effectiveness of any mechanism is based on its interactions
ith th

e other mechanisms (O’Sullivan et al., 2008; Ward et al., 2009). Moreover, the

@wgument has been made that it is much better to examine the CG mechanisms as a
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collection of mechanisms protecting the interests of stockholders because they

complement each other. Yv
Consequently, many recent CG studies have recommended reseam@bdress

overall CG mechanisms as a composite measure (See, for example, Fal Dickins,
2012; O’Sullivan et al., 2008; Ramly, 2013; Ward et al., 2009). Tme, a BOD’s
effectiveness depends on its characteristics. For example, C ohﬂc(en et al. (2008)
have suggested that BOD size and independence, CE %arld frequency of

meetings are fundamental mechanisms to measure qu IiWh compel
23

T
tside parties,) | _S
i str% ine\tr}‘g function
ision njvo tarily.@c:se forward-

looking information in the annual repOris of Dustralian i frt@OOO to 2002. The

results of this study were that the ov: fficacy $G @nisms was positively
N

management to disclose more information to inside a
O’Sullivan et al. (2008) conducted a stu

that a company’s CG framework plays in the,de

related to the disclosure of fo in ﬂ]for tion. qu:lother study, Dhaliwal et

&
al. (2006) examined the as%ia\t;n bI en the eff eness of BOD and accruals
quality. This study me% e qua‘l‘i f colmpar’s BOD by using the most used

F &
BOD characteristics®sBOD sizel, i depe&o\ce, directors’ ownership, and CEO-
Chair duality. TQ wi
¢

at t)—@fength of BOD led to an increase in the
quality of a S

relati p between CG mech@éms and audit quality in Malaysia. The study dealt
N

\auomposite of CG mechanisms and gave each factor a score ranging from 1 to 10.

o

Therstudy found that firms with a higher ownership concentration were less likely to
sk for extensive auditing. However, the concentration of ownership played a minor

role in the positive relationship between internal CG and audit quality.
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Concerning Jordan, AbuSiam (2015) addressed five characteristics of BOD (BOD
size, meetings, independence, presence of a remuneration and nomination co
and CEO-duality) to establish a score to represent the BOD effectiven@n he
examined the influence of BOD effectiveness in EM practices. A&&wg to the
perspective of agency theory, AbuSiam (2015) found a negative asWon between
the effectiveness of BOD and EM practices in Jordan. \,

Garcia-Torea et al. (2016) analyzed whether a BO K;ec'lvely addresses

stockholder interests also proved to be effective in ensu the inte the rest of

the company's stakeholders for companies acrosst%d Th uriad QBOD
d

quality according to the stockholder viewpoint K i adqug e for the
stakeholder perspective. The study show e at effecti S we@'nvc:re likely to
address the interests of both the stoc d

f th@fs stakeholders.

C '\bining several BOD

Hence, they proposed a measur BOD@*N
Rl

characteristics into one group.

-
\ﬁ &
In summary and base%z. prr m@ed, an aggregate measure of
C e

the quality of BOD mlM om“ he | Ve m@'e of its effectiveness as a tool of

CG. It is widely Wat Tﬁﬁectlv might improve its monitoring role
in protecting theynte ders, h, in turn, reduces agency conflicts and

Costs. Accor | the sum orf't {(}z;?ugh score of a composite BOD measure of
NN
quality i e relat 'wducﬂM practices. Consequently, the current study
est a score of the BOD@Gahty by using six factors of BOD characteristics,
N

>,

% size, independence, meeting frequency, CEO non-duality, the existence of
n

Q eration and governance committee, and nationality diversity. So, this study aims
investigate whether the quality of BOD as a composite measure is effective in

reducing EM in the Palestinian companies listed on the PEX.
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3.35 Audit Committee Quality

An effectiveness AC is considered as the backbone of the monitoring of fi?ﬁ'ul
reports. Indeed, the importance of the effectiveness of the AC has beco after
recent major accounting scandals and corporate frauds. The independert;d financial

expertise of AC members are the required keys to improve the qualim AC (Lisic,

Neal, Zhang, & Zhang, 2016). \)
The AC plays a fundamental role in the monitorin cor"sultlng with the
management in implementing internal accounting contgol syste preparlng

financial statements. The primary job of AC is to o c‘al rtmg

s t udltﬁ-;md CFO
and,&h’ernal controls

i %ndent and financial
*‘«E

process. The AC conducts regulatory meetings

to review a corporation’s financial stateménts,

(Klein, 2002; Pincus et al., 1989; &m&f@

Furthermore, AC with an @Spriate \el\$
knowledge might increase th%ly of finaneial st ents. Consist with the

\n &
perspectives of the agency : d(] entdirect @ho are non-executives of the

Sy

company are an essenti lity that co r'i'b'uteao an ACs effective monitoring

&
function (Fama 8;@, 198is it %me quality of financial expertise and
me

mdependence ers s ca *%ﬂuence a committee’s effectiveness in

¢
ensuring the | of financi epB t@(?nd the oversight function of an AC.

N% r studi stud \AC characteristics individually to examine their

rel m&p with EM and earm@z. quality. However, these studies have had mixed
t ne argument for these mixed results is that examining AC characteristics in

Q tion from each other’s has led to unclear results is because they function in concert
ith each other. Thus, DeZoort et al. (2002) have suggested that it is better to study the

characteristics of AC as a group by combining them into a bundle to measure AC
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effectiveness. Ward et al. (2009) also argued that investigating the mechanisms of CG
as a group rather than as individual components would be a better course of awﬁn
future studies. (’}
Early on, Abbott & Parker (2000) used a composite measure ﬂ%ﬂine AC
effectiveness and its relation with selecting an external auditor for fm the United
States. They found that the results of the study were signifi nm employing the
composite measure instead of using separate measures. | QYqzeti Arab Emirates
(UAE) context, Hassan et al. (2017) added to the prior ies that h r‘essed the
association between AC effectiveness and BOD charagtenistics and OS i tt’e @Yr:on-
financial listed firms. They used a composi ure_of roxie\s/mc size,
independence, financial/accounting expertisegand freq (w\rneeti@:qneasure AC
effectiveness. The study found that &aiveness a om L‘te was positively

associated with BOD size and inde nce, w \he?el ig@hip with CEO duality
S

was negative. ‘% 6 “ Q-
&

Furthermore, using am ej edjbank \TbGulf Cooperation Council
Countries, Al-ebel ( amined: the aséoe@'on between the level of AC
g ’ &
effectiveness and,iQU%\‘ctual Cil i
ize,

of AC, including,si dep

were combiaﬁh a composi m!'asw_e}%?o compute effectiveness as an overall score.

NN
The fin% the rgsear owesé} positive relationship between the effectiveness

ofm&intellectual capital i:%bsure.
%\ terms of Jordan, AbuSiam (2015) established a composite measure to AC
t

iveness by using four characteristics of AC, namely AC size, meetings,

Qjependent and financial expertise. He found that AC effectiveness as an aggregate
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measure was negatively associated with EM practice at a significant level in Jordanian

companies. Yv

Following these prior studies, this current study intents investigated ence
of AC quality in reducing the level of EM practices in Palestinia%—financial
companies listed on PEX. A composite measure was used as a proxy for the quality of
AC by using three factors of AC characteristics, namely, AC size, Thdependence, and

financial expertise. This study anticipated that EM practice 'the lowest level

when the quality of AC increases. .\d
L 2

Y
| S
3.4 Earnings Management 4 .\T

N\

emenl.@r~ he users and
a c@ﬁation. Executive

s@ractice EM (Pappas,

N,
2015; Degeorge et al., 1999). | ior studie racti(ogi?EM is included earnings
manipulation, modification,.adj M@Auch EM literature has tried

brtsbarnings, how they do so, and the

&

w & Skinner, 2000; Schipper, 1989;

to understand why ma

consequences of thi

& Healy & Wahlen, - ‘&VI takes place when managers use their

discretion b %the coun g‘foods_ja d policies to manipulate some elements of
% NN
financia% n state ?nd inﬁe statements. Such manipulations have perhaps

mis e financial stateme@érs and other stakeholders (Wu, 2014).
E\DM appears in several forms and includes a vast number of fraudulent activities.
This s

ection will provide a general overview of EM and what may motivate managers

practice it. In fact, various motivations drive the company's management to practice

EM. Alia et al. (2020) said companies are using it to smooth income, raise stock prices,
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restrain debt covenant, reduce labor union influence by negotiating with them, manage
acquisitions, maximize management wealth, import relief, and bonus schemes. ]
this section will discuss the prominent definitions of EM, explain the claﬂs n of

EM practices, clarify the objectives of EM, and identify EM types, alﬁkuss some

incentives for EM. ?

34.1 Earnings Management Definitions z '

EM studies have strongly attracted the interest academ ctitioners,
g
scangdals ﬂn@AIG,

uc% [ aturgﬁgé tried to

X

di andneeds Investigation

to reach a comprehensive concept. Th@)minent i tion@ﬁEM are discussed
in detail in this section. cq \T ,<\
N

Copeland was one of the %7 rnings manipulation and
income smoothing. He has motivated I mi bodi@engage in future research on
such issues. Copeland defi M as the in nt'omb’naximization or minimization or

4 ’ &
smoothing of ne;@that\‘)ﬁ en gnagers use their discretion to make
accounting chow designfi 'cial @actions for the sake of manipulating the
¢
reported ne %ae (Copela f)ﬁi);j?chipper (1989:92) offered one of the most
NN
commo% i

in the.sense of a purposeful int@ﬁtion in the external financial reporting process, with

regulators, particularly after the well-known acco
WorldCom, Lehman Brothers, and Nortel. Alt

define EM, the issue of EM still opens for f

ons W 'ﬁrvedt'@ “By EM I really mean disclosure management

a mo obtaining private gain for stockholders or managers.” Similarly, Alia et al.

& 0) said that EM activities do not reflect the actual financial data reported in the
na

ncial reports. Therefore, EM practices may prompt misleading decisions, which in

turn drive to low-quality financial reporting that may affect stakeholders trickly. They
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also argue that the reason which motivates the management to engage in EM that differs
across financial periods and companies. Y-

Healy and Wahlen (1999) argued that EM practices would occur wh@'&gers
used their judgment on financial statements to prevent the disclosure mpany’s
actual economic performance for the sake of misleading some stake W or gaining

benefit from the adjusted figure. Consistent with this definition| rent study views

l

Vasilescu (2014) explicated the definition of and \/MQQQ). He
23

% 9
managers_use in ‘@arlng

ng@ as Q/xnues and

EM as the opportunistic behavior of management.

claimed that this definition refers to the judgment
financial reports. Managers can defer several
expenditure associated with deprema ex nseu\(str i t-IineérTaccelerated
depreciation methods), working capita %nent (purChases a@teivable policies,

inventory valuation methods, inve Ievels) \ar d@“evelopment expenses,

and advertising or maintenance itures. Hen ed@tlons of Schipper (1989)
and Healy and Wahlen ( e a}'@ opportunistic behavior of

managers in preparing% state IaI gaging in EM practices to gain

benefits and impr fina r]c orma to change the behavior of some
stakeholders fo eir intere \
e

Walk ) de ned tHe EM (()ass as “the use of managerial discretion over

\
(within % accaunti omes‘}arnlngs reporting choices, and real economic
uAto influence how ur@i{nng economic events are reflected in one or more

ms of earnings” (p. 446). Walker (2013) documented that his definition of EM

& broader than prior definitions and did not assume that all EM practices were bad.
he definition concentrated on legal accounting choices that were not considered a

fraudulent violation of GAAP. Unlike previous definitions, Walker (2013) presumed
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that his definition did not consist of fraudulent accounting choices, although the prior
academic studies often noted that high levels of EM practices often precv'a
fraudulent process. Walker (2013) said that income smoothing was conside e of
the many forms of EM practices. Before around 1980, most publishedfe&ch on EM
was related to the income smoothing process. However, from 1980st, the EM
term has grown instead of income smoothing has become morg prevalent.

Another common definition of EM was that Davi %;.

1987), cited in

Schipper (1989) who said that EM was “a process of ta delib. raWWithin the
L ]

Yw
ring abou eiir@/el of

(Z% stra@?hat EM

'.@gzc:etion over
accounting numbers, with or without |ctia :

The abovementioned definititﬁ;sveal thag\csuwl M takes place when
managers control their report% ﬂ ithtion of the accounting

discretion related to G ass’ , Qazir, 2015). Subsequently,
I

Generally Accepted A% Prins‘i es ?APéh'emselves provide some room for
hoites and e

ﬁnﬁtions for management to report firm

g Ear{lééétudies that dealt with the issue of EM

!
¢
provide evi %)0 support the f'ac@‘ﬁ]?t managers use accounting estimates that
NN
[ ordante_ wi ,GAA@ manipulate DAC either to inflate the reported

the end of the year @Uce it by doing excessive accounting provisions and

constraints of generally accepted accounting principl

reported earning” (p. 92). Fields, Lys, and

practices happened when executive m

discretion, includin countini

r Ne» (Beneish, 2001; Dechow & Skinner, 2000; Fields et al., 2001; Healy &

len, 1999).
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34.2 The Types of Earnings Management

According to prior literature, EM has been classified into several tyw
methods. Commerford et al. (2016) and Alia et al. (2020) said that EM i@% ting
into two kinds. The first kind is named "Accounting-EM," which reli he use of
accounting estimates, policies, and accruals. EM is paramount to ‘€omprehend the

mi

accounting accruals and their impact on measurements of a CM'S performance
iZti

(Schipper, 1989). The second form of EM among the s g of investing,

-

financing, and operating decisions called ‘real-based "(Alig e 020). The

T
following sections describe the most common metho etail, pa a}c@ased
EM, real-based EM, and classification-shifting 4 .\T
Y W\ &
3421  Accrual-Based EM \:') CS‘
Much prior literature has e>@$/ely a \segth @ual-based EM (e.q.,

N,
Schipper 1989; Zang, 2012; H%j Wh%len ; A&K;Bt al., 2020; Fields et al.
2001). This literature has di Mhej e non@etionary accruals and DAC.
f

Hence, it is imperativ in the differehces b@een both of them. Jones (1991)
4 ’ &
argued that the no ﬂqetio@ Is ap 6ar from factors that are not under the

scope of managw rol. i ce, @owth of sales leads to an increase in the

l
#
balance of afi(% receivable déa dce?ts.

NN
Ir% , DAC fron&ctors over which managers have control (Jones,

Yv
199Qany resulting accru@(ould be discretionary whether managers targeted to

4

G

affect ‘the reporting expenses by manipulating the rate of bad debts for the sake of
[léwance of doubtful accounts. Under GAAP, managers can manipulate accounting
arnings, as they have the choice between accounting policies that treat accounting

events differently (Alsultan, 2017). For example, alternative treatments for accounting
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events can change reported income without any cash flow consequences. According to
Teoh et al. (1998), there are three kinds of methods that managers could us?&r
accrual-based EM. These are as follows. (’}
First, Accounting Method Choice: According to this method,‘%gers can
postpone and advance the recognition of expenses and revenues to InCrease reported
income. For example, a straight-line method typically minimi sWiation expenses
compared to the accelerated depreciation method in the Zk:s r)f depreciation.
Alsultan (2017) noted that if new management intende defe rewfog%iiion
for continuing long-term projects to enhance its re ion, the c Idte‘c@htract

method might be conducted, as, in this met nue i€ ecogm?;d at the

Ietioo@!mod permits

completion of an enterprise. In contrast, w ent

revenue recognition as a percentage owa complet rin@ reported year.
Second, Accounting Method (%cation/ \retg ,Q\'rmates: Managers can

N,
influence the reported income %er cﬁbosin an agiq::?\ting method among the
application of accounting pti N Al nting stan allow managers to practice
, th

their discretion in esti alues of disposal assets and asset

lives of depreciable ized for leases and pensions.

mme&(s managers have discretion over how

Third, éﬁg
¢ I ‘..)
accounting spare fecogn eo’,‘ tl@j/ also have discretion over when they are

NN
recogni% examp ){ have@cretion over how much to write off in terms of

GE .2 Real Activities-Based EM
A small amount of literature examines how managers temper real transactions to

deform reported earnings (Zang, 2012). Many studies regarding real activities-based
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EM explored managerial discretion through R&D expenses (Baber et al., 1991; Dechow
& Sloan, 1991; Bushee, 1998; Zang, 2012). Other forms of real EM practices thw
been searched contain reducing advertising costs (Cohen, Mashruwala, & (%010),
repurchasing the common stocks (Hribar, Thorne, & Johnson, 2006), le assets’
sales (Herrmann, Inoue, & Thomas, 2003), reduction of sales prices, detivative hedging,
debt-equity swaps, and securitization (Zang, 2012). \,

Roychowdhury (2006) said that accrual-based EM nz hav’a any cash flow

effects, unlike real activities-based EM, which directly affects a cdmpany ’§ €urrent and
"AX

future cash flows. According to Alhadab et al. @Mvanag SQ I)r@ real

for wvaridus re@?ns. First,

activities-based on EM instead of accrual-bas |ties\

accrual manipulations are more likely to e unde tiny gulators and

g a@%ancial fraud that

@ounting methods and
N,

policies are accumulated in the %ﬁhee&tate nt. MQ/ ers may convert the type
of engagement in EM from chs-b Ma @ed EM in the current period
when accrual earnings @Zwid i

real EM through @)f o@ il

NN
T% s of o 'gg coﬁpenses to non-recurring expenses to inflate core

AN P S . |
prof ty is termed Clas |(@1|on-sh|ft|ng-based activities. Managers use this

o0 practice EM (Mcvay, 2006). Several prior studies have investigated EM. For

auditors. Second, accrual manipulatio ay Dad to acco

expose the management to litigatiop_tisk. Third, S|

instance, Mcvay (2006) found that special items include expenses that have been shifted
om core expenditures opportunistically in the context of the United States. Similarly,

based on the UK context, Athanasakou et al. (2009) determined that a small proportion
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of the core expenses can be reclassified to include other non-recurring items to reduce
the gap between reported income and the income expected by analysts. Zal
Roberts (2016) found that UK companies manipulated earnings by clas@ome
expenditures as non-recurring items, whereas they should classify the urring.

Moreover, Zalata and Roberts (2016) also found that stw'mternal CG
constrains classification-shifting activities and that companies with“more independent
directors, longer tenure of directors, and an effective AC ¢ X;h

r engagement of

classification-shifting activities. They found the three acte 'stw AC that

X
prevent these activities were the existence of finan ecialists hd c@ittee,
more frequent meetings of the AC, and direct i Io% : Rq@?owdhury

(2006) has argued that, if managers can m% acaﬁuals roug Vi:e year, they

may face difficulties manipulating th wha the end e y@(e(pproaches. Thus,

managers might resort to another c?'ﬁgps for earni ni u@ron, like classification

o >
shifting. “« Q-
S A} L

3.4.3 EM Models mon rlteas rellnet%'
4 F &

During the p Wy yezir:?me ous igdks have been conducted in detecting

EM practices w se 'dels,(J hods, and measurements. Hence, the

¢
previous lit gfraof EM att ptgd eji vent a simple approach for detecting EM
% NN

practice<8<, uen ﬁgzyl mes@ﬂsms have been generated in accounting studies

suchy,assingle accruals or @?ﬁc accruals that McNichols and Wilson (1988)
pEN Dechow, Sloan, and Sweeney (1995) and Jones (1991) were the first to
r

0 nt aggregate accruals.
The statistical distribution of earnings changes and earnings was presented by

Burgstahler and Dichev (1997), the determination of thresholds by Degeorge et al.
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(1999), the discretionary revenues model that Stubben (2010) developed, and finally,
the informativeness of the earnings model (Easton & Harris, 1991). On the othe?ﬂ,
several studies have tried different methodologies to study EM phe@ like
questionnaire surveys or structured interviews. A
McNichols (2000) has argued that the primary and most ‘€0mmonly used

approaches by the literature of EM are specific accruals, total “accruals, and the

distribution of earnings. According to McNichols (2000), speeifi ccrL'aIs suppose that

ipul tinit values
"y
may lead to the manipulation of accruals valueéwl. Total a alﬁ @cross
y

companies and across time and provide the op?w 0 & theqayﬁlanatory
variables such as auditors and the mechamisms"”of : third@gzhod, which

Degeorge et al. (1999) and Burgstahwmchev (1 dev %d, examines the

statistical properties of earnings to %behaﬁ«%ﬁ sgamings.
a% & =)

the profit involves cash flow and total accruals. So, the

The current study condu aggregate pprozi(ztgﬂodels for detecting EM
practices. The main reasor‘(\ir oo]w ISYappro is because it was the most
common and widely u% tect EM in pri
Abu Siam, & Namm& m' igi, 2020; Diri et al., 2020). The other
reason was thatK requi sing {Bi‘/approach are available in the Palestinian
environmen %

Q- $
& v <>
Y’
3.4. The Aggregate @Uals Approaches/Models

é \m The Healy Model (1985)
Q The Healy (1985) model is regarded as the first model that tried to detect EM
r

actices through addressing the basic methods of aggregate accruals (computed totally

f I'nature (Ibrahim et al., 2014; Idris,

<)

through logged assets) as it attempts to compare a period of non-discretionary accruals
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measures. Furthermore, Healy (1985) indicated that practicing EM systematically may

take a position within overall periods. Healy (1985) defined accruals as the diff

between the cash flow from operations and reported earnings. Thus, th@or a

specific period is computed as follows: A

EDAit=TAit/Ait-1 \}

3.1)

where: .\d
EDAIit = The measurement of DAC of the period. g

. | _§'
TAit = The aggregate accruals of the period. p
Ait-1 = The overall assets at the starting of the pewd. ?\ \&

3.4.3.1.2 The DeAngelo Model (19% \

The DeAngelo (1986) mod %teapts t%’tl V@IESS and deficiency of
[
0 (298

7]

Healy’s (1985) model. DeAn& 6) %ﬂ;}hm computes the differences

between total accruals i th(Wded ;'erio sl g@ e total accruals in the present
e;ow:’

period, as it is shown b

N
T \'he total accruals for the current period.
-1 = The total accruals for the prior period.

it-1 = The total assets for the prior period.
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3.4.3.1.3 The Jones Model (1991)

The Jones' (1991) model was developed to measure non-discretionarysaccruals,
including new factors such as equipment, property, and plant factor (c@ol any
challenges and changes in the non-discretionary accruals th erged from

depreciation expenses and proceeded from changes in the activiﬂwf mpanies. The

model is calculated as follow: Y'

TACit=o (1/TAit-1) + Bl (AREVit/TAit-1) + PR(PPEjit 'Fd it/l) + ¢ it
[ ]

(3.3)
D [ JIS
where: b 4 \)‘T

_ ™ N
TAC it = the aggregate accruals. V q‘ é
TA it -1 = the book value of total asse\% i at the ye <§1.

le

A REVit /TA it -1 = the sales reven@firm&(? ;@enues in year t scaled
. ? o S

by TA it -

PPEit/ TAit-1=Thegro s%rty,
yﬁﬁ d by Tr

4 2

a I B 2 = the estimated paran] \ %éj/

¢ it = the resid & \ewp i@

3o g e’ "a(?f
Jones’ f%mod I has ra{te@ y academic researchers for several reasons.

\

For instance, ra amy(19 6)@1cated that the Jones Model was more developed

Y-v

than,others. Also, the Jones mod’%M/vhich is associated with cross-sectional studies, can
N

Ex more control than functioning it with a series of time studies. Moreover,
0

w et al. (1995) observed that the model of Jones was the most suitable model to

etect EM practices effectively.
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34314 The Modified Jones Model (1995)

Dechow et al. (1995) focused on the shortcomings of Jones's (1991) mow
have provided a more effective model for detecting EM practices. Dechowé%&995)
believed that the Jones (1991) model ignored the manipulati revenues
manipulating, which is deemed as a non-discretionary action. Subsequently, the
Modified Jones (1995) Model considers the changes in reve eWare adjusted for
changes in receivables and property, plant, and equipment. wor|js, the Modified
Jones (1995) Model regresses aggregate accruals o 0SS rWIam, and

®

equipment and changes in cash revenues to offer @nts that wi ekn@ed to
compute unmanaged accruals as follows: Y. \4' \‘/T

TAC it /A it = BO(L/A it-1) Vi
(3.4)
where:

mcit= N ,\j N

it = Aggregate accruals. N

TA it -1= the book val@ssets,;‘%pénmt the end of year t -1,
AREVit/TAit-1 ﬂ orre 4 comguy(‘/i in year t less revenues in year t-1
scaled by TA it Q‘C it ‘\@Ze tv%etount receivables.

[
PPE it/ TA it%ross roperty, pla ,%r?d equipment of company i at the end of

- N
% yearts ;dby t-1,

Y—v

a ﬂl‘& estimated parameter&}f

\
sa\e residual
Q Several studies have examined the performance of the models of discretionary
ccruals. They have presumed that the Jones’ model, especially the modified one, is the

most suitable one because it can detect EM practices (Habbash, 2010). Even though
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both models were represented as time series. Subramanyam (1996) compared both
models based on time series and cross-sectional data. He documented that the 1
model, particularly the modified one, was more effective in terms of cr@ional
data than in time-series data to detect EM. More importantly, in cross-Seetional data,

the Jones model can control for years as well as it is well-influencingWiam, 2015).
Hence, the cross-sectional models are categorized and descriEWncluding larger
samples and observations; yet, the Jones model does not p e'the s'ationarity of the
discretionary accrual models (Subramanyam, 1996). int es.}iﬂqldthe Cross-
g
sectional model suggests that the model of discretiona rual islassqci teﬂ @very

its@gycle. In

Qo

the industry,

firm in a particular industry, regardless of its

other words, if a company within an indusw

then the discretionary accrual model waj
1995). (,)
>
4]
34315  The Kothari @NOSI ,ﬁj
Several studies %I ussed the rfdrm@:e of this approach in terms of

computed EM. For hs@ce, Df Mt al. (gfv) proposed that the estimated results
from the Jones réh(pos \3@ Watés'itively and significantly related to return
on assets ( % i:%rﬂ'ané'i?sues associated with misrepresentation and
misspe%%chm P ask \ari etal. (2005) and Bartov, Gul, and Tsui (2001)
hav ded the influences @z}: associations among the company’s performance

a through portfolio or firm-matched methods to modify the DAC.

: On the other hand, a pioneering study that Kothari et al. (2005) suggested that the
A

C that is measured by the modified Johns model might include several errors of

measurements of DAC once such a model disregarded the role of performance of a firm.
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Hence, the DAC has been computed by the residuals of the cross-sectional model as

N

TACit=d (1/TAit-1) + BI(A REV it - A REC it) /TA it -1 + B 2 (Pﬁ;z/ 74 it-1)

+ B3ROA it -1 + ¢ it

Subsequently, Kothari et al. (2005) indicated that there areWethods to obtain

the performance of the companies in the computed DAC. f|Zt Waf matching each
stries

follow:

(3.5)

firm-year observations with other firms from similar ndsthegROA of the

@
closest year to the current year. Second, performance ativelyinclu ed’ir@ can
0

be included in the DAC regression as additionava. s.% apr‘;Eh is used
&

es @el (Dechow et al.

ure to measure EM

in this current study due to its small sample%

firm’s performance will le thhspe[i icationps in t M model. So, recent studies

(e.g., Alsultan, 2017; % Sun,
o !
misspecificatigf)wd teros

009 D4i,~Dharwadkar, Shi, & Zhang, 2017;

¢ &,

2 i ng 2015; AbuSiam et al., 2018) have

et at§~2’005) suggested to avoid problems of

c{tg'}lssues that arose in preceding models.

alti
Therefoge, thisscurrept stu }o Iowé}he studies mentioned above in using Kothari et

Y—v
al.’s,(2005) model to computedr)vé magnitude of DAC as a proxy for detecting EM
\
gt ;
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3.4.3.2 Measuring Total Accruals

Total accruals is a most common measure in differentiating between DTU
non-discretionary accruals. Total accruals comprise discretionary and non-@nary
accruals. Healy (1985) defined discretionary accruals as “adjustmen&'&ash flows
selected by the manager” for the sake of affecting reported net profif (p. 89.) Healy
(1985) and DeAngelo (1986) said that non-discretionary accru swevent year were
based on the total accruals in the estimation year. Both st have SL'ggested that the

practices of EM occur only in the event year. To sum i the 'sw accruals
@

Y

are representative of EM that managers can manipul portunisti y.k@sely,
managers cannot determine non-discretionary e% re not\&?der their

pr@&s (Kothari et al.,
&':The total accruals must

N

by two approaches: the

control (AbuSiam, 2015). V
Several studies have addressed t!@

be first computed. Indeed, the %

balance sheet approach andﬁ\lica
elaborated in the next %

N

S
o
@
@
S
= 7
O

ch. Both approaches will be

6% TACit = ACAit - ACashit - ACLit + ADCLit - DEPit
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where:

ACAIt = Change in current assets for firm i in year t. Y*

ACashit = Change in cash and cash equivalents for firm i in year t.

ACLit = Change in current liabilities for firm i in year t. *

ADCLIt = Change in debt included in current liabilities for firm i in Qr t.

DEPIt = Depreciation and amortization expense for firm i in year t.

3.4.322  Cashflow Statement Approach ‘\d
[ ]

Several prior studies have used this approach
c% & Pham, 2018;

al., 2@;{ Under this
o

A
TACit =N 1it \&
(37) N ¥ g

where: Y' ,
TACit = Total accruals for fi iiK
N.lit = Net incon@nin slbefor extra ary items for firm i in year t.

O
g_dctluges for firm i in year t.

O

: t@ashflow from operational activities approach is

2006; Almomani & Ayedh, 2017; Becker et

Juhmani, 2017; Klein, 2002; Latif & Ab

4
better Sn balance sheet app@ﬁ:h because the cashflow approach eliminates any
e ed errors when compﬁhg the total accruals (Almomani & Ayedh, 2017;

unopoulos & Pham, 2018; Juhmani, 2017; Latif & Abdullah, 2015; Idris, 2012;
OuSiam, 2015). Therefore, this study uses the cashflow from operating activities to

measure the total accruals.
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3.5 Overview of Political and Economic Situation in Palestine

Palestine (West Bank & Gaza Strip) is considered one of the MENA CTS
characterized by a high degree of political and economic instability. \ore,
Palestine has been under the Israeli occupation from 1948 until the pf;w which is

considered the longest occupation historically. The Israeli occupationias damaged the

Moreover, the economy of Palestine is classified as an e

Palestinian economy due to its dependency on the Israeli econ elkarim, 2017).
IZ ecc'nomy with low

productivity, investment, and limited competition because®ef the high degree of political

Wy
instability and ongoing wars (World Bank, 2014). Po instability i th& @Bank

and Gaza Strip has created a barrier to the econY,; d i@ Iim%‘@vhich, in
turn, has reduced economic growth rates an&@ e pwiduc ity of@%:ivate sector

in Palestine (World Bank, 2014). Duri Ee arrent dec ser'@%f political events
has decreased economic developn@bln this \og t ,(@Htical and economic
N

situation in Palestine will be rewvi sorﬂe detail .4 (S:?

The Palestinian Nati%hor[ Wag%nded, according to the Oslo
Accord (1993), to go% tinian loccupied te@ories, including the West Bank,

3

East Jerusalem, a;@ Stril& ass civil responsibility for most of the
population resi% the lnk aeslj\‘@aza Strip. Nevertheless, Israel, as the
¢

occupying P %Qmain ained ulfare‘}%ht control over the Palestinian territories
E;l

NN
(World Bank, A .ihe Accord was viewed as a partial solution to the
'}

Paleﬂm issue until a final r@tion was reached, which has not yet occurred. Until

a%\lm and comprehensive peace agreement is reached, the Palestinian economy will
ontin

ue to perform under the influence of political instability due to the procedures of

Qe Occupation Power. Accordingly, political instability is a significant threat to current
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and potential investors and is a significant reason that the private sector has not worked
for many years (World Bank, 2015). Yv

After the Oslo agreements, the expectation was that the Palestinian eCo and
the private sector would improve significantly, and they would be attradl% local and
foreign investments. Unfortunately, the Palestinian economy has suffgred more since
the Oslo agreement due to Israeli control of the Palestinian Economy (Abdelkarim,
2017). Despite that, the annual growth of the Palestinia my, recorded a 9%
average annual growth from 1994 until 1999 due to largetinflows fw‘nd public

capital and increased private investment. (World Ban 7). Five y afte_&@ Oslo

accord in 1999, no comprehensive peace and thegltimate solufi reaq@ between
Y.

rritorjé\/vitnessed an

increasing level of violence, as Israe ccaied the inia %ritories (Gaza &

West Bank) and imposed strict restr@ss on the \eu%n p:éhestinian citizens. The
A N,

second intifada was launched im%o, tr% Pal mian((/ omy since that year was
down warding, which in turu?ir\s@ingl conpmic igﬁbility and negatively affected
l.

investor confidence 0—% ,20: )- :l 0’
son. fhtifad X

After the out of thels e annual growth rate declined to an

the Israeli occupation and PNA. Hence;

annual averageﬁ . T 'of the.second intifada affected the Palestinian
¢

economy a 9@ (Al-Agsa nt#ad@c,;)and substantial losses occurred for listed
%v NN

companiés LonwPEX Jd ',the d&we of geographical areas and poor political

o

con@ In addition to this,@decrease in investments, whether local or foreign. A
f%&s later, growth improved to the annual average of 8% from 2008 to 2012 due
o0 farge amounts of donor funding, which was approximately equivalent to 32% of the

Qalestinian GDP in 2008.
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Furthermore, the 2014 war in Gaza and the extreme decrease in donors’ funds led
to severe instability in the economic conditions in Palestine. The 2014 war in G
severe social, political, and economic consequences that had devastating.| s on
private sector activities, causing the Palestinian economy to tr wnwards.

However, growth had slowed even before the war due to a significant degcrease in donor

assistance. As a result, real GDP growth slowed to an annual E\W of 2% between

isia in WQ later on,
Yv

1, especially) Libyd&~Egypt,

rie% beeqjgabject to
se evelo‘:)me led @Eange in the

regimes in many countries, but despité%a,c einthes ms,@%bility remains in

some of these countries (Ghosh, 2% Palest|E\311a$s 9\ﬁ\mtable economic and

N,
political conditions with Arab stateg due o«the(:/gﬂinuous Israeli practices
economy G&nem, 2013).

ility i§ co idéred} primary factor influencing the

2013 and 2016 (World Bank, 2017).

The spark of the Arab Spring revolutions ignited i

these revolutions spread to other Arab countries i
Jordan, Algeria, Bahrain, Yemen, and Syri

economic, social and political repression.

against the Palestinians and Mstir[

Therefore, politi

4 ’ &
performance and vofatility ofsf \har ets gwf & Kammoun, 2015). Accordingly,
in 2011, which % y 'rab ﬁ(g, the Al-Quds Index fell to 12.7 points
lower than i r!’ofcr}(?investment sector fell (10.48%), as did the

NN
'css!\%ctor (1.15%), and the insurance sector (3.65%),

| | 3
whi anking sector mde@/eased by 0.72 % (PMA, 2011).
%\he year 2012 witnessed several political events like the conflict that happened
t

industrial sec

Q he assassination of one of the Palestinian leaders and the ongoing closure and
stricted movements of goods, services, and people, and the continuous division

between the Gaza Strip and West Bank. These challenges may have caused a slowdown
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in economic growth and political instability leading to an inappropriate investment
environment for potential investors. The PEX has documented that the re?ﬂp
recorded a growth of 5.9% in 2012 in Palestine, which was lower than th@ rate
in the previous year. Similarly, Al-Quds Index decreased during the fi quarters
of 2012, while it recorded a slight increase in the fourth quarter of thmyear (PEX,
2012). \’

This slowdown increased in 2013 (PEX, 2013). T Ys.ho s that the real
growth rate in 2013 was only 2.1%, while the growth ra S 5. AW§ompared
e to paliti add&é}!‘gmic
eri% ing%éﬁormance

he ac@grnent of high
e @uous economic

ﬁ@:ted the movement of
5. 0

trade and all aspects of the econ%genef‘al (P 20(0- MA, 2013).
The year 2014 witne h&strj’ co flicts%n;ﬁw Gaza Strip, which led to
of

massive damage to t)%a ructu'r‘ (i‘ Eeo@,’ and the flow of regional and

international aid, . structi(inzm, and ges due to the Palestinian Authority

factors also lower-t

to 12.2% in 2011 (PMA, 2013). This slowdown w.

of the public sector. Additionally, Israeli pr

and sustainable levels of economi(&.\r/ta Likewis

blockade that Israel imposed on th a Strip \ﬂ |

NN
companiés,,as the AlfQud ex ds&ased by 5.48% by the end of 2014 (PEX, 2014

& PM,&OM). \c},‘?’
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Table 3.1: Main Economic Indicators of the Palestinian Economy, 2011 to 2018

Indicator 2011 2012 2013 2014 2015 2016 201
Output and Prices (Annual percentage change) qﬁ
Real GDP (2004 market 124 63 22 02 35 47 %0.9
prices)
Real Per capita GDP 9.1 31 -08 -31 05 2.% -1.7
Inflation rate 2.9 2.8 1.7 17 14 -02 2 -0.2
West Bank 3.5 4.1 31 12 13 Y* 0 0.4
Gaza Strip 0.6 0.5 -08 29 L -0 01 -13
Unemployment Rate (Percentage of the IMe)
Palestine 209 23 234 269, 2 6.9 284 308

West Bank 17.3 19 18.6 17. 3y 1812 18.7 17.6

Gaza Strip 28.7 31 32.6 1 4Ly 4 521
onetary rity (2018)

Source: Palesti
N
Based on the data presented in Table 3.1, the rate decreased tlgﬂﬂcantly
from 2011 to 2014, and the annual inflation rT {I 9%&8 low of
Y.
1.7%. Table 3.1 also indicated that the UEW ent‘%‘ate C tmue@grow in both

the West Bank and the Gaza Strip, rezM |gh in 2 ue @ass destruction in
infrastructure and factories (World 2014) rowth fluctuated from
2011 to 2018 during episodes i co |cts a ﬂoll@mstablllty occurred.

and Veiga (2011) used ta fro

Such fluctuations ali \h sults ofiacad studles For example, Aisen

%J‘y tﬁa‘rom 1960 to 2004 to investigate

the influence of M m@n ecc&&#ﬁc growth. They found a negative

association betvﬂKp itica ity de@§g and GDP growth rate. This result aligns
with what |n Palestine Z'O@ear of heightened political instability.

I e Waorl r}k re GF\t?d that the 2014 war on Gaza had a disastrous

im the economy of Palg@}é which led to a negative growth rate. The 2014 war

bout $460 million off Gaza’s economy, leading to a 15% contraction of its

. Moreover, the annual average of economic growth in 2015 and 2016 was 3.4%,

hile in 2017, it declined to 0.7% due to political tension and division between the Gaza

Strip and West Bank.
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Watts and Zimmerman (1978) have suggested that management, which is facing
adverse political and regulatory actions, was more likely to manipulate earninngﬂ%
sake of reducing the company’s profitability. This political cost theory@ttive
proposed that the higher the political costs, the more likely manaﬂéugre to use
accounting policies.  Indeed, previous empirical prior studies h¥7eported that
companies are likely to respond to periods of heightened poIitL%s.\c.!ﬁny by reporting

abnormal income-decreasing accruals (Byard et al., 2007; 1992; Han & Wang,

1998; Monem, 2003). Watts and Zimmerman (1986) ha sume tw are likely

| A | Y
to manipulate accounting information for the sake of ting lower o#e&@hmgs
in periods of high political instability accordin OI% hypathesis.
Han and Wang (1998) examined to t ent@?e ian G@sgisis in 1990

<<

pan'@ They found that

petroleum-refining companies werﬂHy to %ﬂ% p@i{ical action and used
o

affected the EM behavior of the oil gas industry

abnormal accruals and reported ings due t helr% al sensitivity. However,

they did not tend to report Ie@ed T e and incomie, decreasing EM due to lower
political sensitivity. { 0’
4 ’ &

Similarly, Byard et al.% d th en though large refining petroleum
companies eng:@%ﬁw i 'ecre g accounting immediately after the Rita
¢

and Katrin rricanes, sma r‘rco pahies did not engage in downward EM.

NN
Accord% iao, Hu, a }in(?&&) investigated the impact of Arab Springs on US

gasm& companies. This st@f'zl.md that overall, USA gas and oil firms engaged in
@decreasing EM during the event year of the Arab Spring.

Mangena, Tauringana, and Chamisa (2012) examined whether the financial

erformance of firms was affected by CG mechanisms during high political instability

from 2000 to 2005 in Zimbabwe. They used political theory beside of agency theory to
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explain the issues of CG under severe political instability. They divided the period into
two panels, pre- and post-presidential election as 2000 to 2002 and 2003 t?&
respectively. They found that BOD size, managerial ownership, and the oﬁgs\tron
of ownership had increased drastically after the presidential elections. ver, they
found a positive relationship between BOD size and the concentratrorRonnershrp and

firm performance in the post-presidential election period. T sum up, the findings

revealed that the larger BOD size and concentration of ow I er more critical in

political and economic instability. Their findings we ling w results in
previous studies that the external business environmentsis a main factor ‘ﬁ_&@g the

relationship of board size and the structure OQ@ shi% any%gformance

(Coles et al., 2008; La Porta et al., 1998). g

Attiaetal. (2016) studied comp E) unisia. tud(é"hed to expand the

previous literature with evrdence em erg "\through testing the

3

N,
hypothesis of political costs, a g economies«are ((i@cterized by government

interventions and weak pr: x of’ rig ts%s well as by political and
economic instability, %z the Arab S

4
non-financial firms din t@ stock et from 2007 until 2011, they found

e in d ries. Based on the sample of all

that the magnlt e of'DAC

!
byahlghly perl d 4 (J
NN
T% poli ',econml} situation in Palestine during the current decade
Y-

ma% topic a unique areat\o:gé investigated to bridge the gap in previous research.

in tbélﬁeriod after the revolution, characterized

e, the political and economic turmoil in Palestine among the primary motives

G onducting this study, as it might be possible to generalize its results to neighboring
0

untries because of their unstable environment due to the consequences of the Arab

Spring and civil disputes that may be similar to the Palestinian environment. This study
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is the first work to address the political instability and to test its impact on EM practices
in Palestine, and to investigate its influence on the relationship betwe

effectiveness and EM. For fulfilling this purpose, agency theory and poIiti@y are
used. While the theory most used in previous studies is agency theory, ent work
is the first to used political theory besides agency theory to captw impact of

political instability on EM and its role in strengthening or wqume effectiveness
abilit

of CG. So, this study investigates the influence of politica y rn EM practices

in Palestine. This study anticipates that the magnitude o EM leveMwill be high in a
"X
period of severe political instability. ' _\‘-}

' 4
3.6 Chapter Summary \) 0\ %\Vg*
This chapter discusses the undewaatheories d t(gs and EM issues.

Agency theory was used as the %theory \xpﬁ ai t)ag\relationship between
independent variables and the %ﬁ a?l

-=9

N,
t variablegFor th derating effect variable,

\’ &
political theory is employe* Eri Iiter e be@iewed from various reliable
resources to answer th% questions a'chi&e the objectives of the study. The

4 do‘ &
chapter elaborated IN{his stu \ﬂl use &.ﬂgency theory as the main theory to
examine the re 'i&.’p be % me@rﬁsms and EM based on prior literature.
Moreover, &03 theary :Ni be‘r use(_jj study the moderating effects of political
circumstanges‘and thg'envi :;ment@o, the chapter has interpreted the issues of EM,
incl@rominent EM defi i@wé and its types, the motivations for practising EM,
a mmost common models used in detecting EM. Furthermore, this chapter also
ocus on the political situation and illustrated how it affects the economic growth and

e performance of PEX. Finally, this chapter elaborated the benefits of using panel data

approach which will be used in this study.
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