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ABSTRACT

The aim of this study is to investigate the nexus between the mechanisms of corporate
governance (family ownership, state ownership, board size, CEO duality and CEO gender) on
leverage in Saudi Arabia. Financial data from 100 listed firms at Saudi Stock Exchange
(TADAWUL) for the period of 9 years 2011 to 2019 was extrapolated from the companies listed
on Saudi Stock Exchange Market (Tadawul), resulting in the final sample of 900 firms-year
observations. Moreover, these studies use profitability as control variable. By using generalized
least square random-effect (GLS), the multiple regression analysis revealed a negative
relationship between family ownership, state ownership and board size on leverage, while CEO
duality and CEO gender positive and significant association with level leverage. In addition,
family ownership and size of board did not have a direct effect on level leverage in Saudi Arabia.
The findings suggest the crucial role of corporate governance in leveraging and minimizing
agency conflict. This study also paves the way for further investigations on leverage in the
context of other nations that are also facing a dearth of research in this study area. Additionally,
there is a prevailing need for developing countries to demonstrate improved compliance with
international governance standards

Keywords: Family Ownership, State Ownership, CEO Duality, CEO Gender, Leverage
Decisions

INTRODUCTION

Capital structure suggests the combination of funding methods maintained by a certain
company (Niu, 2008). Gomez et al. (2014) assert that the financing method of a company has to
be fitting to the investors, directors and stakeholders. Financing decisions also directly affect the
value of a company. Past literatures on financial leverage indicate that capital structure is
affected by various factors. In the field of research on corporate finance decision, capital
structure represents one of the most prominent topics.

The fundamental goals of companies are the maximization of the wealth of shareholders.
According to Black (2000); Rouf (2015) argue that corporate governance mechanisms and firm
leverage play a pivotal role in maximizing the wealth of shareholders. Strong corporate
governance leads to the enhancement of firm value. Salehi et al. (2020) stated that firms can
minimize equity cost by having solid corporate governance in place. Accordingly, Jantadej &
Wattanatorn (2020) asserted the crucial role of corporate governance in safeguarding shareholder
wealth and reducing asymmetric information between the corporate and external investors
inclusive of the debt holder, thus resulting in a decrease in debt financing costs. According to
Chatterjee (2020), corporate governance refers to the management of business in an accountable,
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fair, transparent, and responsible manner. A solid corporate governance safeguards stakeholder
interest. Establishing effective governance policies and creating shareholder value corporate
governance is designed to minimize agency conflict.

Boards of directors are having full authority over internal control to monitor the top
management of companies including the chief executive officer (CEO) (Fama & Jensen, 1983).
Under agency theory, the director of boards is one of main corporate governance mechanisms to
ensure the managers work for the benefits of shareholders (Allen, 2005). Furthermore, boards of
directors can significantly influence business performance improvement via strategic goals and
the achievement of the mission and vision statements (Chouaibi et al., 2018). According to Alam
et al. (2014), boards of directors elected by shareholders are accountable for ensuring the
company’s financial and strategic decisions. Wen et al. (2002) explained that when the board of
directors is controlled by an independent director or an outside director, the top managers will
face stricter supervisors. This independent board’s presence makes managers’ supervision more
active to ensure that their actions do not harm the company. So it is hoped that the presence of an
independent director can reduce the CEQO’s risk taking in making decisions on using debt.
Hambrick (2007) argue that when a company has a weak board of directors, it results in weak
monitoring. In this regard, the demographic characteristics of managers will be more reflected in
the company’s strategy.

Theoretical Background and Hypothesis Development

Family ownership and leverage: Family-owned company is a business entity that is
owned or managed by more than one member of the same family (Astrachan et al., 2002; Warrad
et al., 2012). Several authors reported that around the world, it is a common business feature that
firms are owned by families (Anderson & Reeb, 2003; Bunkanwanicha et al., 2013; Claessens et
al., 2000; Faccio & Lang, 2002; Porta et al., 1999; Shleifer & Vishny, 1986; Villalonga & Amit,
2006). However, there is a considerable debate whether or not such ownership structure creates
value to the firms.

The effect of family ownership on leverage is not clear. According to Stulz (1988),
family firms utilize more debt to keep control in their hands and hence prevent possible
acquisitions from external shareholders. Harijono & George (2004) find that family firms use
around twenty percent more debt as compare to non-family firms. Driffield et al. (2007) provided
evidence that have significant and negative influence on leverage and argue that firms using
higher leverage could reduce the agency problem between majority and minority shareholders.
Céspedes et al. (2010) reported that family ownership significantly and positively influence on
leverage which suggest that families use debt financing in place of issuing equity to avoid
sharing ownership.

In contrast, Anderson & Reeb (2003); Gallo et al. (2004) report that family may be more
risk averse and may mitigate firm risk by using less debt in a firm. This might result in leverage
being negatively related to family ownership. However, Nadaraja et al. (2011) reported that there
is no significant relationship between family ownership and leverage. Therefore, the first
hypothesis is developed as follows:

Hj: A negative relationship between family ownership and leverage is expected
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State ownership and leverage: Agency costs have been confirmed to be related to
ownership whether government or state (Wei et al., 2005; Fan et al., 2007). Eng and Mak (2003)
stated that companies that are significantly owned by the government possess high agency cost
due to the majority and minority shareholders’ contradictory objectives. Meanwhile, Buck, Liu
and Skovoroda (2008) asserted that companies that are majorly owned by the state could
experience higher agency problems due to the prevalence of lower wages but higher managerial
power.

According to Abramov et al. (2017), cost of debt is higher in companies majorly owned
by governments as the companies are compelled to fulfill socially- and politically-related
investment targets, thus impacting the companies’ performance and value. This would lead to
lower profits and higher debt costs, thus exposure to high default risks (Borisova et al., 2012).
Hence, government-owned companies typically experience high debt levels.

Meanwhile, the impact of state ownership on leverage remains unclear. Buck et al. (2008)
argued that high levels of government ownership may lead to increased moral hazard problems,
which in turn could lead to a negative impact on leverage. Su (2010) reported that state
ownership significantly and negatively influences leverage. In addition, Vijayakumaran &
Vijayakumaran (2019) provided evidence of the significant and negative influence on leverage
by suggesting that SOEs could experience lesser constraints in issuing equity and receive
preferred treatments when applying for seasoned equity financing, therefore incurring less debt.
On the other hand, Hwang & Chien (2009) show that the high degree of government ownership
can help enhance the leverage capacity of firms because of the guarantee provided by the
government. This could lead that companies with large a proportion of state influence leverage
positively. Le & Tannous (2016) examined the effect of state ownership on the financing
decision of non-financial companies listed in Vietnam over the period of 2007-2012. The
authors concluded that state ownership positively affects corporate leverage. In addition Gul
(1999) and Pham & Nguyen, (2019) reported that state ownership significantly and positively
influence on leverage. However, Muharam & Putri (2020) stated that there is no significant
relationship between state ownership and leverage. Thus, the second hypothesis is developed as
follows:

Hy: A negative relationship between state ownership and leverage is deemed

Size of board and leverage: Board size can significantly be used to monitor and control
managers (Lipton & Lorsch, 1992; Aljaaidi & Hassan, 2020). According to Pfeffer & Selancick
(1978); Lipton & Lorsch (1992), board size has a significant association with the financing
decision made by the firm. Lipton & Lorsch (1992); Jensen (1993) state small-sized boards have
greater efficiency than large-sized boards in tackling agency problems among the board
members. In case the board members are excessive, agency problems could increase, as some of
directors could tag along as free riders. Jensen (1993) supports small boards due to their efficient
decision making, better coordination and less communication problem problems. As suggested
by Chaganti et al. (1985), companies that have not faced bankruptcy have larger-sized boards i.e.
an indication that company survival is aided by large-sized boards.

The relationship between sizes of board and leverage are mixed. Abor (2007); Saad
(2010); Ghosh et al. (2011); Memon & Samo (2019) argue that firms with large board size could
have communication difficulties among the directors when they want to take a decision, which
could increase the agency problem. Their results show board size is related to higher leverage.
Meanwhile, Hasan & Butt (2009) state that larger board size leads to stronger pressure by
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making managers pursue lower leverage to enhance firm value as high level of leverage might
lead to financial distress. In the same line Berger et al. (1997) found that board size has a
negative impact on leverage. Their findings suggest that a larger-sized board could put strong
pressure on managers to use lower leverage to increase the firm’s performance. Finally,
Wiwattanakantang (1999); Vijayakumaran & Vijayakumaran (2019) found that the size of the
board is not associated with leverage. Therefore, the third hypothesis is developed as follows:

Ha: A negative association between board size and leverage is deemed

CEO duality and leverage: The agency theory asserts the significance of CEO duality in
reinforcing the CEQO’s power in supporting his personal interest instead of the owner’s interest,
and in seizing full board authority hence abating the power of the board (Baatwah et al., 2015).
Anderson & Anthony (1986); Dahya et al. (1996) believe that CEO duality can help in
improving decision making for achieving the firm’s objective, with minimum board interference.
In addition, Rechner & Dalton (1991); Donaldson & Davis (1991) argue that more power held by
one person may lead to better decisions.

Abor (2007) found that leverage is positively related to CEO duality, suggesting that
leverage could be used to reduce agency problems associated with CEO duality as creditors will
monitor the actions of CEO-chairman. Uwuigbe (2014) examined the relationship between CEO
duality and leverage using the Nigeria listed firms’ over the period, 2006-2011. The results
showed that there is a statistically significant positive effect of CEO duality and leverage. In
addition, Memon & Samo (2019); Saad (2010) found a positive relationship between CEO
duality and leverage. In contrast, Pham & Nguyen (2019); Hasan & Butt (2009) found that
leverage has no significant relationship with CEO duality. Thus, the fourth hypothesis is
developed as follows:

H,: There exists a positive and significant relationship between CEO duality and leverage

CEO gender and leverage: With regards to CEO gender, studies in cognitive
psychology and management assert that males and females differ in terms of leadership styles,
efficacy, communication skills, and degree of conservatism, assertiveness, risk aversion, and
decision-making (Byrnes et al., 1999; Eagly & Johnson, 1990). Faccio et al. (2016) stated that
gender indirectly reflects one’s self-confidence and penchant for risk aversion. According to
Croson & Gneezy (2009); Eckman & Grossman (2008), research evidence shows that women
demonstrate higher risk aversion than men. Meanwhile, Beber & Fabbri (2012) showed that male
managers have higher confidence than their female counterparts. Therefore, male managers are
more willing to speculate.

According to Huang & Kisgen (2013), female CEOs tend to rely less on long-term debt.
Faccio et al. (2016) found that female CEOs have a negative effect on leverage. In contrast,
Nilmawati et al. (2021) examined the relationship between CEO gender (male) and leverage
using 2.264 observations over the period of 2010-2017. The results showed that there is a
statistically significant positive effect of CEO gender on leverage. In the same line, Graham,
Harvey & Pury (2013); Huang & Kisgen (2013) stated that companies with male managers have
high leverage. However, Frank & Goyal (2007); Sitthipongpanich & Polsiri (2012) found that
CEO gender is not associated with leverage. Therefore, the fifth hypothesis is developed as
follows Figure 1:
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Hs: There exists a positive and significant relationship between CEO gender and leverage
Independent Variable Dependent Variable
Family ownership

H1

State ownership H2

H3

Board size v Leverage

H4

CEO duality H5
CEO gender

Figure 1

CONCEPTUAL FRAMEWORK
METHODOLOGY
Population and Sampling

The current study investigated the effects of corporate governance specifically family
ownership, state ownership, board size, CEO duality and CEO gender on leverage by focusing
on the annual reports of a sample of 100 Saudi listed firms covering 13 sectors over the period of
2011-2019. Overall, 900 firm-year observations were made on the non-financial firms. This
study had excluded financial firms from banking and insurance sectors due to their distinct
features and the various disclosure requirements (Klai & Omri, 2011; Esa & Ghazali, 2012;
Alhazaimeh et al., 2014). The study sample entailed 100 out of 170 listed firms on the Saudi
Stock Exchange Market (Tadawul).

Model Specification

To examine the influence of corporate governance on leverage, the following regression
model is employed.
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LEVit = B, + B,FAWN;, + B,STATEOWN;; + BsBSIZEN;, + B,CEODUN;,
+ BsCEOGENNLt + PROit + Eit

The measurement of independent and control variables is shown in the Table 1 one.

Table 1
MEASUREMENT OF THE KEY VARIABLES
Variables Operationalization
Independent Variables
Leverage Total debt divided by total assets (Osma, 2008; Belkhir et al., 2014; Anagnostopoulou &
(LEV) Tsekrekos, 2017).
Family Ownership Percentage of shares holds by family divided by the gross number of a firms’ shares.
(FAWN) (Villalonga, 2006; Hasnan et al. 2013; Ashwin et al., 2015).
State Ownership Proportion of total shares held by the state government (Ab Razak et al., 2008; Li et al.,
(STATEOW) 2009; Najid et al. 2011)
CEO Duality Dummy = 1 if CEO and chairman are the same individual, 0 otherwise. (Joseph et al.,
(CEODU) 2014; Kusnadi 2011).
CEO Gender CEO will be given a 0 if male and one if female (Custodio &Metzger, 2014; Geiler &
(CEOGEN) Renneboog, 2015)
Board Size The total number of directors on the board (Sheikh & Kareem, 2014)
(BSIZE)
Profitability EBIT to total assets. (latridis & Kadorinis, 2009; Givoly et al., 2010)
(PRO)

EMPIRICAL RESULTS

Descriptive Statistics

Table 2
DESCRIPTIVE FINDINGS OF THE STUDY
Variable Names obs Mean S.D Min Max Skewnes | Kurtos
LEV 900(0.331445 |0.2044469 |0.0039982 [1.042351 |0.8654748 [3.463133
FAWN 900(0.1408707 [0.2199146 [0 0.956188 [2.123305 |[7.078181
STATEOW 900[0.088726 |0.1804234 |0 0.90603452.281374  [7.681178
BSIZE 900[7.873333 [2.288813 [3 16 0.5076862 [2.666797
CEODU 900(0.6488889 0.477583 [0 1 -0.6238567 (1.389197
CEOGEN 900/0.0888889 (0.2847415 |0 1 2.889215 [9.347561
PRO 900(0.0299142 [0.1092913 |-0.4762397/0.68344011-0.1636694 [9.658636

Table 2 shows that a level of significant variation exists among the companies included as
samples in this study. Based on Table 2, the values for leverage ranged between 0.00399 and
1.042351, averaging at 0.33144 with a standard deviation of 0.20444. The values for FAWN
range between 0 and 0.956188, averaging at 0.14087 with a standard deviation of 0.2199146.
The values for STATEOW range between 0 and 0.90603, averaging at 0.088726 with a standard
deviation of 0.1804234. Next, the values for BSIZE range between 3 and 16, averaging at
7.873333 with a standard deviation of 2.28881. CEODU shows a maximum value of 1 and
minimum value of O; it acts as a dummy variable, showing the value of 1 if the Chairman and
CEO are made up of the same individual and O if not. This variable has a mean of 0.64888,
indicating that 64% of the sampled firms practice having the same individuals holding the
Chairman and CEO positions. Lastly, CEOGEN is another dummy variable, showing the value
of 1 if the CEO is female and O if it is male. This variable has a maximum value of 1 and
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minimum value of 0, with a mean of 0.08888. In terms of the control variable, PRO shows a
mean value of 0.0299142, a maximum value of 0.68344, a minimum value of -0.47623, and a
standard deviation of 0.10929 Table 3.

Table 3
CORRELATION MATRIX RESULTS
Variable LEV FAWN STATEOW BSIZE | CEODU | CEOGEN |PRO
LEV 1
FAWN |-0.0983 1
STATEOW [-0.0502 |[-0.1118 1
BSIZE |-0.0755 |-0.0154 0.0686 1
CEODU | 0.4235 |-0.1242 0.0614 1
-0.037
CEOGEN | 0.3604 | 0.0305 -0.0466 0.1561 1
-0.016
PRO -0.2568 |-0.0343 0.0153 -0.0927 | -0.0681 1
0.0572

The correlation matrix measures the strength and direction of the variables’ linear relationships. Practically, the
correlation coefficient ranges between -1 and +1, whereby -1 indicates a perfect negative correlation, +1 indicates a
perfect positive correlation and 0 a hon-correlation.

Multicollinearity Test

The multicollinearity test determines whether a correlation issue exists. A VIF value of 10
and below indicates an acceptable level of multicollinearity (Hair et al., 2013; Pallant, 2013).
The VIF values in Table 4 show that there is no significant multicollinearity problem in the
model.

Table 4
MULTICOLLINEARITY TEST
Variables VIF | 1\VIF
FAWN 1.03 | 0.969847
STATEOW | 1.02 | 0.977764
BSIZE 1.01 | 0.990656
CEODU 1.06 | 0.947102
CEOGEN 1.03 | 0.967874
PRO 1.02 | 0.983731
Mean VIF | 1.03
TABLES
REGRESSION RESULTS (N=900)
Fixed-effect Round-effect GLS
Variable | Coefficient | Prob. | Coefficient | Prob. | Coefficient Prob.
FAWN -0.0783802 | 0.011 | -0.0805894 | 0.005 | -0.0217832 0.141
STATEOW | -0.0903763 | 0.146 | -0.0800645 | 0.113 | -0.0905018 | ***0.000
BSIZE -0.0010102 | 0.512 | -0.0011124 | 0.468 | -0.000497 0.680
CEODU 0.0800872 | 0.000 | 0.0855065 | 0.000 | 0.1589918 | ***0.000
CEOGEN | 0.1627181 | 0.000 | 0.1688032 | 0.000 | 0.1923633 | ***0.000
PRO -0.2514525 | 0.000 | -0.262855 | 0.000 | -0.2831037 | ***0.000
VIF 1.03
R2 0.2377
F - Stat Prob-f | 0.0000
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Hausman chi2 = 0.0056

Homo No Hetero
Note: LEV = Leverage, FAWN = family ownership, STATEOW = state ownership, BSIZE = board size, CEODU =
CEO duality, CEOGEN = CEO gender, PRO = Profitability.

The study hypothesized that family ownership is negatively correlated to financial
leverage. The results in Table 5 show that both the variables are negatively and insignificantly
correlated (B = 0.02178, p= 0.141). This result is in line with the hypothesis and empirical
finding of Nadaraja et al. (2011) which states that family ownership and leverage are negatively
and insignificantly related. Hence, hypothesis one (H1) is not accepted.

The current study also hypothesized that state ownership is negatively correlated to
financial leverage. The results in Table 5 show that state ownership and leverage are negatively
and significantly correlated (=-0.0905018, p=0.000). This finding is in line with that of Su
(2010); Vijayakumaran & Vijayakumaran (2019) which state that state ownership and leverage
are negatively related. This suggests that SOEs experience less constraints in issuing equity and
receive preferred treatments when applying for seasoned equity financing, hence incurring less
debts (Vijayakumaran & Vijayakumaran, 2019). Therefore, hypothesis two (H2) is accepted.

This study predicted a negative association between board size and leverage. Table 4
shows that the direction of the relationship between board size and leverage is negative and
insignificant (f = - .000497, p= .680). This finding is in line with the current study’s hypothesis
and the empirical findings of Vijayakumaran & Vijayakumaran (2019) which state that board
size is negatively and insignificantly correlated to leverage. Hence, hypothesis three (H3) is not
accepted.

The current study hypothesized that CEO duality is positively correlated to leverage. The
results in Table 5 show that CEO duality is positively and significantly correlated to leverage (B
=0.1589918, p=0.000). This means that CEO duality has a positive effect on leverage, which is
in line with the findings of Uwuigbe (2014), Memon and Samo (2019); Saad (2010) who found
that leverage positively influences CEO duality. Abor (2007) suggesting that leverage could be
used to reduce agency problems associated with CEO duality as creditors will monitor the
actions of CEO-chairman. Hence, hypothesis four (H4) is accepted.

CEO gender is expected to be positively associated with leverage. Table 5 shows that
there is a significant positive relationship between CEO gender and leverage (B =0.1923633,
p=0.000). This result is in line with that of Graham et al. (2013); Huang & Kisgen (2013);
Nilmawati et al. (2021) who found that CEO gender is significantly related with leverage. Their
findings suggest that men are too confident (overconfidence) and tolerant of risk, while women
are more conservative and less risk-taking. Companies with male CEOs are more willing to take
risks; in this case, use more debt. Hence, hypothesis five (H5) is accepted.

CONCLUSION

Optimal level leverage and good corporate governance strength are crucial for increasing
the value of the firm and maximizing the wealth of shareholders. However, prior literature
suggests that the governance characteristics and leverage structures change at various life cycles
of the firm. Therefore, in this study has addressed 100 companies in the non-financial firms at
Saudi Stock Exchange (TADAWUL) for the period of 9 years 2011 to 2019, using generalized
least square random-effect (GLS) regression model to study the effect ownership structure
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(family and state ownership) and CEO characteristics (size of board, CEO duality and CEO
gender) on the leverage of a firm.

The results of this study indicate several factors affecting the level of leverage. The
results show that state ownership is significantly and negatively correlated to profitability, whilst
CEO duality and CEO gender are positively and significantly linked to leverage in the context of
Saudi Arabia. Meanwhile, family ownership, board size and firm complexity are shown to be
non-significantly correlated to leverage.

These outcomes suggest that state ownership should be encouraged in listed firms to
make up for the lack of corporate governance in other aspects. The findings of this study are
beneficial for regulators and policymakers. The robust findings offer valuable insights
concerning the factors determining leverage including managerial ownership, ownership
concentration and board independence. The findings also notify the Saudi government to develop
its corporate governance codes and tighten the penalties for firms that do not comply with
international governance standards.
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