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ABSTRACT
The objective of this study is to provide comprehensive and up-to-date evidence of

current corporate governance practices, and their impact on audit quality, in the
developing economies (the case of Jordan). Given the importance of audit quality in
increasing investors’ confidence and developing financial markets; the study has a
motivation to examine the role played by boards of directors, audit committees and
different ownership types in the Jordanian market in ensuring high audit quality.
Mixed and inconsistent inferences from previous literature regarding the role played
by corporate governance across the world provide a motivation to ask whether it is
reasonable to expect to find a relationship between corporate governance mechanisms
(e.g. boards of directors and audit committees) and audit quality in one of the
developing countries where the legal liability and investors’ protection are weak and
where overall regulations are still underdeveloped.

The study employs two different methodologies to obtain deep insight into the matter
under investigation. By using 690 firm-year observations of public non-financial
firms for the period 2009 to 2014, and by employing different statistical estimation
methods; the first part of the study highlights the importance of boards of directors’
independence, audit committees’ independence and financial experience, family
ownership, financial institution ownership, government ownership and foreign
ownership in ensuring high audit quality. However, the results show that gender
diversity and board size have a negative correlation with audit quality.

The questionnaire survey provides a clearer understanding of the impact of boards of
directors, audit committees and different ownership identities on audit quality from
perceptual viewpoints. This is by taking into consideration the perceptions of the
important players in corporate governance who are members of boards, members of
audit committees and external auditors. Analysing the views of the respondents
supports the hypotheses and reveals that boards of directors’ attributes, audit
committees’ attributes, and different ownership identities do, to a large extent, play a
role in promoting audit quality. Furthermore, the respondents suggested some
improvements/changes to the existing governance code, which could be a valuable
input for any future governance reform.

The overall result offers useful feedback for the regulatory bodies to consider the
current corporate governance practices, and to benefit other interested parties in
gaining a better understanding of the role played by corporate governance
mechanisms in audit quality. This feedback can also apply to other developing



markets in countries that share similar economic, political, social and cultural
environment to those in Jordan.
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CHAPTER ONE: INTRODUCTION

1.1. Study overview

Since some researchers named the 19™ century as an entrepreneur century because of the
establishment of modern corporations, and the 20" century was named as a management
century as it witnessed an evolution of managerial theories, the 21% century will be the
century of governance (Tricker, 2012). Although the ‘corporate governance’ term was rarely
used before the 1980s, during the last few decades it has become one of the most central
issues addressed by researchers, economists, legislators and economic entities whatever their
sizes, or their business nature. Corporate governance gained more attention as a protection
against corporate fraud, especially in the aftermath of economic crashes and fiscal crises
experienced by many countries of East-Asia, Latin America, Russia and the UK in the 90s.
The importance of corporate governance was reinforced by yet another international financial

crisis and scandals at the onset of the current millennium, particularly in the US.

As a consequence of the financial crisis and the corporate scandals, and also because of the
substantial effect of corporate governance on corporate success and on overall economic
health; a number of dramatic regulatory changes have been formed and implemented around
the world aiming to improve corporate governance and safeguard the interests of all related
parties in the economic entities. These changes are epitomised in the Cadbury Report (1992)
in the UK, which was the first published code of corporate governance; the King Report
(1994) in South Africa; the Dey Report (1994) in Canada; the Bosch Report (1995) in
Australia; the Vienot Report (1995) in France, and the Sarbanes-Oxley Act (2002) in the US.

1



The Jordanian economy has been directly affected by the conflict in the Middle East through
the last century and it arrived at a critical point during the Gulf War Il in 1991. As a
consequence of this war, Jordan suffered from the cost of receiving more than 800,000 Iraqi
refugees and, at the same time, all external aid from the Gulf and Western countries was cut
off for political reasons. To mitigate these economic obstacles, the Jordanian government
launched an economic reform process at the beginning of the 1990s. Most importantly,
Jordan launched its privatisation programme which started in 1996 aiming at enhancing the
efficiency and productivity of the targeted enterprises, creating a suitable investment
environment to attract external investment, and strengthening the economy and the financial

market by this long-term investment.

As a part of its efforts for the privatisation process to succeed, to improve governance and the
disclosure systems, and to increase confidence in the overall economy and financial
environment in order to attract more investment, the Jordanian government enacted important
regulations relevant to the for business and financial environments. These regulations were
the Companies Act (1997), the Temporary Securities Act (1997), and the Securities Act
(2002). In addition, the Jordanian Securities Commission (JSC) enacted the Jordanian Code
for Corporate Governance (JCGC thereafter) in 2008 for shareholding companies listed at the
Amman Stock Exchange (ASE). The policy makers emphasised corporate transparency, good
governance, and high-quality financial statements to maintain the market’s reputation and to
motivate investment in the capital market, as well as to work as a shield against corporate
fraud. Also, foreign investment is common in the Jordanian market, so retaining current
foreign investors and attracting further investors are of great interest to regulatory bodies in

Jordan.



The corporate governance regulation in Jordan put many responsibilities on the shoulders of
boards of directors and audit committees as essential corporate governance mechanisms;
ensuring audit quality being one of those responsibilities. The roles of these two governance
pillars are highlighted as a central part of the Corporate Governance Code (2008) as
monitoring mechanisms to ensure high audit quality which helps in protecting shareholders’
interests as well as developing the financial market. Moreover, as they provide a fair
assurance about firms’ financial positions, the external auditors are considered to be an
essential component in the corporate governance mosaic and they play an important role in

mitigating agency conflict (Watts and Zimmerman, 1983; Cohen et al., 2002; Piot, 2001).

Given this, the study aims to examine whether these corporate governance mechanisms fill
the anticipated/expected role in being able to ensure high audit quality. Mixed and
inconsistent outcomes from previous literature, regarding the role played by corporate
governance across the world, provides a motive to ask whether it is reasonable to expect to
find a relationship between the most important corporate governance mechanisms (boards of
directors and audit committees) and audit quality in one of the developing countries where
the legal liability and investors’ protection are weak and where overall regulations are still

underdeveloped.

In addition, given that legal protection for shareholders is relatively poor in developing
countries, the concentration of ownership is dominant as an effective internal corporate
governance mechanism in order to protect investors’ interests (Shleifer and Vishny, 1997).
The study, therefore, has a motive to examine whether the different types of controlling

shareholders, who are common in Jordanian market, have a positive effect on audit quality.



The study employed two different methodologies to obtain a deep insight into the matter
under investigation and to broaden the generalisability of the results. The study employs a
secondary data-based method in the first part. In the second part of the research primary data,
obtained through a questionnaire survey, has been used in order to enrich data quality and

attempt to fill a gap in the literature.

The secondary data-based approach enables researchers to use real-world data and to examine
a large sample size. In this part, the study examined the quantifiable boards of directors’ and
audit committees’ characteristics that are accessible through the published annual reports,
which are: board independence, role duality, board size, frequency of board meetings, gender
diversity on the board, audit committee independence, audit committee financial expertise,
audit committee size and frequency of audit committee meetings. Furthermore, this part
empirically examines whether audit quality is affected by the different ownership identities
that are common in the Jordanian market. To be more explicit there are family owners, non-

financial institutions, financial institutions, government and foreign owners.

The dataset for this part is observations for different entities over more than one year (Six
years from 2009 to 2014). Given this, the panel data analysis is used as the most appropriate
method. The panel data approach has a number of favourable characteristics. For instance,
using panel data analysis plays an important role in avoiding the omitted variables problem,
i.e. controlling variables which are not observed across entities or variables that may change
over time helps in controlling the endogeneity problem, improves the efficiency of
econometrics estimates, and it can deal with different types of variables like variables which
change between individuals but are the same over time, such as gender or the industry code;

variables that change over time but are the same for all individuals in a given time period,



such as the inflation rate or the unemployment rate; variables that change between individuals
as well as over time, such as audit fees, the frequency of audit committee meetings or firms’

profitability.

Different estimation methods have been employed, which are appropriate when a dataset is
characterised as panel data, e.g. the fixed effects model (that tests the relationship between
explanatory and outcome variables within an entity), and the random effects model (which
assumes that the difference between groups is random and uncorrelated with the predictor or
explanatory variables). In addition, the robust standard error is a common model in the

absence of homoscedasticity.

Audit fees levels are used in the secondary data model as an appropriate proxy to capture
audit quality. Previous literature and contextual factors support this proxy as the most
appropriate one for the Jordanian context. In addition, views of the respondents rated audit

fees as a superior proxy for audit quality within the Jordanian environment.

The second part of the study attempts to provide a clearer understanding of the impact of
boards of directors, audit committees and different ownership identities on audit quality,
based on individuals’ perceptions. Those individuals are the important players in corporate
governance, such as members of boards, members of audit committees and external auditors.
The way that these groups think can assess the impact of the Jordanian governance code
recommendations and may provide useful feedback for the regulatory bodies in particular to

consider the current corporate governance practices.

The motivation for employing a questionnaire survey model in this study is its ability to

obtain unique information from external auditors, members of boards of directors and audit


https://en.wikipedia.org/wiki/Homoscedasticity

committee members about the issue under investigation from perceptual viewpoints. In more
detail, this model aims to achieve three main objectives. First, identify opinions of the
respondents regarding the role of these corporate governance mechanisms in ensuring high
audit quality (going beyond the available data in annual reports). This, in turn, supports
inferences of the regression model (in the first part of this study) and further offers detailed
and deep insights into the perceived corporate governance quality in Jordan and its impact on
external audit quality. A robust understanding of this connection is difficult to obtain using
secondary data method alone. This will contribute to a better understanding of directors’ and
audit committees’ oversight by evaluating their perceptions of their assigned oversight

responsibilities.

Second, examine whether the importance of these governance mechanisms varies across
different groups. Interesting comparisons between these groups would highlight any gap in
their viewpoints. For instance, a certain group may place more weight on particular
mechanisms in comparison to other groups, which in turn informs the debate on the
effectiveness of the extant corporate governance mechanisms and encourages further debate

on where the balance of power/responsibility for corporate governance should lie.

Third, given that Jordanian regulation, mainly the corporate governance code, is still in its
infancy, and given that these targeted respondents have a consultative role in the formation of
relevant regulations; the study seeks the views of these relevant respondents regarding
possible improvements or changes to the current code, i.e. board of directors and audit
committee-related suggestions that they feel are important in promoting audit quality, apart
from what is already recommended in the current governance code (given that the regulated

board and audit committee characteristics might provide an incomplete picture of directors’



and audit committees’ effectiveness). The provided suggestions in turn could be a valuable

input for any future governance reform.

A combination of these different methodologies is recommended as a good methodology
choice (Rudestam and Newton, (2007). Because each single methodology has its limitations,
the secondary data approach suffers from the risk of omitted variables, and it is also difficult
to find strong and reliable proxy variables (Beattie et al., 2012), which in turn fails to provide
a deep insight into the phenomenon under study. In addition, in a survey-based approach the
sample size is relatively small, and this may decrease the scope of the findings’
generalisability. Moreover, using different data collection methods within a piece of research
ensures the accuracy of data interpretation; thereby enabling researchers to obtain a
comprehensive overview of a particular issue, to interpret the research findings, to overcome
the potential bias of a single method approach (Hussey and Hussey, 1997) and leads to

greater validity and reliability.

1.2. Study motivation and research questions

Although there is plenty of research on corporate governance in countries within the Anglo-
American, and Continental European; countries in the Middle East and North Africa region
(MENA thereafter) get minimal attention, and the corporate governance research in this
region is still underdeveloped. In their survey of the corporate governance practices in the
MENA region, Piesse et al., (2012) concluded that corporate governance research in this

environment is recommended and it will provide a valuable contribution to the literature.



The majority of the corporate governance literature is conducted in the United States and the
United Kingdom. Studies from these contexts (Carcello et al., 2002 and Zaman et al., 2011)
leave uncertainties regarding the direction and magnitude of the empirical relationship in a
developing market like Jordan. These uncertainties came from the difference in the
institutional characteristics of Jordan in comparison to these developed markets; such as the
relatively less restrictive auditor’s liability, lower disclosure requirements, lower public

enforcement, and other institutional differences.

Furthermore, MENA countries share a common culture, religion, language, tribal and family
tradition and, to a large extent, colonial effect (Ali, 1990). In this environment, the financial
markets are still underdeveloped, and the legal systems largely follow the civil-law tradition
which is characterised by weak legal protection compared with the common-law (Omran,
2008). However, important changes have happened across the MENA region in recent years,
as the regulatory bodies enacted new or adjusted existing corporate governance regulations,
and many firms started to introduce improvements in corporate governance to keep abreast of
international markets (International Finance Corporation, 2008). Given this, the context that
has been considered in this study is institutionally different from the Western context, and at
the same time the results from the Jordanian environment can be generalized to other MENA

countries that share the same contextual characteristics.

To the best of my knowledge, in all MENA region countries, especially in Jordan, there is no
previous literature examining the effect of internal corporate governance and different
ownership identities on audit quality. Therefore, there is a strong incentive to study this
matter in a virgin environment where the corporate governance research, in general, is

underdeveloped. Additionally, an analysis of this issue from the developing countries allows



to explore the relationship between board and audit committee effectiveness and the quality
of external audit in the absence of strong directors’ legal liability, given the context of
relatively weak investor protection. In such context, the audit quality becomes imperative to
enable the investors to accurately evaluate and monitor their investment, and to ensure that

their interests are sufficiently protected.

Jordan, since the 1990s, has successfully walked down the path towards a market economy.
In particular, after launching the privatisation programme, the government has had a
continuing interest in promoting effective corporate governance practices to regain investor
confidence in the capital market, create a suitable investment environment to attract (and
retain) external and local investors, and ultimately to strengthen the economy and financial
market by long-term investment. Therefore, credible external auditing becomes essential to
boost the investors’ confidence in the financial reporting. A lack of this confidence in firms’
financial systems and in the reported earnings can adversely affect the financial market; given

that investors are the main capital providers who support the economic system.

In this vein, Jordan has introduced a number of regulations aimed at improving corporate
governance in order to enhance investors’ confidence, and ultimately to develop the financial
market. The Jordanian Corporate Governance Code (2008) is one of the most important
regulations enacted in recent years. The recommendations of this code emphasise and
enhance the role of boards of directors, audit committees and external auditors as key
practitioners in the audit process. Moreover, the litigation context in Jordan is weak
compared to developed contexts; and this decreases auditor’ incentives to perform high audit

quality (Francis, 2006; DeFond and Zhang, 2014). This, in turn, increases the importance of



effective boards of directors and audit committees to ensure that the auditors are delivering

high audit quality.

Consequently, given the above discussion, and given that the Jordan Securities Commission
(JSC) spent much effort in the last years attempting to improve role of boards of directors and
audit committees to ensure that investors obtain relevant and reliable information; this creates
a motivation to examine the role of these corporate governance mechanisms in ensuring high

audit quality in Jordan, and draw the first research question:

RQ1: Do boards of directors and audit committees, as corporate governance
mechanisms, have a significant impact on audit quality in a developing market

like Jordan?

In addition, ownership structure is considered as an important governance mechanism,
especially in the absence of a strong legal environment. In Jordan, as many developing
economies, the legal system does not offer sufficient protection for investors, which therefore

makes controlling shareholders commonplace in the market.

The different types of controlling shareholders have different investment policies and
motivations, which consequently affect how they exercise their control rights over the
investee firms. Thus, the ownership in Jordan is typically concentrated in hands of different
identities, particularly family ownership and institutional ownership and non-financial
institutions). Foreign ownership is common, and the government still owns a block of shares

in a number of firms even after the privatisation process.
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Therefore, given the importance of audit quality in increasing investors’ confidence and in
developing the financial market; an interesting question is whether the various ownership

identities in Jordan have an impact on audit quality, so the second research question is:

RQ2: Is the level of audit quality in Jordan related to the prevalent different

ownership identities?

These two empirical questions are examined based on the secondary data in the first instance.
However, the views of the important players in the corporate governance system about role of
these mechanisms, which are important, are still missing, i.e. how the main practitioners in
the governance system view/perceive the corporate governance mechanisms and how these

mechanisms affect audit quality is not well investigated.

Consequently, the second model (questionnaire survey) of the thesis tackles these two
questions from perceptual viewpoints of members of directors (who are not members in audit
committees), audit committees members and external auditors. This, therefore, provides a
clearer understanding of how these respondents perceive the impact of the role of these
corporate governance mechanisms on audit quality. The way different groups think about
role of these mechanisms may provide useful feedback for the regulatory bodies in particular

to consider the current corporate governance practises.

These three groups are important in the corporate governance system. Boards of directors and
audit committees are considered to be a cornerstone in corporate governance (Cohen et al.,
2008; Cadbury, 1992). The roles of these two governance pillars are highlighted by Jordanian
regulation and in particular, they are a central part of the Corporate Governance Code (2008)

as monitoring mechanisms to ensure high audit quality which helps in protecting shareholders’
11



interests. The boards of directors are responsible for the integrity of overall financial
reporting systems, and in particular they are responsible for presenting reliable financial
statements. The audit committee is the main board sub-committee which has particular
oversight responsibility in relation to the financial statements. It is responsible for ensuring
auditor independence and reviewing internal control system, discussing matters related to the
nomination of the auditor to ensure that he meets the requirements, engaging in the process of
appointment of the external auditors, assessing the external auditor's plan of work, reviewing

financial reports and discussing matters related to the audit.

Moreover, as they provide a fair assurance about firms’ financial positions, the external
auditors are considered to be an essential component in the corporate governance mosaic and
they play an important role in mitigating agency conflict (Watts and Zimmerman, 1983;
Cohen et al., 2002; Piot, 2001). The external auditors have to form and express their opinion
on the fairness of firms’ financial statements, i.e. they have to produce credible audit quality.
Given the potential interaction between external auditors and firms’ directors and audit
committees, as stated in the Jordanian governance code, the views of the external auditors are

important regarding the matter under investigation.

Furthermore, as differences between the groups’ perceptions may arise in the questionnaire
survey model, the comparisons between these groups would highlight any gap in their
viewpoints. For instance, a certain group may place more weight particular characteristics in
comparison to other groups. This, in turn, inform the debate on the effectiveness of the

current corporate governance mechanisms and encourage further debate on this matter.

Considering the potentially different opinions of the various involved groups also may have

implications for the regulatory bodies. This may give them guidance to balance those
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opinions against one another and provide a framework and practical guidance on how
corporate governance mechanisms affect audit quality. For instance, the Amman Stock
Exchange (ASE), the Jordanian Securities Commission (JSA), and the Jordanian Association
of Public Accountants (JACPA) take a proactive role in the training of directors, audit
committee members and auditors in order to increase awareness of their duties and better

enable them to discharge their fiduciary and oversight role.

In addition, while meeting regulation requirements is important, it is not sufficient to ensure
effectiveness (Martinov-Bennie, 2007; Contessotto and Moroney, 2013). A number of
empirical studies identified numerous indicators of boards of directors’ and audit committees’
effectiveness not captured in regulation (Gendron and Bedard, 2006; Turley and Zaman, 2007,
Cohen et al., 2013). Given this evidence, and given that Jordanian regulation, mainly the
corporate governance code, is in its infancy and still evolving, and given that these targeted
respondents have a consultative role in the formation of relevant regulations; this motivates
the study to look beyond the current governance recommendations to gain a complete
understanding of the characteristics that determine boards of directors’ and audit committees’
effectiveness’ . This is by asking these relevant respondents regarding possible improvements
or changes to the current code, i.e. board of directors and audit committee-related suggestions
that they feel are important in promoting audit quality, apart from what is already
recommended in the current governance code. The provided suggestions, in turn, could be a

valuable input for any future governance reform. So, the third research question will be:

RQ3: What changes to the extant governance regulatory framework do respondents

believe would most improve audit quality?

! Based on the result of their survey study, Contessotto and Moroney (2013) pointed out that adoption
of regulated best practice does not necessarily ensure audit committee effectiveness; so it is important
to look beyond the regulated requirements.
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By answering these research questions - using primary data through a questionnaire survey
alongside the secondary data model - the study (a) builds on strong ground to generalise the
findings as the scope will be broader (b) furnishes further insights into comprehending the
role of the board of directors and audit committee as well as different ownership identities in
promoting high quality auditing; (c) may benefit policy makers in improving/developing
appropriate governance practises in such emerging economy; and (d) makes a valuable
contribution to the literature and empirically informs the debate about the effectiveness of
boards of directors and audit committees in developing markets, as well as the role of
different ownership types in maintaining shareholders’ interests e.g. by promoting higher

audit quality.

Finally, it is worthwhile to mention here that given the overall purpose of this research is to
obtain further insights into comprehending the role of the boards of directors and audit
committees, as well as different ownership identities in promoting high audit quality; the
questionnaire survey will complement the secondary data approach (first model) by exploring
a broad set of attributes/activities of boards of directors and audit committees that are difficult
to measure by the published secondary data. The survey approach can, therefore, support and
complement the findings derived from the secondary data model (the support role is by re-
examining the variables that are included in the secondary data model but by different
methodology, and the complement role is by examining other governance attributes that have

not been examined in the secondary data model).
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1.3. Findings overview

The first part of the study (the secondary data approach) used 690 firm-year observations of
public non-financial firms. The Jordanian Code of Corporate Governance was published in
2008 by the Jordan Securities Commission (JSC), and the public shareholding firms were
asked to adapt to this code starting from the beginning of 2009. Therefore, the study covers
the period from 2009 to 2014 inclusive. The data was manually collected through annual
reports. The Jordan Securities Commission’s website and firms’ websites are mainly used to

download the annual reports.

By employing different estimation methods; this part of the study highlights the importance
of the boards of directors’ independence, audit committees’ independence, audit committees’
financial experience, family ownership, bank ownership and government ownership, in
ensuring high audit quality. These results are consistent with the notion that more
independent boards are seeking to maintain shareholder interests as well as to protect their
reputation capital and by purchasing differentially higher-quality audits, and this is in line

with agency theory propositions.

Although boards of directors in such contexts are still dominated by male members, there are
some females on a number of boards across listed companies. The regression result indicates
that the existence of females on the boards adversely affects audit quality; likely to be due to
more conflict as supported by findings of the second model. Furthermore, the result shows
that board size is not an indication of greater board effectiveness; it is arguable that a large
board might be related to more communication and decision-making problems, and lead to a
negative impact on audit quality by reducing the board’s monitoring effectiveness (as

highlighted in the questionnaire results).
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Audit committees’ independence and financial experience also have an essential monitoring
role to ensure the quality of financial reporting and serve as important governance attributes.
However, the effectiveness of other audit committee characteristics with regards to improving

audit quality is insignificant.

It can be noted from the significance level of independence characteristic in the model that
the independence of boards of directors and audit committees stands as the most valuable
attribute for audit quality. Therefore, the regulatory bodies can recognise the essential role
played by independent directors as one of the most important components of the corporate
governance system in Jordan. Also, firms’ directors can benefit from this result by using it as
a parameter to assess how board and audit committee characteristics may affect financial

reporting and audit quality.

From the second part of the study, the results of analysing 199 questionnaires reveal that
respondents gave high importance to the role played by most boards of directors’
characteristics in promoting audit quality. These characteristics are mainly recommended by
the Jordan Corporate Governance Code (2008) and are supported by the previous literature,
as discussed earlier. Organising a company's financial affairs, setting risk management
policies, ensuring that the executive managers have appropriate qualifications and experience,
reviewing and evaluating the performance of a company’s executive management by the
board, in addition to board independence, are the activities/attributes that obtained strong
agreement from an overwhelming majority of the respondents as having made a significant

contribution to audit quality.

Regarding the perceived roles of audit committee activities in promoting high audit quality,

respondents underscored most of these activities. As expected, the audit committees functions,
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audit committee composition and audit committee resources have been rated as very
important factors in the effectiveness of audit committee oversight, which in turn increases

audit quality.

Furthermore, it can be concluded that all ownership types in Jordan play a positive role in
increasing audit quality, given the perceptions of audit committee members, other board
members, and external auditors. These positive perceptions may have an impact on the
behaviour of investors in the financial market. The Kruskal-Wallis test showed no significant
differences between the three groups, indicating consistent perceptions regarding this
question. The result is consistent with the argument that large capital providers have a
significant role in monitoring and controlling managers’ decisions due to their ownership

volume, and because they are better informed than individual investors.

In conclusion, the findings of the study highlight the significance of the role played by the
corporate governance mechanisms (boards of directors, audit committees and the dominant
owners in the ownership structure) in ensuring high audit quality. These findings indicate that
the governance regulations can contribute positively to audit quality even in developing
countries where the weak legal system is weak and cultural environment is different
compared to developed countries. This conclusion is consistent with the notion that high
quality governance systems are equally, or even more, important in developing countries that
are attempting to develop their capital markets and to gain credibility among investors.
Hence, the overall findings indicate that the governance mechanisms set by JCGC (2008) to a
large extent lead to effective monitoring over auditing (monitoring approach) and the role of
these mechanisms not just symbolic i.e. play active rather than passive role, and this is,

therefore, consistent with agency theory assumptions.
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1.4. Structure of the thesis

This section presents a brief overview of the contents of the thesis. Chapter Two provides an
overview to the different economic and regulatory affairs of Jordan, such as general
information and the history of Jordan, the history of the economy since independence,
regulation development, regulatory bodies, financial market and listing rules, the
development and factors affecting the accounting and auditing profession, ownership
structures and the corporate governance system. An understanding of the Jordanian
environment provides an insight into the research background, motivation, and research

questions.

Chapter Three includes discussion of the theoretical framework used in corporate governance
literature. There theories are stewardship theory, stakeholders’ theory, signalling theory,
resource dependence theory, institutional theory, and information acquiring theory. This
chapter also shows deeps discussion for agency theory and offers a justification for

employing it as a more relevant theory.

Chapter Four provides a discussion of audit quality and a critical literature review in relation
to corporate governance practices and audit quality. This chapter contains two sections. The
first one related the first empirical model while the second part covers the literature that
considers corporate governance from perceptional viewpoints. Section 4.1.2 discusses boards
of directors’ and audit committees’ characteristics. Section 4.1.3 discusses different
ownership structures and their correlation with audit quality. Section 2.2.2 presents a

summary of the literature about the perceived role of corporate governance mechanisms in
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different corporate aspects, and particularly in financial reporting and audit quality. This
section 2.2.2 focuses on the perceptions of directors, audit committee members, and external

auditors. Hypotheses development for the second model is also presented in this chapter.

Chapter Five contains four main sections. The first and second sections are about research
philosophy and paradigms that are adopted in this research (5.1 and 5.2). Section 5.3
discusses the methodology for the first empirical model (secondary data model). This section
covers a description of the sample, the sources of data and justification of the time period
during which the investigation was carried out, the definitions and measurements of the study
variables (hypotheses and control variables), the different estimation methods and model
specification. Section 5.4 discusses the research methodology that is employed to address the
research questions of the second model (the questionnaire survey). This section contains an
introduction in the subsection one; a summary of the research objectives and questions in the
subsection two; a discussion of the research tool (questionnaire survey) and how it will be
managed in terms of its design, content, piloting and validity assessment in subsections three
and four; a presentation of the sample selection and questionnaire distribution procedures in
subsection five; a test of the reliability of the questionnaire, which is essential before starting
the statistical analysis, in subsection six; and finally a presentation of the section six

investigates statistical methods used for the questionnaire analysis in subsection seven.

Chapter Six covers the data analysis of the first empirical model and it contains the following
sections. Section 6.1 presents introduction of the chapter. Section 6.2 discusses the
descriptive statistics. Section 6.3 is about testing the correlations between the variables.
Section 6.4 presents the results of data analysis and the discussion. Section 6.5 presents

further analysis of the regression. The final section 6.6 contains the chapter’s conclusion.
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Chapter Seven presents the analysis and discussion of the perceived roles played by the
corporate governance mechanisms, e.g. boards of directors, audit committee activities and
ownership structures, on audit quality in the Jordanian market. The chapter is organised as
follows: The first section 7.1 is an introduction to the chapter. The second section 7.2
provides a description of the respondents in terms of the demographic information obtained
by the questionnaires. Section 7.3 presents the respondents’ views about audit quality
attributes and potential proxies for audit quality in Jordan. Sections 7.4, 7.5 and 7.6 represent
analyses of respondents’ views about the roles in audit quality of boards of directors, audit
committees, and ownership structures respectively. Section 7.7 covers the suggested
improvement made by the respondents. The final section 7.8 contains conclusion of the

chapter.

Chapter Eight offers a brief picture of the entire thesis. It presents a study overview including
a summary of study motivation and aims. The chapter also shows the main findings, the
contribution to knowledge, the implication for policymakers, the limitations and suggested

avenues for future research.
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CHAPTER TWO: JORDANIAN CONTEXT

2.1. Introduction

This chapter provides An overview of different economic and regulatory affairs of Jordan
such as general information and history of Jordan, history of economy since independence,
regulation development, regulatory bodies, financial market and listing rules, the
development and factors affecting accounting and auditing profession, ownership structure
and corporate governance system. An understanding of Jordanian environment provides an

insight into the research background, motivation and research questions.

2.2. Jordan Economy: An overview

Jordan is a small and recent state established after the First World War in 1921 and it
remained as a British colony until 1946. Jordan has limited natural resources and the
economy is not fully independent. Jordan's economic resource heavily depends on foreign aid,
overseas remittances, tourism, and export, and these are the main sources of hard currency
earnings. Unlike its neighbouring countries, Jordan suffers from lack of oil, gas and coal

reserves (Al-Akra et al., 2009).

In addition to the scarcity of local resources, the Jordanian economy was affected to a large
extent by the Arab-Israel conflict from independence in 1946 until the date of the Jordan-
Israel Peace Treaty in 1994. Jordan’s resources were exhausted by many wars against Israel;
the 1948 war, the 1967 war and the 1968 war. In the 1948 war, and after establishment of the

Israeli state on a large part of the West Bank, a huge number of Palestinians (335,000) were
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transferred to Jordan. In 1967, when Israel had occupied the rest of the West Bank, hundreds
of thousands more Palestinians fled to Jordan (Al-Akra et al., 2009 and Alshiab, 2003). All
these events affected the Jordanian economy and put more pressure on the limited local

resources.

During the 1950s and 1960s the Jordanian economy was in its early stage: a small economy,
low gross saving, low local revenue and low investment, generally. The total imports were
largely higher than exports that led to a deficit in the trade balance that was 37% as a
percentage of GDP. Also, foreign aid grew from JD 68 million in 1956 to JD 385 million in
1968 (Alshiab, 2003). However, in this period the GDP increased by 6.9%, real income per
capita grew by 4.4% and income from industry and service increased by 14.2% and 9.1%
respectively (Mustafa, 1977 cited in Alshiab, 2003). During this period also the government
launched many infrastructure and construction projects which positively affected the growth

rate (Alshiab, 2003).

In the 1970s, and because of the civil war in Lebanon, many businesses and companies
shifted from Lebanon to Jordan. Furthermore, due to the enactment of the Encouragement of
Investment Law in 1972 and the liberalisation of foreign investment regulations, a large
increase in economic activity was taking place (Al-Akra et al., 2009). Therefore, the
movement of companies from Lebanon to Jordan and the economic prosperity during the
1970s increased the financial importance of Jordan and this encouraged the Central Bank of
Jordan, with assistance from the World Bank, to establish the first financial market in Jordan:

the Amman Financial Market (AFM) in 1976 (Al-Akra et al., 2009 and Alshiab, 2003).

In the beginning of the 1980s, the GNP increased due to the increase of external aid from

Arab-oil countries as a result of the increase in oil revenues, as well as increasing the
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remittance from Jordanian workers in Gulf countries, which increased from USD 10.2 million

in 1972 to USD 565 million in 1985 (Alshiab, 2003).

Moreover, in the 1980s, and especially in the last few years from that decade, the Jordanian
economy faced serious problems which largely affected all people’s lives. In 1987, and due to
the sharp decline in the oil price, the Jordanian economy arrived at the worst level because of
the sharp decrease of foreign aid from Gulf countries (rich oil countries) and the decrease of
expatriates’ remittances — which the Jordanian economy is heavily dependent on — and also,
more than 35,000 of those expatriates were returned back to Jordan (Brynen, 1992; Al-Akra

etal., 2009).

In 1988, and as a result of the continuation of the bad economic situation, the Jordanian
Dinar lost about 45% of its value against the US dollar, the unemployment rate increased to
35%, the inflation rate increased and the population percentage that was under the poverty
line rose to 30% (Al-Akra et al., 2009). Also, in 1989 the external debt amount became
double the GDP ($ 8.3 billion) and there was a shrinkage of foreign currency reserves

(Brynen, 1992; Ramachandran, 2004).

To overcome the obstacles which faced its economy, the Jordanian government launched an
economic reform process with help of the International Monetary Fund (IMF) in 1989. Jordan
borrowed $ 275 million as a Stand-By Agreement (SBA) from the IMF to strengthen foreign
currency reserves, control the inflation rate and correct the imbalances in the economy

(Brynen, 1992; Alissa, 2009).

In 1990 and 1991, and due to the Jordanian political position, which was supporting the Iraqi
regime during the Gulf War, the Jordanian economy suffered again: cutting off external aid
from Gulf and Western countries, expulsion of Jordanian workers from Gulf countries,
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especially from Kuwait, a decrease in tourism income, in addition to the cost of receiving
about 800,000 Iraqi refugees. Therefore, Jordan signed another Stand-By Agreement with the

IMF in 1992 to mitigate the effect of these events on its economy (Alissa, 2009).

After that, with the encouragement and assistance of the World Bank and the IMF, Jordan
started with many economic and financial reform processes. It introduced the sales tax
(value-added tax) in 1994, reduced the maximum custom tariff from 70% to 50% in 1996,
trade liberalisation, and most importantly, launched the privatisation process (Al-Akra et al.,
2009; Alissa, 2009). The privatisation process in Jordan is one of the most, if not the most,
successful privatisation programmes in the Middle East (Ramachandran, 2004). The
programme started in 1996, and the main aims are enhancing the efficiency and productivity
of the targeted enterprises, creating a suitable investment environment to attract external
investment, and strengthening the economy and financial market by this long-term

investment (ASE, 2014).

2.3. Financial market regulations

As a part of its efforts to success the privatisation process, to improve governance and the
disclosure system, and to increase confidence in the overall economy and financial
environment to attract more investment, the Jordanian government enacted the most
important regulations for contemporary business and the financial environment, which are:
the Companies Act (1997), the Temporary Securities Act (1997), and Securities Act (2002).
These laws set the framework for the corporate governance system, improved corporate

disclosure, and emphasised the adoption of International Accounting Standards (IAS/IFRS).
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2.3.1. Companies Act 1997

The government enacted this law to replace the previous one (Companies Act 1989) to keep
pace with its new economic stage and because of the deficiencies of the previous act which
was suffering from its limited scope and coverage; in particular it did contain sufficient

disclosure requirements (Omar, 2007).

Subject to the provisions of this law, companies registered under this law should be divided
into the following forms: General Partnership, Limited Partnership, Limited Liability
Company, Limited Partnership in Shares, Private Shareholding Company, and Public
Shareholding Company (Article 6). With respect to the Public Shareholding Companies
(PSCs), the act reports in details the PSC establishment procedures, its capital, subscription
procedures, annual general assembly meetings (GAMs) process, PSC management, and
liquidation procedures. Also, the new act emphasises the requirement to adopt IAS (IFRS)

and ISA.

The following are some of the most important of the act’s features regarding PSCs:

The members of the board are elected for a period of four years by the shareholders in the

GAM (Article 132/A).

e The Board of Directors “shall prepare, within a maximum period of three months
from the end of the fiscal year of the company, the annual balance sheet of the
company, its profit and loss statement, and cash flows statements accompanied with
their clarifications compared with those of the previous fiscal year, all duly certified

by the company auditors, to be presented to the annual GAM” (Article 140).
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e The PSC Board of Directors “shall prepare a semi-annual report that includes the
financial position of the company, the results of its operations, profit and loss account,
cash flow list and the clarifications related to the financial statements certified by the
company auditors” (Article 142).

e The Board of Directors of the PSCs “shall annually disclose to shareholders (a) all
amounts received from the company during the fiscal year by the chairman and each
of the members of the Board of Directors, in the form of wages, fees, salaries,
bonuses, remuneration and others, (b) any benefits that the chairman and the members
of the Board of Directors enjoy such as free accommodation, cars and others, (c)
amounts that have been paid to the chairman and members of the Board of Directors
during the fiscal year such as travel and transport allowances inside and outside the
Kingdom, (d) a detailed account of the donations paid by the company during the
fiscal year, and the entities that received the said donations, and (e) a list of the names
of the Board of Directors” (Article 143).

e Remuneration of the PSC directors’ members (including the chairman) “shall be
determined at a rate of 10% of the net profit which can be distributed as dividends to
shareholders, after deducting all taxes and reserves therefrom, provided that the
remuneration for each of them do not exceed five thousand Jordanian Dinars annually.
Remuneration shall be distributed amongst them in proportion to the number of
meetings attended by each of them” (Article 162/A).

e Public listed firms shall prepare its financial statements in accordance with the

international accounting and auditing standards.

The Companies Act shows some features relating to the process of board of directors’
selection. Within four months after the end of the financial year, an invitation is sent to each

shareholder (at least fourteen days prior to the date set for the meeting) to attend the General
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Assembly meeting. This invitation letter is accompanied by the agenda of the meeting and the
report of the board of directors, its annual accounts, in addition to the auditors’ report (Article
144). Other invitations also sent to the head of the Jordan Securities Commission (JSC) and
the Companies’ Controller Department (CCD) in order to attend the GAM (usually they send

representatives on behalf of them).

Company act mandates board of directors to announce the date set for the meeting of the
Company General Assembly Meeting in two local daily newspapers, within two weeks prior
the date of the general meeting (Article 145). Also they should announce the verbal invitation
once through radio or television within a maximum period of three days prior to the date of
meeting (Article 145). Based on this act, the shareholders have the right to give a proxy to
another shareholder to attend the meeting on his/her behalf, and the proxy could be in writing,
on a special template prepared for this purpose approved by the official companies’ controller

(Article 179).

2.3.2. Securities Act 1997

The 1997’s act was targeted to organise and regulate the Jordanian capital market in line with
international standards (Al-Shiab, 2006). Under this act, three controlling and regulating
bodies came to the existence. Those new bodies are the Jordan Securities Commission (JSC),

the Amman Stock Exchange (ASE), and the Securities Depositary Centre (SDC).

The Jordan Securities Commission (JSC) was established to protect investors, and organising
and promoting the capital market to ensure fairness, efficiency and transparency. To achieve
these main targets, the JSC has a responsibility to regulate the issuance of securities and
monitor the dealing process, to regulate and promote firms for accurate disclosure, and to

regulate the licensing and registration of listed firms (Securities Act, article 8. Furthermore,
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the JSC regulates and monitors the Amman Stock Exchange and Securities Depositary Centre

(Securities Act, article 8).

The Amman Stock Exchange (ASE) was established in March 1999 as a non-profit, private
institution with an independent administrative and financial position. It replaced the Amman
Financial Market (AFM) which was established in 1978. The ASE is authorised to operate as
an exchange for the trading of securities. The ASE is committed to the principles of fairness,
transparency, efficiency, and liquidity. ASE seeks to offer a strong and reliable environment
for its listed securities while protecting the rights of its investors. To provide this transparent
and efficient market, the ASE meets the latest international standards and it has implemented
internationally recognised instructions regarding market divisions and listing criteria (ASE,

2013).

2.3.3. Securities Act 2002

No material changes were made from the previous act. However, the 2002 Securities Act
strengthened the role of the JSC, ASE and SDC and required all listed companies to adopt the
IFRS. The 2002 Act also gives more power to the JSC with respect to imposing fines,

suspending trading, or delisting companies in case of significant violations (ROSC, 2005).

2.3.4. Listing Securities Directives 2012

The ASE listing directives 2004 is mainly a document listing the requirements of suspending
and delisting causes. Under these directives, to list its shares in the market, one year at least
should have passed since it obtain permission to work, and the company should provide the
ASE with the “company's memorandum of association, articles of association and prospectus,
annual report for the last financial year (if any), the interim financial statements reviewed by

an independent auditor, which covers the period from the end of the financial year preceding
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the date of submission of the listing application till the end of the last quarter preceding the
date of the listing application (Article 4). As required by the listing directives” (2012); the

company's board of directors should issue a report contain the following (Article 4):

a. A short profile of the firm's establishment, its major aims and its relationship with other
related firms.

b. A detailed specifications of the securities issued by the firm, and for potential issuance in
the future.

c. The board of directors' assessments supported with figures, of the firm’s performance, as
well as achieved targets compared with the set plan.

d. The important incidents the firms faced or affected the firms from the date of its
establishment till the date of submission of the listing application.

e. The future plan of the firm over the next three years.

f. Names of the persons who hold 5% or more of the firm’s shares.

The listing of the company's shares listed on ASE shall be suspended in cases of mergers,
reduction of the company’s capital, any contingency event that may materially affect the
sound dealing and Interruption of the normal activity of the company for a period exceeding
three months without reasonable justification. Moreover, the ASE delists/cancels shares of
the company when it changes its legal status, when suspension of trading exceeds two years

and in cases of liquidation, either obligatory or voluntary.

In addition, based on these listing directives, the listed companies should provide the ASE
with annual, semi-annual and quarterly reports reviewed by the external auditor, the agenda
and decisions of general assemblies and any other information which may affect the price of

the share.
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2.3.5. Corporate Governance regulation

The results of the World Bank survey (ROSC, 2005) revealed that the Amman Stock
Exchange became one of the largest equity markets in the region, as a percentage of market
capitalisation to the GDP, legal investor protection in Jordan has been enhanced, companies
become more interested in equity financing than before, and as a result of the enactment of

new legislation, the quality of corporate disclosure has significantly improved.

Furthermore, the World Bank in its survey (2005) has reported some aspects of corporate
governance in Jordan such as: ownership appears to be less highly concentrated comparing to
other emerging countries; average free float (as measured by the ASE) is about 40%; family
ownership is typical; foreign ownership which is from Arab as well as non-Arab countries is

around the half of the market capitalisation.

In order to develop the capital market and its regulatory framework to attract more
investments, the Jordan Securities Commission (JSC) developed the Jordanian Code for
Corporate Governance (JCCG) in 2008 for shareholding companies listed at the Amman
Stock Exchange (ASE). The code is based on "compliance or explain™ approach. All listed
public firms in ASE should comply with the code, and in case of non-compliance, they
required mentioning the reason for non-compliance in the firm’s annual report. This approach
is intended to give firms more flexibility in implementing the code recommendations and
enough time to adapt to them, in order to enhance awareness and to achieve full compliance

gradually (JCCG, 2008).

The Code focuses particularly on the role of boards of directors and audit committees as
important mechanisms to monitor firms and ensure high reporting quality. For instance, with

regards to board of directors’ characteristics, the code recommends board of directors’
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members should not be less than three and no more than 13, at least one third of them have to
be independent members, the board of directors’ chairman should not hold any executive
position in the company at the same time, and should run regular meetings, no less than six

times per year.

With regards to audit committees’ characteristics, the code recommends that the audit
committees should be composed of no less than three members of the board of directors, at
least two of them should be independent members, and at least one audit committee member
should have worked previously in the accounting or finance fields, or that member should
have an academic or professional certificate in accounting, finance or related fields. Also,
audit committees should run regular audit committee meetings, no less than four times per

year.

It is worth to mention that the Jordanian corporate governance framework mirrors the models
in developed countries especially the UK and the US, without consideration given to the
socio-cultural peculiarities of the Jordanian business environment. For example, the JCGC
recommendations regarding board independence, role duality, board size, frequency of
meetings are similar to the recommendation of Cadbury Report (1992), the UK combined
Code of Corporate Governance (1998), Higgs Report (2003) in the UK, and also quite similar
to section 101 of SOX in the USA. Moreover, the JCGC recommendations regarding audit
committees’ structure are similar to the recommendations of Cadbury Report (1992), the UK

combined Code of Corporate Governance (2003), and section 301 of SOX.

In this vein, Arcot et al. (2010) stated that the UK corporate governance code based on the
“comply or explain” approach, which thereafter, adopted in many countries around the world,

and became as a ‘trademark’ for good corporate governance system. Using a corporate
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governance code that is introduced in a developed country does not necessarily hamper its
effectiveness when applying it in a developing country. For example, Malaysia follows the
UK corporate governance code, and the empirical studies revealed that the code
recommendations have a positive impact on the effectiveness of the Malaysian financial
market and on audit quality (Yatim et al., 2006). Thus, the study focuses on the impact of the

Jordanian corporate governance code (2008) on audit quality.

2.4. Sectorial analysis overview

Jordanian economy is overwhelmingly service oriented. Around 67% of the GDP from the
service sector, and this sector employs more than 75% of the total workforce. The service
sector composed of many sub-sectors which are health service, educational service, tourism,

transportation, IT and communication, media, energy and commercial service.

Manufacturing sector accounts for 20% of Jordan’s GDP and absorbs around 10% from the
workforce. It consists of pharmaceutical and medical industries, chemical industries, paper,
printing and packaging, food & beverages, tobacco, mining & extraction industries,
engineering & constructions, electrical, leathers & clothing, glass & ceramic industries. The
mining is the most important sub-sector- within industrial sector- for Jordanian economy

(World Bank, 2012).

The major mining exports of Jordan are potash and phosphates. Jordan is one of the largest
raw phosphates and Potash producer in the world. The Potash Inc., phosphates Inc., and
cement Inc. are the biggest corporations that represent this sub-sector in Amman Stock
Exchange, and their market capitalization in 2014 are $ 5 billion (19% as a percentage of the
whole market), $ 1.3 billion (5% of the whole market), and $ 80 million respectively

(Department of Statistics publications & ASE annual report 2015).
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Although Jordanian banking system is one of the smallest in the Middle East, it is more
developed system with total assets of JD 29.6 billion (US$41.4 billion) as of 2014. The
system is composed of 23 banks, including three Islamic banks and eight foreign bank
branches (Department of Statistics publications 2014, World Bank 2012, and JIB, 2014).
Arab Bank is the largest Jordanian bank, it dominates the banking system, accounting for
more than half of the total banking assets and its trade value was more than $ 280 million and
its market capitalization was 5.85 billion in 2014 (21.8% of total market capitalization). The
largest five banks are the Arab Bank, Housing Bank, Jordan Islamic Bank, Bank of Jordan
and Ahli Bank. Those five banks together control more than two-thirds of the total assets and
three-quarters of total deposits (Department of Statistics publications 2014, World Bank 2012,

and JIB, 2014).

The agricultural sector in Jordan is very limited and this due to scarcity in water resources
and swathes which is valid for agriculture is small (about 11% from total land) (World Bank,

2012).

The following tables give information about importance of large ten companies from

different aspects (source: ASE annual report 2014):
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Top Ten Companies by Market Capitalization

Name of the company Market Capitalization (USD As a percentage of the whole
million) market
ARAB BANK 5867 21.8
THE ARAB POTASH 5105 19.1
THE HOUSING BANK 2822 10.5
JORDAN TELECOM 1934 7.2
JORDAN PHOSPHATE MINES 1337 5
JORDAN KUWAIT BANK 506 1.9
BANK OF JORDAN 445 1.6
CAIRO AMMAN BANK 387 14
JORDAN ISLAMIC BANK 385 14
JORDAN ELECTRIC POWER 364 14
TOTAL 19198 71.2
Top Ten Companies by Value Traded in 2014
Company’s Name Value Traded % to Total
(Million USD) Value
ARAB BANK 281 7
MIDDLE EAST COMPLEX FOR ENG., 277 6.9
ELECTRONICS AND HEAVY INDUSTRIES
AL-TAJAMOUAT FOR CATERING AND 214 54
HOUSING
UNION LAND DEVELOPMENT CORPORATION 152 3.8
BANK AL-ETIHAD 144 3.6
JORDAN PHOSPHATE MINES 140 3.5
SPECIALIZED INVESTMENT COMPOUNDS 127 3.2
JORDAN PETROLEUM REFINERY 122 31
THE ROYAL JORDANIAN AIRLINES 121 31
UNION INVESTMENT CORPORATION 112 2.8
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Top Ten Companies by Shares Traded in 2014

Company’s Name Shares Traded % to Total Share
(Million Share)
MIDDLE EAST COMPLEX FOR ENG., 570 14
ELECTRONICS AND HEAVY IND
UNITED ARAB INVESTORS 237 5.8
TAAMEER JORDAN HOLDINGS 202 5
AL-TAJAMOUAT FOR CATERING AND 195 4.8
HOUSING
ARAB REAL ESTATE DEVELOPMENT 188 4.6
FIRST JORDAN INVESTMENT COMPANY 156 3.8
SOUTH ELECTRONICS 143 35
DARKOM INVESTMENT 116 2.9
MODEL RESTAURANTS COMPANY 107 2.6
SPECIALIZED INVESTMENT COMPOUNDS 104 2.6

2.5. Ownership structure

In Jordan as in other emerging economies, the legal system does not offer sufficient
protection for investors, which therefore makes ownership concentration typical of most
listed firms. The results of the World Bank survey (ROSC, 2005) revealed that ownership in
Jordan appears to be less highly concentrated than in many emerging markets; average free
float (as measured by the ASE) is about 40%. Family ownership is typical. In more recent
studies, Zeitun and Tian (2007), Omran et al. (2008) and Jafar and Elshawa (2009)
documented that the ownership in Jordan is concentrated in hand of family and institutions in
particular. Also, foreign ownership is common and the government still has ownership in

some firms.

Shareholders in Jordan typically are categorized into four main types: families, foreigners,
government and institutions (banks and other institutions). The government ownership

decreased after the privatization process, but is still available in a number of important
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companies like Jordanian Airlines, Potash, Phosphate, and the Alrai newspaper. Unlike many
developed countries (The US and the UK in particular), large institutional investors such as
pension funds, trust funds, venture capitalists, and hedge funds) are not significant as
controlling shareholders in Jordan (rather, the institutional investors are banks and other

small institutions).

2.6. Gender diversity

Social and cultural structures in Jordan are different from those in Western societies in terms
of barriers face female participation in the workforce. However, in recent years, opportunities
for women in Jordan are increasing as globalization continues. Jordan is ranked the 77th out
of 186 countries according to the Human Development Index (HDI) compared to the 86th
level in 2003. Jordan has shown improvements in Gender Empowerment Measure (GEM)
over the years. The GEM rose from 0.22 in 1995 to 0.297 in 2002. In 2009, Jordan’s rank

was 96 out of 109 nations. However, more improvements are needed.

The 2007 ratio of female to male earnings was 0.19; quite a low figure, since a ratio of 1;
would indicate absolute equality. The number of female in government roles increased from
4.6% to 9.9% during the period between 1995 and 2002, showing that more improvement is

being made in this area (Jordan Human Development Report, UNDP, 2011).

Total female employment participation increased from 28 percent in 2003 to 45 percent in
2013 (World Bank, 2013). Recently, MENA countries (Tunisia and Jordan in particular) are
beginning to recognize the necessity of developing female talent up to the board level

(Terjesen et al., 2009).
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The difference between genders is widely documented in the literature, especially with
regards to managerial style, decision making and communication process (Ittonen et al.,
2011). The literature has shown considerable evidence for the importance of gender diversity

for many aspects in organizations.

Due to the importance of gender diversity in the board, many countries take it into
consideration. Some countries have determined a minimum number of directors’ seats that
should be allocated for females. For example, Sweden has proposed a legal requirement that
25% of board’s seats should be allocated to female directors, Norway requires 40% of the
board to be female (Gul et al., 2011). Also, in its 2010 edition, the UK Corporate Governance
Code recommends for giving due regard to diversity, including gender diversity, when
searching for board candidates and making appointments to the board. However, the
Jordanian regulations do not regulate gender diversity in the board so far, thus findings of this

study may have some implications for policy makers.

2.7. Foreign ownership structure

Jordanian regulations offer open and equal opportunities for non-Jordanians to participate and
invest in Jordan. Investment Promotion Law (1995) offers incentives for non- Jordanian
investors in terms of freedom from customs duties, tax holidays, income tax exemptions and
unrestricted transfer of capital and profits. Moreover, market stability and lack of taxes on
capital gains and dividends attract foreign investors towards investment in ASE (Al-Qudsi et

al., 2007).
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The foreign ownership concentration in ASE has increased drastically in the last few decades.
The privatisation process that started in the 1990s plays an important role in shaping and
adjusting ownership structures because it aimed to attract more private Arab and foreign
investments by opening up the markets and abolishing state monopolies (ASE, 2013 and

Zeitun, 2009).

Based on published figures from ASE and SDC, the ratio of foreign ownership (measured by
market capitalisation) increased from 38% in 2003 to 51.3 % in 2013. The Saudi investments
at the ASE ranked first among non-Jordanian investments; these Saudi investments reached
about JD1.3 billion by the end of 2013. This figure constitutes 6.8% of the market
capitalisation of the ASE, American investments ranked second with a percentage of 6.1%,
followed by the Kuwaiti investments at 6.0%, the Qatari investments 4.5% and the Lebanese

investments 4.0%.

However, according to the Instructions of Foreign Investment, the foreign investors are not
allowed to own or participate, wholly or partially in a number of projects and activities which
are: “passenger and freight road transportation services including taxi, bus and truck services,
quarries for natural sand, dimension stones, aggregates and construction stones used for
construction purposes, security and investigation services, sports clubs including the
organisation of sports events services, excluding health fitness clubs services and clearance

services” (Article 6).
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2.8. Regulating Framework for the Auditing Profession in Jordan

The first Accounting Profession Law was enacted in 1961 followed by the first Company
Law in 1964 and the first Commercial Law in 1966. Before these laws the commercial
practises that were enacted by the Ottoman Empire in the 19™ century were in use (Al-Akra
et al., 2009). The 1961 Accounting Profession Law determined all the requirements that
should be satisfied in order to have the right to exercise in the auditing profession, such as
auditors should not have any other job other than auditing and they should have relevant
experience. However, this law does not require a university academic degree or professional

examination as a compulsory requirement for auditors to be licenced.

Globalisation, open markets, trade liberalisation, the privatisation process, and signing trade
agreements with the US and EU put pressure on Jordan to change to the international
accounting practices (Al-Omari, 2010). Many international institutions play an important role
by helping and encouraging Jordan in that sense such as IASB, the World Bank, and the IMF

(Al-Akra et al., 2009; Al-Omari, 2010).

In 1985, the accounting profession in Jordan became more regulated: 1985 witnessed the
enactment of the Certified Accounting Profession Law (before that date, the audit profession
was not well regulated (Suwaidan, 1997)). As a result of this law, the Jordanian Association
of Certified Public Accountants (JACPA) was established in 1987. JACPA aims to improve
the audit profession by improving the competence of its members, emphasising on the
independence of auditors and rules for the certification of public accountants, publishing
accounting principles for the training and awareness of its members and developing
accounting and auditing standards that could best meet the needs of the country. However,

the JACPA did not have the power to impose IAS on companies or on its members until 1997
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when the Companies Act No. 22 of 1997, and Securities Law No. 23 of 1997 have given
consideration, authority and more power to JACPA (Al-Shiab, 2003). So, the adoption of

IASs was not compulsory until 1998.

In 2003, a new Certified Accounting Profession Law was enacted. The 2003 law is regarded
as an important step to improve and regulate the accounting profession (Al-Omari, 2010;
Shanikat and Abbadi, 2011). By issuing this law, the JACPA got more power and played a
significant role in encouraging the adoption and explaining the IAS/IFRS (Al-Akra et al.,

2009).

The aims of the new law are “regulating and upgrading the practice of this profession, ensure
complete compliance and adherence with the approved standards of accounting and auditing
in order to protect the national economy, upgrading the educational and professional level of
chartered accountants, ensure complete respect and observance to the acceptable ethics and
behaviours of this profession, enhancement of the role of chartered accountants by
emphasising their neutrality and independence” (Certified Accounting Profession Law,

Article 3).

According to the Certified Accounting Profession Law (2003), to be eligible to practice
auditing, the person must have an academic degree, pass the professional exam (Jordan
Certified Public Accountant JACPA), and must have seven years’ experience in auditing and
accounting. Also, after being authorised, the auditor must attend 20 training course hours

annually as a continuous learning in order to keep pace with latest updates?.

? As a comparison, to be authorised auditing companies, in many countries, including UK and USA, the auditor
should pass a relevant exam(s), should have experience and should proof that he/she up to date with the relevant
regulations. These generally the requirements in many countries, including UK and USA, but you will find
differences in structure of the exam, number of years as an acceptable experience or structure of the continuous
improvement program. For example, in the UK, the auditor should be a member in ACCA, ICAEW, or AAPA
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The international auditing and accounting firms — the Big-4 — are working in Jordan through
affiliates except Deloitte. Allied accountant is a member of Earnest and Young, Qawasmi and
Co. is a member of KPMG, and Bawab and Co. is a member of PwC. In addition to these
offices, there are a number of large local audit offices like Abu-Ghazaleh, Professuonal
auditors, Ghosheh, Arab professional, and Abbasi Co. Almost all the listed companies are

audited by these audit firms (JACPA, 2015).

2.9. Factors affecting the development of accounting practices in Jordan

A number of factors played a role in the development of accounting practises and in adoption

of IAS/IFRS. The following are the most important factors.

Political and economic factors: the political and economic situation in Jordan was unstable
and at risk due to the Arab-Israel conflict since independence in 1946 until the date of the
Jordan-lIsrael Peace Treaty in 1994. In addition to the Arab-Israel conflict and its
consequences on the economic and financial development of Jordan, the Jordanian economy
also witnessed many serious events such as the economic crisis of the late 1980s and the Gulf

War’s severe effects in the beginning of the 1990s.

To overcome the obstacles which faced its economy, the Jordanian government started with
many economic and financial reform programmes. In order for the reform programmes to be
successful, to improve the governance and disclosure system, and to increase confidence in
the overall economy and financial environment to attract more investment, the Jordanian
government enacted the most important regulations for the contemporary business and

financial environment, which are: the Companies Act (1997), the Temporary Securities Act

(this membership after achieving the required conditions and passing the required exams. Also, the auditor
should have experience in audit and proof 30 hours continuous professional development (CPD) per year.
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(1997), and the Securities Act (2002). These laws set the framework for the corporate

governance system, improved corporate disclosure and emphasised the adoption of IAS/IFRS.

Colonial influences: Given that Jordan used to be a British colony until 1946, this resulted in
a strong economic and political relationship with the UK and all western countries in general.
The colonisation effect and the post-colonisation relationship were facilitated and helped in
transferring the British accounting culture to Jordan, and as a result, facilitated adoption of

IAS/IFRS (Al-Akra et al., 2009).

Tax regulations: Income tax and sales tax (value-added tax) are the most important types of
tax in Jordan. The Income Tax Laws 1985 and 2010 and Sales Tax Laws 1994 and its
amendments require that all companies should prepare their accounts based on IAS/IFRS and

send a copy of them to the tax department attached to the external auditor report.

Legal system: The countries’ legal systems largely affect the adopted accounting systems in
those countries (Al-Akra et al., 2009). Regarding its legal systems, the countries are
categorised as either common law or code law countries (Salter and Doupnik, 1992).
Common law countries are characterised mainly by strong investor protection and their
capital markets are the main financing source. (Porta et al., 1997). Jordan is classified as a
code law country, so its sources of financing depend heavily on banks, and its investor

protection system is weaker than common law countries.

Corporate financing in Jordan has largely been through banks, and shareholder rights are
relatively weak (Al-Akra et al., 2009). However, Jordan's recent economic reforms, which
targeted the build-up of the local economy and the attraction of foreign and local investment,
require the government to lay down legislations to protect shareholders’ rights and to increase
confidence in the capital market (Al-Akra et al., 2009).
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Nature of business ownership: Due to trade liberalisation and the privatisation process,
government ownership has decreased and the number of shareholders increased including an
increase in the number of foreign investors, and this has required more transparent disclosure

from organisations.

Education: The existence of professionals who studied in different educational backgrounds,
especially from Anglo-Saxon countries, influence the improvement of accounting practises
(Solas, 1994). In addition, the quality of accounting education in Jordan has become better in
recent years, especially for the post-graduate level, but it needs to be improved more, for
instance by establishing appropriate guidelines associated with IFAC educational standards

(Al-Akra et al., 2009).

International factors: Many international factors encouraged Jordan to adopt IAS as a global
benchmark such as globalisation, changes in capital markets, increases competiveness and

accelerated development in technologies (Solar, 1994 and Al-Omari, 2010).

2.10. Conclusion

This chapter surveys the Jordanian background and discusses the different economic and
regulatory environment. The Jordanian environment has been presented in terms of the
history of the country, history of the economy since independence, regulation development,
regulatory bodies, financial market and listing rules, the development and factors affecting
the accounting and auditing profession, ownership structures and the corporate governance
system. An understanding of the Jordanian environment provides an insight into the research

background, motivation, and research questions.
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Consequently, it is important to mention that the financial market in Jordan is attractive for
many reasons: (a) contrary to other Arab financial markets, the ASE is characterised by lack
of any type of taxes or constraints; (b) the existence of many specialised bodies such as ASE,
JSC and SDC which encourage increase the effectiveness and efficiency of the financial
market and keep it away from probable financial crisis; (3) political stability in Jordan which
makes Jordan a centre for business in the Middle East, especially after the recent public
revolutions in the neighbouring countries. On the other hand, it is clear that the policy makers
and financial market regulations emphasize corporate transparency, good governance, and
high quality financial statements to maintain the market reputation and motivate investment
in the capital market. Thus, retaining current foreign investors and attracting more are of

particular interest to regulatory bodies in Jordan.
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CHAPTER THREE: THEORITICAL FRAMEWORK

3.1. Introduction

A number of theories are playing an important role in interpreting and analysing different
corporate governance practices, e.g. agency theory, stewardship theory, stakeholder theory,
signalling theory, resource dependence theory, institutional theory, and information acquiring
theory. Those theories vary from different aspects; each one is based on a different
philosophy, discusses different items, and analyses and addresses the same case in different
ways (Mallin, 2007; Solomon, 2011). Before going to these theories in detalil, it is worth to

mention about the theory of accounting in general.

3.2. Accounting theory- overview

As there are many theories of financial accounting, there is no universally agreed theory, or
no even accepted views of how accounting theories should be developed (Deegan and
Unerman, 2011). For instance, some researchers believe that the main role of accounting
theory is to explain particular accounting phenomena, while other researchers believe that the
role of the theory is to prescribe a particular approach to accounting (Deegan and Unerman,

2011).

Much of research in accounting is considered either positive research (the research which
explains and predicts particular events) or normative research (the research which prescribes
particular actions or activities). Positive (descriptive) theory is defined by Peirson and Brown,

1992: 326) as a theory “begins with some assumption(s) and, through logical deduction,
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enables some prediction(s) to be made about the way things will be. If the prediction is
sufficiently accurate when tested against observations of reality, then the story is regarded as
having provided an explanation of why things are as they are. For example, a positive theory
of accounting may yield a prediction that, if certain conditions are met, then particular

accounting practices will be observed”.

Deegan and Unerman (2011) stated that while positive accounting theory typically based on
observation, normative theory based on what the researcher believes should happen in a
particular event. On other words, while positive theory seeks to analyse the observation and
data at hand, and then derive a conclusion accordingly (deals and offer an explanation of the
phenomena in question), normative theory seeks to describe what should be done in the

future (provides a basis for predicting future actions).

The normative theory has been criticized by many researchers as it is not based on
observation (observation-based research is considered to be scientific, and then akin to good
research), but rather it is based on personal judgments about what should happen (Deegan
and Unerman, 2011). For this research, the study explains the effect of different governance
mechanisms and further suggests recommendations for policy makers for instance. This,
therefore, makes positive/descriptive accounting theory is the main base for this study. On the
other hand, this study offers (prescribes) number of recommendations for policy makers in
particulars regarding corporate governance mechanisms under investigations i.e. this study
offers information about the expected implication of particular actions for interested parties
(recommend what may be done in the future). This also indicates that the result of the study,

to some extent, can be explained using the normative theory framework.

Moreover, the positive accounting theory, which is mainly developed by Watts and

Zimmerman (1986) explain why executive managers act particular behaviour or adopt
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particular action. The main development of this theory is based on “rational economic person
assumption”, which assumes that managers are motivated particularly by self-interest and
will behave opportunistically to maximize their wealth (Deegan and Unerman, 2011). Thus,
the self-interest assumption creates a need for organisations to establish alignment
mechanisms to align principal and agent objectives e.g. corporate governance mechanisms

and external auditing.

This assumption, therefore, is the backbone of the agency theory (and the rationale behind
corporate governance regulations across the world). This has been discussed in the agency

theory section below.

3.3. Agency theory

The agency relationship is one of the “oldest and commonest” organised ways of social life
(Ross, 1973). It is a contract that has arisen between one or more persons, when one is
considered as an agent doing services on behalf of others (principal) (Ross, 1973; Jensen and
Meckling, 1976). Agency theory assumes that there is an inherent conflict between agent
(manager) and principals (owners) of organizations, and its assumption is that the corporate
governance problems stem particularly from the conflict of interests between these two
parties (Jensen and Meckling, 1976; Fama and Jensen, 1983; Nicholson and Kiel, 2007). This
consequently makes the alignment mechanisms of owners-managers’ interests the central

focus of this theory.

The root of agency conflict was documented a long time ago by Adam Smith in 1776. Since
Adam Smith identified the potential problem that results from the separation of management

and owners in his book The Wealth of Nations in 1776, many researchers “have argued that
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the working of a free market with private property would keep businesses and individuals
who control them from abusing their power and would promote the most efficient use of the
productive resources they control” (Blair, 1995, p.18). Due to size of the businesses at that
time, the owners take the responsibility of managing and controlling their companies. This
situation changed later on, particularly at the beginning of the last century. Berle and Means
(1932) shed light on the dramatic changes in the ownership of companies and documented the
separation of ownership and control in the large modern corporation, which, in turn, results in

an agency relationship (Bebchuk and Fried, 2006).

Berle and Means (1932) pointed out that it is more beneficial for the owners to manage their
businesses by themselves, but it is difficult in practice especially in the large modern
corporations due to their complicated capital requirements (Clarke, 2004). Instead, owners
just “invest their wealth in the corporation and design governance systems in ways that
maximize their utility” (Davis et al., 1997: 22). Assuming that owners may not qualified
enough, they seek qualified and experienced managers, while managers at the same time need
shareholders’ funds ((Shleifer and Vishny, 1997). Thence, owners make a contract with
executives to manage their business on behalf of them. Based on this contract, shareholders
accept uncertain and perhaps negative investment return (Fama, 1980), and agents accept the
responsibility of managing principal’s investments and act rationally to maximize these

investments’ value (Davis et al., 1997).

Furthermore, based on the principals-agents’ contract, managers obtained a control right and
discretion over the firms’ resources and, as Shleifer and Vishny (1997) reported, there may be
constraints on this discretion in the contract in order to curb any harmful behaviour, and
corporate governance is dealing with these constraints. This means that managers’ decisions

are not always in the interest of shareholders and this consequently requires effective
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governance mechanisms to keep managers’ behaviour in check. The actions taken to deal

with these constraints are costly and create what are called agency costs.

Agency cost comprises the "costs of structuring, monitoring, and bonding a set of contracts
among agents with conflicting interests, plus the residual loss incurred because the cost of
full enforcement of contracts exceeds the benefit" (Jensen, 1998: 153). When principals incur
costs to monitor agents’ behaviour, these costs are called monitoring costs, for instance,
external audit costs, costs related to creating effective governance structures. The bonding
costs are the costs that are borne to align agents’ interests with principals (e.g. bonus
incentives and/or reward structures) to curb or cure any costly actions taken by agents (Jensen
and Meckling, 1976; Hoque, 2006)%.The third type of agency costs is the residual loss, and
this is all other costs that are incurred due to the divergence between principal and agent
decisions despite monitoring and bonding processes. Given that managers-owners’ interests
are not fully matched, any deviation of their interests is likely to create agency conflict
problems and increases manager-sharcholders’ agency costs (Jensen and Meckling, 1976;
Schulze et al., 2003). Therefore, any increase in agency problems increases the demand of

higher audit quality (Jensen and Meckling, 1976).

The demand of high audit quality is driven by two main factors; client incentives and client
competencies to meet these incentives (DeFond and Zhang, 2014). Client demand for audit
quality stems mainly from their incentives to reduce agency conflict in order to protect
shareholders’ wealth (Jensen and Meckling; DeFond and Zhang, 2014). Clients’
competencies as a second main driver for audit quality are the abilities of clients to fulfil their
incentives driven demand for audit quality (DeFond and Zhang, 2014). These abilities consist

of mechanisms that facilitate meeting their demand for high- quality audit e.g. firms’ board of

* On the initiative of shareholders, the audit fees are considered as monitoring costs, whereas they are called
bonding costs if they are engaged on the initiative of managers (Piot, 2001)

49



directors and audit committees, which are typically integral components of the corporate
governance system” (Beasley and Petroni, 2001; DeFond and Zhang, 2014). These two

mechanisms are addressed below.

Information Asymmetry between principal and agent is the main source of agency conflict,
and it is related to two main aspects of agency problems: moral hazard and adverse selection.
Given that it is difficult for the principals to verify if the agent is acting in favour of or
against their interests, and that most agents’ activities are unobservable, moral hazard
problem occurs as the agents may not act as agreed/contracted with the principal, and any
investment decision taken by managers may reflect their interests rather than owners’
interests (Eisenhardt, 1989; Shelfier and Vishny, 1997). Adverse selection arises mainly
when a principal inadvertently contracts with an agent who is disqualified or less competent
than principal’s expectations (Eisenhardt, 1989; Chrisman et al., 2004), or “when an
employee has private information valuable to the agency in the sense that, if it were honestly

revealed, would improve resource allocation” (Oldroyd, 2007: 182).

So, given that managers are assumed to be untrustworthy based on agency theory lens, they
need to be effectively monitored as they may take decisions that maximize their own benefits
and, at the same time, are against sharcholders’ interests. Therefore, shareholders work
towards incurring control and monitoring costs in order to eliminate or decrease the
principal-agent interests' divergence, and establishing a combination of fixed or
performance-based incentives and punishments procedures for the agent (Fama and Jensen,
1983; Eisenhardt, 1989; Clarke, 2004). Eisenhardt (1989) stated that as a solution for
mitigating the principal-agent conflict, agency theory proposes that corporate governance

about create and monitor the mechanisms that are put in place by firms’ owners to control

* These mechanisms are triggered by Jordanian Corporate Governance Code (2008).
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agents (management) in order to maximize shareholder value by reducing agency cost

(Eisenhardt, 1989).

In order to mitigate the agency conflict, a corporate governance framework is developed to
control management behaviour, and compel it to behave consistently with shareholders’
interests by preparing high quality financial statements and reducing earning manipulation.
External audit is one of the monitoring tools used by the directors to compel management to
consider owners’ needs. Therefore, based on agency theory proposition, effective board of
directors and audit committees as important corporate governance mechanisms (Cohen et al.,
2002) play a dominant role in monitoring and controlling agents’ behaviours, and
consequently decrease the agency cost by alignment the principal-agent’s interests (Jensen &
Meckling, 1976 and Fama and Jensen, 1983). Further, external audit complements/supports
board of directors and audit committee monitoring role by control managers and increase the
current/prospective investors' confidence in the financial statements. This confirms that the
theoretical legitimacy of audit function is reducing the agency cost as it reduces information

asymmetry and therefore bridges the gap between owners and managers (Piot, 2001).

From another perspective, given that performance-based incentives for management is one of
the common ways used to align principal-agent interests, managers (based on agency theory)
tend to manipulate financial performance in order to obtain high rewards®. So, high quality

auditors curb management’s opportunistic behaviour and they are less willing to approve

® Piot, 2001 summarized the managers’ motivations to manipulate accounting numbers, which are to increase
their reputation, to increase their remuneration and bonuses, to avoid takeovers, and to limit the implication of
shareholders in the firm and keep a sufficient discretionary margin.

51



doubtful financial statements® (Jensen and Meckling, 1976; Kane and Velury, 2004; Habbash,

2010).

Moreover, being the auditors provide a fair assurance about financial position, many
researchers (Watts and Zimmerman, 1983; Cohen et al., 2002; Piot, 2001) documented that
the external audit function is an essential component in the corporate governance mosaic and
it plays an important role in mitigating agency conflict, and controls management’s
opportunistic behaviour. The essential point in performing the audit function effectively, as
discussed by Watt and Zimmermann (1983), is the ability of auditors to discover and report
any material breach in the financial statements (so called audit quality). Becker et al., (1998)
stated that auditors reduce information asymmetries and allow outsiders to verify the validity
of financial statements. Thus, credible audit quality acts as an effective deterrent to financial
statement fraud because management's reputation may be damaged and firm value adversely

affected if misreporting is revealed.

On the other hand, board of directors and audit committee play a significant role in
demanding and monitoring the external auditing. Effective board of directors and audit
committees (as indication of client competency) are interested to demand high audit quality
in order to protect their reputation and to avoid legal accountability by decreasing the
likelihood of fraudulent financial reporting. Also, high-quality audit helps in controlling
management misbehaviour and then maintain shareholders’ interests which is the ultimate

target of corporate directors. Further, external auditors provide a high-quality audit in order to

® Given that the opportunistic managers may not disclose the correct performance/financial position of the
company, which in turn leads to residual loss to the shareholders, auditors play an important role in control
managers (Jensen and Meckling, 1976; Suliman, 2011), and increase the current/prospective investors'
confidence in the financial statements.
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satisfy the effective boards’ expectations and to maintain a good relationship with their

clients (Carcello et al., 2002 and Beasley, 1996).

In summary, the agency theory is the underlying rationale of corporate governance code as
the key purpose of corporate governance regulations is to monitor management’s behaviour.
So agency theory provides explanations and solutions for owners-managers’ agency
relationship which give it a priority over other theories (Dinga et al., 2009). In addition to this,
agency theory is the most dominant theory in accounting and finance research. It is an easily
understandable (Eisenhardt, 1989) and simple theory because it classifies the organization
into two participants (agents and principals) with clear interests for each of them. Also, it is
based on the philosophy of human nature with respect to the wealth maximization instinct
(Daily et al., 2003). As a result, the agency theory is the main perspective within which this

research is being carried out.

After discussing agency theory, it is worthwhile to present other theories which are common
in the corporate governance literature, and assess their relevance to the study. These theories
are stewardship theory, stakeholder theory, resource dependence theory, institutional theory,

and information acquiring theory.

3.4. Stewardship theory

While agency theory assumes a conflict between owners (principals) and executive managers
(agents), stewardship theory assumes that there is no conflict of interests between these
parties. Instead, it assumes a convergence due to their sharing joint collective interests
(Donaldson, 2008; Van Slyke, 2007). Stewardship theory proposes that managers act as

stewards of the principals’ resources, exert their best efforts towards protecting and
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maximizing the principals’ utilities, and they, therefore, give priority to the principal interests

over their own interests (Davis et al., 1997; Mallin, 2007).

Stewardship theory focuses on collaborative and empowering structures within the company,
which is contrary to monitoring and control structures that are assumed by agency theory. So,
stewardship theory suggests that the stewards (CEOs) work towards pro-organizational
activities, achieve shareholders objectives and enhance the corporate performance when they
have high authority e.g. when the chairman and CEO position is held by the same person
(Davis and Donaldson, 1991). In addition to suggesting unifying of the role of CEO and the
chairman, this theory assumes that boards of directors which are dominated by executive
members are more beneficial for the company. This is because they have more business
operation knowledge about the company and have more loyalty than non-executive or

independent members (Muth and Donaldson, 1998).

The proponents of stewardship theory stress managers' tendencies to be collectively oriented
and intrinsically motivated. As stewards, managers focus on cooperative decision making and
goal alignment (Sundaramurthy and Lewis, 2003). Hence, they may be trusted to "behave in
ways that are consistent with organizational objectives” (Davis et al., 1997: 25). However,
given the advantages of this collaborative approach, what makes it applicable or not
applicable to a corporate context depends on the risks that the principals are willing to
assume (Davis et al., 1997). For instance, risk-averse principals perceive that executive
managers are self-serving (this assumption is implied in the corporate governance code) and

therefore they prefer monitoring prescriptions (Davis et al., 1997).

To assess the relevance of this theory for the context of the study, it is worth mentioning that
the key purpose of corporate governance regulations is to monitor management’s behaviour.

These regulations have been enacted as a reaction to high-profile corporate scandals e.g. the
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Maxwell and Enron scandals were the main motivation for the Cadbury Report (1992) and
SOX (2002) respectively. In Jordan, the corporate governance code (2008) heavily focuses on
the responsibilities of boards of directors and audit committees as “monitoring” rather than
“empowering” mechanisms of the executive managers. This is consistent with the common
notion that the effect of agency theory is contributory in the development of corporate

governance code around the world (Habbash, 2010).

Thus, given that this study is interested in examining the effectiveness of the corporate
governance code, adopting the monitoring view of agency theory is more appropriate than the
empowering view of stewardship theory. Also, it should be noted here that the results of the
study challenge assumptions of stewardship theory e.g. the non-executive directors are more
beneficial to the companies than the executive ones, and unifying of the role of CEO and the

chairman has no significant contribution.

3.5. Stakeholder theory

Study of the stakeholder approach has grown since the first use of the term in 1963 at the
Stanford Research Institute by Igor Ansoff and Robert Stewart, when they defined
stakeholder as “those group without whose support, the organization would cease to exist”
(cited in Freeman, 1984; Clarke, 1998). Also, stakeholder theory was originally detailed and
developed by Freeman (1984) in his book “Strategic Management: A Stakeholder Approach”;
he defines stakeholder as “any group or individual who can affect or is affected by the

achievement of the organization’s objectives” .

Stakeholder theory assumes that “all persons or groups with legitimate interests participating
in an enterprise do so to obtain benefits and that there is no prima facie priority of one set of
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interests and benefits over another” Donaldson and Preston (1995, p.68). Collier (2008, p.951)
concluded that “Boards of directors in quasi-public organizations have both an economic
concern with efficiency and a broader social concern”. So, based on stakeholder theory, the
organization has obligations for all its stakeholders, and it should be run to benefit all of them,
not for maximizing their shareholders’ utility only. The goals of the firm should be achieved
by creating a proper balance between the interests of all stakeholders (Freeman, 1984; Heath
and Norman, 2004). Shankman (1999) also report that such balancing is the “only way” for
the company to achieve its objectives and to stay alive. The breakdown of corporate relations
was one of the main reasons behind the failure of Enron and other corporations in the 2000s

(Heath and Norman, 2004).

Clarkson (1995) classified the stakeholder groups into primary and secondary groups based
on its importance to an organization: primary stakeholders are the most important groups and
they are essential for an organization to survive. The board of directors and management of
the company must strive to create a proper satisfaction for each of these groups. If any of
these groups disappeared from the organization system, continuity of the organization would
be seriously affected. These groups include shareholders and investors, employees, customers,
suppliers, and governments and communities which provide infrastructures for the corporate
activities. Secondary stakeholders, Clarkson reported, are groups who can affect or be
affected by the company’s activities, but they do not have any direct economic transactions
with the company and their presence is not necessary in the corporate life cycle, e.g. media,

general public and research centres.

A stakeholder theory of the organization based on diverse economic doctrines, discussed and
presented in many different ways (Clarke, 1998). Donaldson and Preston (1995) documented

three approaches to discussing the stakeholder theory (descriptive, instrumental and
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normative). The descriptive approach discusses the behaviour, actions and communication of
the company’s management towards the stakeholders. The instrumental approach examines
how the management achieves the corporate goals taking stakeholders’ interests into
consideration. Finally, the normative approach focuses on how the company attains its goals

considering moral and ethical norms.

By taking the context of this study into consideration, it is important to point out that though
the stakeholder theory explains the relationship between the business entities and their
different groups of stakeholders, it is not appropriate when assessing the matter under
investigation. The public companies have different stakeholders, but the study focuses on one

of the important stakeholders - the shareholders.

Furthermore, using stakeholder approach depends on a country’s laws, traditions, and
corporate structure. In most of the governance systems around the world, the Jordanian one
included, the priority is obviously shareholders and the maximisation of their interests. While
other corporate governance systems, Germany as an example, view whole company-related
parties as collective partners, and the employee and banks, who provide the finance, are
represented in the board of directors (Mallin, 2007), this is not the case in Jordan. The

stakeholder approach, therefore, is not appropriate for the context of the study.

3.6. Theory of information acquisition costs

A strong information environment provides independent directors with easy access to
required information about the organisation (in turn, less cost of acquiring information)
which is important to monitoring and control (Duchin et al., 2010; Zhang and Yu). (Raheja,
2005; Harris and Raviv, 2008; Duchin et al., 2010) indicate that independent directors obtain
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rich information of firm’s business operations and, in turn, increase their effectiveness when
the company works in a strong information environment and directors have easy access to the
relevant information. Zhang and Yu, (2016) pointed out that better-informed independent
directors, who are aware of firm risks and operations, are likely to ask more questions and

request greater effort from the auditor to protect the firm’s value.

However, Duchin et al. (2010) find that the effectiveness of the independent outside directors
depends on the cost of acquiring information. That is, independent directors are expected to
play an effective monitoring role only in a stronger information environment and where the
cost of acquiring information is low (Zhang and Yu, 2016). Thus, in a weak information
environment (e.g. Jordan), independent directors have difficulty in obtaining relevant
information to effectively perform their responsibilities through higher audit quality for

instance (Zhang and Yu, 2016).

3.7. Resource dependence theory

Another theory reviewed in the corporate governance literature is resource dependence
theory. The essential assumption of resource dependence theory is the need for environmental
connections between the organisation and outside resources (Yusoff and Alhaji, 2012). In this
perspective, outside directors serve to link the organisation with external environment by co-
opting the resources needed to survive (Salancik and Pfeffer, 1978). So this theory offers a

theoretical framework for directors' resource role (Daily and Cannella, 2003).

Proponents of this theory highlight the value of board members as “boundary spanners” of
the organization and its environment (Dalton et al., 1999; Hillman et al., 2000; Daily et al.,
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2003). In this role, non-executive directors provide a vital set of resources needed by the
organisation which are therefore important, to enhance organizational functioning,

performance, and survival (Daily and Cannella, 2003).

Hillman et al. (2000) consider the potential result of linking the organisation with the external
environment and decreasing uncertainty which is also minimising the transaction cost
associated with the external association. Resource dependence theory supports the
appointment of directors to multiple boards as this creates the opportunities to gather

information and build network (Yusoff and Alhaji, 2012).

Cohen et al., (2008) posit that boards of directors help management in setting corporate
strategy, and management also relies on the board to access scarce resources. So the primary
role of the boards of directors under this framework is less that of a monitor than a partner to

management (Cohen et al., 2008).

It can be concluded that this theory stresses the importance of the “advisory role” (Daily and
Cannella, 2003) and “linking role” (Hung, 1998) of the non-executive directors, rather than
adopting the “controlling and monitoring role” as the agency theory assumes. Also, the
rationale behind recruiting non-executive directors, as recommended in the JCGC, is to
monitor and control management in order to behave in favour of shareholders’ interests by
preparing high quality financial statements (i.e. the code implies that the non-executive
directors are in the best position to control management behaviour given that they are

outsiders and free from management pressure and intervention).
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3.8. Institutional theory

Institutional theory originated in the social sciences (Scott, 2005), and has been further
developed in the sociological literature of organisation and organisational behaviour. This
theory helps to reveal the nature of the interaction between different governance players
emphasising a “substance over form” view (Cohen et al., 2008) Also, this theory considers
organisations as cultural and social systems not just as a means to provide goods and services

(Judge et al., 2008).

DiMaggio and Powell (1983) and Cohen et al., (2008) pointed out that organisations become
similar over time through the process of institutional isomorphism as organizations adapt and
become similar to those around them: this homogeneity occurs as mimic other organizations
to enhance their legitimacy. Institutional theory also proposes that there is a tendency to
attract homogeneous individuals into organisations (Tuttle and Dillard 2007). The implication
for corporate governance is that board members who come from similar backgrounds will be

less inclined to challenge management or indeed, each other (Cohen et al., 2008).

DiMaggio and Powell (1983) identified three mechanisms through which institutional
isomorphic change occurs: Coercive isomorphism, normative isomorphism, and mimetic
isomorphism. Coercive isomorphism comes from political influence and the problem of
legitimacy. It results from pressures exerted on organisations from government and other
organisations. Mimetic isomorphism reflects environmental uncertainties (responses to
uncertainty); if organisations face uncertain situations for example ambiguous aims, unclear
solutions, or incomprehensible new technology, they mimic and follow other organisations

which are viewed as successful and legitimate: this happens whether those organisations have
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effective practises or not. The route is chosen simply because it is more convenient and less

expensive.

Normative isomorphism suggests isomorphism is associated with professionalization or
effectiveness. DiMaggio and Powell (1983: 151) also, discussed two sources of
professionalization that are important in isomorphism; “one is the resting of formal education
and of legitimation in a cognitive base produced by university specialists: the second is the
growth and elaboration of professional networks that span organizations and across which
new models diffuse rapidly. Universities and professional training institutions are important
centres for the development of organizational norms among professional managers and their

staft”.

Corporate governance considers all matters that contribute to shareholders’ wealth and
organisations values, from management to the board of directors, from stationary
requirements and financial markets structure, to more broad understandings of corporate
culture in the modern context: this sociological perspective, as Davis (2005) argued, is more
relevant and promising for corporate governance research than the more traditional

perspective as it seeks to understand the institutional context in which it occurs.

Institutional theory focuses on the deeper and more resilient aspects of social structure (Scott
2005). It tackles the systems of social beliefs and practices that are associated with diverse
functional areas of societal systems, such as religion, politics, norms, and regulations

(Filatotchev and Nakajima, 2010); therefore, one of the keys to understanding organizations
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is the study of the institutional environments that guide or constrain their legitimacy (Judge et

al., 2008; Adegbite, 2010; Filatotchev and Nakajima, 2010).

Cohen et al.,(2008: 187) discussed the implication of institutional theory with respect to the
internal workings of the board and suggested that “audit committees’ members will act to
conform to other institutions and that they will tend over time to become similar to others
within the same industry. Audit committees’ members are likely to come from similar
backgrounds, often similar to the backgrounds of management as well. This theory has an
indeterminate prediction on whether the audit committee will act as an ally to management or
the auditor in disputes that the auditor may have with management. For example, the audit
committee often fulfils an important symbolic role that in practice could lead its members to
legitimize their role by asking questions of management. However, similar backgrounds and

ties with management may lead the audit committee to accept management’s views”.

This is contrary to agency theory which assumes boards of directors or audit committees’
members to be independent and to exert an effective monitoring role over management.
Beasley (2009) and Cohen et al. (2008) argued that institutional theory emphasizes the
ceremonial role of corporate governance structures in creating legitimacy: it considers how
governance structures attain ritualistic roles that help legitimize the interactions among the
various players within the corporate governance structure and aids the communication of this
to external parties. Under this theoretical view, board of directors and audit committee have
no effective power over management and their role is passive and symbolic rather than active,

i.e. board of directors and/or audit committee do not necessarily play effective monitory role.
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DiMaggio and Powell (1983) and Cohen et al. (2008) pointed out that a firm may comply
with the corporate governance practices just to simulate other firms, or to meet the
regulations without substantial impact on these governance practices. This study assumes that
corporate governance practices in Jordan are effective and companies are not complying
merely to mimic other companies. The findings of the study also highlight the effective role
of the corporate governance mechanisms in ensuring high audit quality. However, some
evidence could be explained by institutional theory. For example, frequency of boards of
directors and audit committees’ meetings shows no effect on audit quality. This suggesting
that more number of meetings might be unduly and, therefore, may not necessarily indicate
board diligence. The number of conducted meetings may be just to simulate other firms or to

meet the code recommendations.

3.9. Conclusion

A number of theories have been reviewed in the corporate governance literature. This chapter
discussed the common and the most important theories in this field (Solomon, 2007; Mallin,
2011) which are agency theory, stewardship theory, stakeholder theory, resource dependence

theory, institutional theory, and information acquiring theory.

As the agency theory is the underlying rationale of corporate governance code, it can be
concluded from the above discussion that the agency theory is the main perspective within
which this research is being carried out. Though the agency theory is criticized as it presents
a partial view of the world and ignores a complexity of organizations (Eisenhardt, 1989); it is
still the dominant theoretical perspective adopted in the literature. It “has been the
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predominant paradigm for understanding and explaining corporate governance issues”
(Rubach and Sebora, 1998: 245). Furthermore, Adegbite et al., (2012: 397) concur stating
agency theory “whilst its assumptions may be considered restrictive in cross-national
application, they nevertheless remain absolutely valid and worthy precursors for conventional
orientations towards corporate governance”. Thus, the agency theory continues to remain
important as a starting point for any corporate governance discussions (Adegbite, 2010) and

for building any corporate governance framework (Lubatkin et al., 2007).
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CHAPTER FOUR: CORPORATE GOVERNANCE AND AUDIT
QUALITY- LITERATURE REVIEW AND HYPOTHESES
DEVELOPMENT

Part one: Literature review and hypotheses development (first empirical

model)

4.1.1. Introduction

This part covers a discussion of audit quality and its measurements, and a critical
literature review in relation to corporate governance practices and audit quality,
particularly boards of directors’ and audit committees’ characteristics. Discussion of
the different ownership types in Jordan and their effect on audit quality has been
presented. In addition, this chapter includes the hypotheses that are developed with

respect to the first empirical model.

4.1.2: corporate governance’ and audit quality

4.1.2.1. Audit quality: its importance and measurements

The agency problem that arises between owners and managers, due to information
asymmetry between them, is the main motivation for external audit. External audit is
an important requirement for any economic entity, and it is considered one of the

corporate governance’s cornerstones (Cadbury, 1992). Audit purpose “...is to

’ Boards of directors and audit committees as important corporate governance mechanisms
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enhance the degree of confidence of intended users in the financial statements. This is
achieved by the expression of an opinion by the auditor on whether the financial
statements are prepared, in all material respects, in accordance with an applicable
financial reporting framework™ (International Standard of Auditing (UK and Ireland)

2004: 2).

External audit function plays a significant role in corporate governance system as it
bridges a gap between those who prepare financial information (management) and
those who use it (shareholders). It is considered as a key monitoring device because it
enhances the quality of financial statements, safeguards the shareholders’ interests,
and helps the investors for their investment decisions and by giving them confidence

about company’s status (Cohen et al., 2002; Habbash, 2010; Brown et al., 2011).

Moreover, Jensen and Meckling (1976) argued that because of the agents act towards
maximizing their own benefits even at the expense of principals and because of the
information asymmetry between agents and principals, external auditors have a duty
to convergence the principal- agent interests and to reduce the information asymmetry
between them. Consequently, in case of large agency problem, it is expected that

auditors will spend more effort in auditing activities (delivering higher audit quality).

Francis et al. (1999); Becker et al. (1998) stated that as the accrual based accounting
tempts managers to opportunistically manipulate financial statements, the main role of
external auditors is to curb such opportunistic behaviour and to provide a credible
auditing services for contracting and for outside shareholders. For this reason, agency

theory is employed theoretically to legitimate the reason why external auditing is
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essential in the modern economy (Jensen and Meckling, 1976; Arnold and De Lange,

2004; Sulaiman, 2011).

External auditors also have a vital role in mitigating the principal- principal conflict
not only the conventional principal- agent conflict. For instance, In developing
countries where the companies are characterised by concentration ownership which in
turn increases the agency problem, the external audit function would create
confidence and assurance that the interests of minority shareholders are sufficiently

protected from exploitation by controlling shareholders (Fan and Wong, 2005).

The external audit function was imposed by regulations a long time ago (since 1900 in
the UK and 1933 in the US) (Watts and Zimmerman, 1983). In Jordan, the first
Accounting Profession Law was enacted in 1961 (British code was used before). In
1987, the Jordan Association for Certified of Public Accountant (JACPA) was
established in order to improve the audit profession in Jordan. The law emphasized
the independence and competency of auditors and rules for certified of public
accountants. However, the JACPA did not have the power to impose IAS on
companies or on its members until 1997 when Companies Law No. 22 of 1997,
Securities Law No. 23 of 1997 have given consideration, authority and more power to
JACPA. The audit environment became more regulated after enacting these
regulations. These regulations require all listed companies to have their accounts
audited by an independent auditor, and to disclose the annual audit fees in their annual

financial reports.

In Jordan, international accounting firms (Big 4 auditors) work through local affiliates,

except Deloitte. Allied accountant is member of Earnest & Yung, Qawasmi & Co. is
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member of KPMG, and Bawab & Co. is member of BwC. In addition to these firms,
many local audit firms also play important role in Jordanian audit market. Obaidat
(2007) documented that Jordanian auditors are complied with international standards
of auditing (ISA). However the compliance level was different; the highest level of
compliance was 90% regarding audit evidence and audit documentation standards,
and lowest level of compliance was 70% which is regarding (the auditor’s

responsibility to consider fraud in an audit of financial statements”.

As previously noted, the audit function plays a vital role as an important part of the
corporate governance mosaic. However, the effectiveness of the auditor role depends
mainly on the audit quality provided. The audit quality concept has been defined in
the literature from different perspectives. It can be defined as a process of detecting
and reporting material misstatement (DeAngelo, 1981), the ability to detect and
eliminate material misstatement (Davidson and Neu, 1993), and the ability of the
auditor to provide precise information regarding corporate assets (Titman and
Trueman, 1986). To assure financial reporting quality, DeFond and Zhang (2014)
extended the definition of audit quality beyond the simple detection of accounting
standards’ violations, to show how faithfully the financial statements reflect the firms’
underlying economics. Regardless of differences in the definitions of audit quality,
there is no doubt about its importance in minimising agency costs and increasing

investors’ confidence by enhancing the credibility of financial information.

“A higher quality audit should improve the quality of financial reporting and reduce
the risk of the auditor providing an incorrect audit opinion” (Goodwin - Stewart and
Kent, 2006: 387). High-quality accounting information has an important role in

developing and increasing confidence in financial markets (Francis et al., 2003).
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Therefore, it seems plausible to say that high-quality audit is an important component

of well-functioning financial markets.

Providing high-audit quality is function of two components; auditor incentives for
independence and auditor competency (Watts and Zimmerman, 1983). Auditor
competency is related to auditor ability (auditor to be qualified) to supply high-quality
audit. Auditor independence refers to auditor incentives that include reputation and
litigation concerns (Dye, 1993; DeFond and Zhang, 2014). Jeong and Rho (2004)
argued that when the institutional setting does not demand or is less interested in audit
quality, auditors likely evade providing credible audit quality, so they exert less effort
to curb management misbehaviour as well as possibly behaving opportunistically to

retain/attract more clients.

Audit regulations in Jordan play an important role in ensuring that auditors and
competent and independent. According to the Certified Accounting Profession Law
(2003), to be eligible to practice auditing, the person must have an academic degree,
pass the professional exam® (Jordan Certified Public Accountant JACPA exam), and
must have seven years’ experience in auditing and accounting. Also, after being
authorised, the auditor must attend training courses no less than 20 hours annually as
continuous learning in order to keep pace with latest updates. Moreover, the
regulations ban auditors to provide -at the same time- most of non-audit service for

the same clients in order to maintain their independence.

On the other hand, the litigation risk concern in Jordan is weak compared to

developed contexts; and this decreases the auditor’s incentive to perform high audit

® Even those who have CPA or ACCA, they need to do the local exam in order to be certified auditor in
Jordan.
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quality. Investors in Jordan do not normally complain against auditors, and there are
no common lawsuits cases against auditors (JACPA, 2015). This consequently
increases importance of effective (competent) boards of directors and audit

committees to ensure that the auditors are delivering credible audit quality.

Furthermore, audit quality in Jordan obtained more attention at the end of the 1980s
alongside starting the economic reform programme. At this period the government
launched a privatisation programme, and the main aims are enhancing the efficiency
and productivity of the targeted enterprises, creating a suitable environment for
investment to attract the external investors, and strengthening the economy and
financial market by this long-term investment (ASE, 2012). Later in 2008, the Jordan
Securities Commission issued the Jordanian Code of Corporate governance (JCCG)
with main targets also to increase confidence in the capital market by increased
efficiency of their members (listed firms). Consequently, high audit quality is required
to retain and attract investors, and to boost confidence in the financial market. This
motivates this study to test whether the JCCG recommendations (regarding boards of
directors and audit committees in particular) have any effect in improving audit

quality (this has been translated to the first research question).

In summary, it is difficult to assess audit quality ex ante because the amount of
assurance provided by auditors is unobservable. The only observable outcome of the
audit process is a common form of audit reports and most of these reports are
standard clean opinions (Francis, 2004). Therefore, an important development in audit
quality research is based on the premise that ‘differences’ in audit quality exist and
can be measured by comparing different classes of auditors, their industry

specialisation, or level of audit fees (Francis, 2004). Therefore, as most commonly
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found in the literature, DeFond and Zhang (2014) categorised audit quality models
into: auditor-specific characteristics such as auditor size (captured by Big N audit
firms) and industry specialisation, and auditor—client contracting features such as

audit fees. These models are discussed below.

4.1.2.1. Audit fees

The amount of fees paid to the external auditors is largely used in a high-profile
literature as an indication of audit quality (O'Sullivan, 2000; Felix Jr and Gramling,

2001; Carcello et al., 2002; Abbott et al., 2003; Goodwin - Stewart and Kent, 2006;

Singh and Newby, 2010; Zaman et al., 2011).

Theory predicts that higher audit effort increases the probability of detected errors
(Shibano, 1990; Matsumura and Tucker, 1992; Dye, 1993), implying an adverse
correlation between audit effort and financial reports’ restatements. Shibano (1990)
developed a model which connects audit quality to the likelihood of misstatements.
His model demonstrates that the auditor can increase the likelihood of detected
misstatements through higher audit effort. Thus, the robust models that are developed
by Dye (1993) and Hillegeist (1999) suggest that auditors who exert more auditing
efforts are more likely to detect earnings management and generate high-quality

financial statements.

Testing the association between audit fees and audit effort is likely to aid the
understanding of quality ((Johnson et al., 2002; Srinidhi and Gul, 2007). It is

reasonable to argue that when an external auditor charges a premium fee to a client
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this will be associated with a better quality of services provided (Palmrose, 1986).
This is supported by Hribar et al. (2014) who tried to develop a measure of
accounting quality based on audit fees, and concluded that audit fees can be used to

provide a reliable measure of a firm’s accounting quality.

High level of audit fee implies higher audit quality, ceteris paribus, which is either
through more audit effort exerted (i.e. more audit hours) or through greater expertise
of the auditor (higher billing rates) (Francis, 2004). As audit effort is the dominant
factor priced in audit fees (Mande and Son, 2015), this makes audit fees a reliable
indicator of audit quality because higher fees indicate that the auditor worked more

hours, signalling greater effort (Eshleman and Guo, 2014; Zhang and Yu, 2016).

Sampaio et al., (2015) investigates the relationship between audit fees and quality of
the audit services rendered to the 300 Brazilian firms in the period between 2009 and
2012. Their findings confirmed that audit fees is a reliable measure of audit quality,
and in particular they stated that more aggressive earnings management is related to

lower audit fees paid to auditors.

Moreover, In his study, O’Sullivan (2000) used the amount of the audit fee as a proxy
for audit quality as the quality of a company’s audit is not observable. He justified this
proxy as it is reasonable to expect that more audit investigation will require more
audit hours and/or the use of more specialised audit staff — resulting in higher fees.
Further, the link between audit quality and fees has been raised both by Cadbury
(1992) and the Chartered Accountants’ Joint Ethics Committee (1993) — both reports

warning against the likelihood that audit quality may be compromised by low fees.
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In support of the above views, Lynn Turner (2005)°, former Chief Accountant at the
Securities and Exchange Commission (SEC), wrote:

Certainly throughout the 1980s and 1990s, corporations, sometimes with the
assistance of their audit committees, twisted the arms of independent auditors
to reduce their audit fees. Our experience includes corporations who
competitively bid their independent audit work solely to reduce their fees well
below levels that could generate a reasonable return for the auditors. In turn,
the audit firms reduced the level of work they needed to perform in their role
as gatekeepers for investors. Inevitably inferior audits resulted.

There is also empirical evidence supporting this argument in the literature. Prior
research confirms that larger audit fees reflect high audit quality through greater audit
effort (Caramanis and Lennox, 2008; Zaman et al., 2011; Carcello et al., 2002; Abbott
et al., 2003; Bliss, 2011; O’Sullivan, 2000). Audit fees level is correlated positively
with more audit effort which influences the ability of the auditors to discover material
misstatements (Elitzur and Falk, 1996; Frankel et al., 2002; Lobo and Zhao, 2013),
constrains earnings management (Caramanis and Lennox, 2008; Blankley et al.,
2012), increases earnings response coefficients (ERCs) (Higgs and Skantz, 2006) and

increases accrual quality (Su et al., 2007; Mande and Son, 2015).

A study by Caramanis and Lennox (2008) examined the role of effort exerted by
auditors in improving earnings’ quality. By analysing a database of hours worked by
auditors on 9,738 audits in Greece between 1994 and 2002, their findings revealed
that lower audit hours are associated with positive and larger abnormal accruals. Also,
with lower audit effort, managers are more aggressive in managing earnings in order
to meet or beat the earnings benchmark. The researchers summarised that lower audit

effort gives managers an opportunity to aggressively manage their reported earnings.

° Comment letter to the Securities and Exchange Commission in 12/4/2005, p.5. Available at:
http://www.sec.qov/spotlight/soxcomp/soxcomp-turner.pdf
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Moreover, Eshleman and Guo (2014) examined whether audit fees are related to audit
quality. By using a sample of 1,670 firm-year observations spanning 2000-2011, and
employing a OLS regression, they examined the association between audit fees and
the likelihood of firms using income-increasing discretionary accruals to meet or beat
the consensus EPS forecast. Their findings reported that clients paying higher audit
fees are significantly less likely to use discretionary accruals to meet or beat the

consensus analyst forecast.

Blankley, Hurtt, and MacGregor (2012) reported an adverse relationship between
audit fees and the probability of financial statements’ restatement in the post-SOX
years. This is consistent with auditors who obtain more fees performing more
thorough audits, and thus leading to a lower probability of misstatements. This result
is consistent with a study achieved by Lobo and Zhao (2013). By using the
misstatement detection model and considering a sample of US annually and quarterly
financial statements from 2000 to 2009, Lobo and Zhao (2013) after correcting
misstatement risk bias, reported a robust negative relationship between audit fees and

annual report restatements.

Frankel, Johnson and Nelson (2002) analysed a set of data collected from 3,074 proxy
statements filed with the SEC between February 5, 2001, and June 15, 2001 to
examine whether auditor fees are associated with earnings management in particular.
They found that audit fees level is adversely correlated with earning management.
The result is confirmed by (Larcker and Richardson, 2004) which reported that

accrual is negatively related to total audit fees.
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The most recent empirical evidence about the relationship between audit fees and
accrual quality™ is a study by Mande and Son (2015). By estimating accruals quality
using an industry-level pooled cross-sectional model for a large sample consisting of
25,470 firm-year observations, Mande and Son (2015) confirmed the results reported
by Srinidhi and Gul (2007), showing that in the pre-SOX years, higher audit fees
denoting higher effort imply higher accruals quality. This finding also stays

significant in the post-SOX years but in less strength.

Li and Ma (2015) tested the relationship between audit fees and accounting
misstatements in China where auditors’ legal liability is essentially weak. Using the
misstatements from annual reports of listed firms between 2001 and 2010, their result
showed that current year audit fees are negatively and significantly associated with
the probability of current year financial statements being misstated. This result is in
line w