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ABSTRACT

The relationship between corporate governance and financial performance has received
wide attention of researchers in the last decade. However, numerous researches have been
conducted to investigate this linkage in the past, the mixed findings of these researches cast
doubt on the notion of a direct and universal relationship between corporate governance
mechanisms and financial performance. Therefore, using a contingency theory perspective to
address this issue can explain the mixed results in the literature. The issue was addressed
through examining the effect of compliance with the corporate governance on Financial
Performance of 58 Listed firms in Irag. The results proved that corporate governance
mechanisms have positive and significant effect on corporate financial performance. But like
any other research, the present research is also subject to certain limitations, which should be
considered while using the results of this research and the future researchers should attempt to
overcome these limitations.
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INTRODUCTION

Too much attention has been paid to corporate governance since the latest financial
crisis. That was attributed to self-interest behavior of firms which had altered the traditional
behavior of investors in equity investment. This self-interest behavior was tagged by Howard
(1997) as “tragedy of maximization”, which implies that firm tends to act in self-interest that
could lead to misuse of shareholders’ funds. Hence, there is a global renewed call for ethics,
accountability, transparency and responsibility in the conduct of firms’ activities (Pocius et al.,
2013; Ghazali, 2016).

Corporate governance reforms have been proposed to safeguard shareholders’ rights and
reinstate investors’ confidence in the capital market. These reforms have significantly
contributed to the evolution of a number of corporate governance mechanisms to mitigate
agency conflicts resulting from the separation of ownership from control (Dey, 2008; Adams et
al., 2010). However, the recurring and cyclic nature of these crises raised concerns over the
efficacy of these reforms in controlling management behavior, as well as motivating their
entrepreneurial behavior towards improving performance. Therefore, there is a need for a wider
perspective of corporate governance that addresses the accountability and enterprise aspects of
governance and its role in supporting corporate financial performance (Keaseyet al., 2005;
Elgharbawy & Abdel-Kader, 2016). This issue was addressed through examining the effect of
compliance with the corporate governance on financial performance in this research.

The remainder of this research is organized in four sections. Next section reviews the
relevant literature related to corporate governance and financial performance and hypotheses
development. Section 3 summarizes the research methods. The last sections explain the results
and conclude the research.
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LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT
Corporate Governance

There are various definitions of corporate governance, but these are broadly classified
into two main groupings: the narrow definition and the broad definition, and these differ in
terms of the firm obligations perceived.

In the narrow definition, the objective of the firm is viewed so as to maximize
shareholder-wealth, that is, the firm exists to serve the interests of its shareholders. According to
this definition, corporate governance can be defined as ‘the way (system or a set of rules) in
which companies are governed and controlled’ (Aggarwal, 2013; Wanyama & Olweny, 2013;
Abdulazeez et al., 2016), with an emphasis on the relationship between the board and
shareholders. This approach to corporate governance is driven by agency theory and has been
used for a long time. However, the approach has been criticized as very narrow by some authors
arguing that firms have a wider range of stakeholders than just shareholders (Chen, 2019).

The other approach to corporate governance, underpinned by stakeholder theory takes
the view that the obligation of firms is to a wider group of stakeholders, other than just
shareholders, and is defined as any individual or group who could impact on the achievement of
the firm’s objectives, for example, employees, suppliers, customers, creditors, and even the
wider community and competitors. To this extent, corporate governance can be defined as the
firm itself being a grouping of stakeholders and the purpose of the firm should be to manage
their interests, viewpoints, and needs (Wanyama & Olweny, 2013; Abdulazeez et al., 2016;
Chen, 2019).

Corporate governance mechanisms can be either internal or external mechanisms.
Internal corporate governance focus on the priority of shareholders’ interest, engage with the
board of directors to oversee top management (Apadore & Zainol, 2014). It includes
management ownership, independent board of directors, board committees and the separation of
CEO and chair positions (Keay & Loughrey, 2015; Elgharbawy & Abdel-Kader, 2016), which
could be achieved through ownership structural design concerning voting rights and
shareholding concentration; and board of directors 'effective monitoring and controlling roles
aimed at protecting the stakeholder’s interests (Babatunde & Olaniran, 2009; Ghazali, 2016).
Whereas, external corporate governance engages on force and external regulations in order to
control and oversee managers’ behavior (Apadore & Zainol, 2014). It also involves external
regulatory control mechanism, compliance to corporate codes, products and factor market
(Babatunde & Olaniran, 2009; Ghazali, 2016). In another word, External mechanisms include
competitive labor market, market for corporate control, external auditor, stakeholder activism,
legal environment, rating organization and media (Aguilera et al., 2015; Elgharbawy & Abdel-
Kader, 2016).

Corporate Governance Mechanisms
Board Composition & Functioning

Several studies (Samaha et al., 2012; Aggarwal, 2013; Wanyama & Olweny, 2013;
Apadore & Zainol, 2014; Raithatha & Bapat, 2014; Abdulazeez et al., 2016; Ghazali, 2016)
have focused on board size, Board Independence, CEO duality or separation of CEO &
Chairman, Board members (Paniagua et al., 2018), frequency of board meetings as an effective
criteria to monitor board activities (Aggarwal, 2013), and well-functioning board which may
also lead to good corporate governance. Board Activeness & Busyness (Raithatha & Bapat,
2014).

We considered Board Independent in particular as proxy variables for board structure. It
represented by the number of non-executive directors on the board and it is measured by the
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percentage of outside directors (non-executive directors) on the total board members
(Abdulazeez et al., 2016). The trend in practice focus on independent director that is free from
business interest or any form of relationship that is perceived to be materially interfering or
curtail his independent judgment in the discharge of his duties (Opara & Alade, 2014).

Outside directors play an important role in ensuring firm’s survival, especially in time of
crisis as it enhance greater access to external resources and specific competence. Actually, It
was observed that the efficiency of the board depend on high number of outsiders on the board
of directors (Ghazali, 2016). Wanyama & Olweny (2013) study established that various aspects
of composition of the board affect the financial performance to a great extent. The study thus
concludes that composition of the board positively influence the financial performance of listed
companies to a great extent.

H1: The proportion of Independent directors on the board is positively associated with financial
performance.

Ownership Structure

Various aspects of ownership structure like Number of shareholders (Samaha et al.,
2012), Director ownership (Samaha et al., 2012), Blockholder ownership (Samaha et al., 2012),
Ownership Concentration (Apadore & Zainol, 2014; Ghazali, 2016), Foreign Ownership
(Apadore & Zainol, 2014; Raithatha & Bapat, 2014; Ghazali, 2016), Institutional Ownership
(Raithatha & Bapat, 2014), ownership dispersion & cost (Paniagua et al., 2018) have been
considered in previous studies. However, Ownership Concentration represents the key
ownership-related feature that affects financial performance.

Ownership concentration refers to block of shares of at least 5% common stock
belonging to a single shareholder. Large block holders are usually mutual funds, investment
banks, government, pension funds among others. They often have expertise and motivation to
monitor the management, especially in firm that are going through difficult business period
(Ciampi, 2015). Therefore they serve as an effective internal control capable of checking the
excesses of managers and members of directors (Ghazali, 2016). According to Ghazali (2016)
ownership concentration has a significant and positive relationship with accounting
performance. This implies that it can be used to enhanced account performance in time of
economic down turn.

H2: Ownership Concentration is positively associated with financial performance.

It should be noted that CEO duality exists when a single person holds both the position
of chairman and MD/CEO of the company, and some researchers address it as an aspect of
ownership structure such as Raithatha & Bapat (2014).

Committees of the Board

Board committees add to effectiveness of board by exercising better control over
management decisions. These include Nomination committee which evaluates the skills,
knowledge, and expertise needed to identify the suitable candidates for the director position.
Remuneration committee which helps in deciding the suitable amount of remuneration for the
top level executives like CEO (Aggarwal, 2013). Audit committee also plays an important role
so we will address it in more detail below.

Audit Committee

It represented by the total number of members in the audit committee. It is expected that
the higher the number though within the limit set by code of corporate governance, the better the
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performance (Abdulazeez et al., 2016). On the other hand, audit quality is an essential attribute
required from audit committee members to achieve the effective discharge of their duties. The
best measure of an audit committee quality lays on their knowledge of accounting and financial
principles, not on the level their numbers (Ghazali, 2016). High-profile corporate scams have
heightened the need for an effective audit committee, so frequent meetings and independence of
audit committee should be required to ensure credibility of corporate reports (Aggarwal, 2013).
The functions of audit committee are primarily aim at helping the directors to carry out their
responsibilities, increase the credibility of financial statements and accounts, and enhance audit
independence (Okenwa, 2015).

H3: The audit committee quality is positively associated with financial performance.

Disclosure

Financial reporting involves providing stakeholders with financial information. Within a

corporate context, financial reporting includes set of accounting statements which includes
Balance Sheet, Income Statement and Cash Flow Statement. These statements are also required
to fulfill statutory requirements of various regulatory authorities. Other financial statements
prepared by companies based on the requirements are Consolidated Financial Statements,
Segment Reporting, and Environmental reporting etc (Raithatha & Bapat, 2014).
Adequate disclosure could be defined as the extent (number of items) to which important
information is presented in annual reports of companies and the degree of intensity by which a
company discloses those items in its annual report (Raithatha & Bapat, 2014; Abdallah &
Ismail, 2016). The disclosure component of corporate governance is related to the transparency
of financial reporting which reduces the information asymmetry between managers and
shareholders and leads to more informative results (De Almeida & Dalmécio, 2015). According
to Ararat, et al., (2017) the principal sub-index which predicts higher market value and
profitability, and drives the results for Turkey Corporate Governance Index (TCGI) as a whole,
is disclosure sub-index.

H4: Disclosure is positively associated with financial performance.

The Relationship between Corporate Governance Mechanisms & Corporate Financial
Performance

Previous studies examined the relationship between corporate governance mechanisms
and performance. However, the mixed findings of these studies cast doubt on the notion of a
direct and universal relationship between both of them. Such inconsistency in the findings can
be explained by the fact that the relationship between governance and performance differs with
respect to organizational contexts and the level of conflict of interest within them. Some
corporate governance mechanisms also show opposite effects in different countries or even in
the same country from one period to another. This may be due to the inability of companies to
convoy with change or inadequate risk-adjustment and the endogenity problems (Aguilera et al.,
2008; Bhagat & Bolton, 2008; Dey, 2008; Chen & Nowland, 2010).

The results of Gurbiz et al., (2010) analyzes showed the positive impact of corporate
governance and institutional ownership on financial performance. The results of the Aggarwal
(2013) study also confirmed the positive impact of corporate governance on financial
performance.

In this regard, the study of (Wanyama & Olweny, 2013) found a strong relationship exist
between the Corporate Governance practices and the firms’ financial performance. There was a
positive relationship between board composition and firm financial performance. However, the
most critical aspect of board composition was the experience, skills and expertise of the board
members as opposed to whether they were executive or non-executive directors. Similarly,
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leverage was found to positively affect financial performance. On CEO duality, the study also
found that separation of the role of CEO and Chair positively influenced the financial
performance. Meanwhile Board size has a negative effect on the financial performance.

El-Chaarani (2014) study revealed the positive impact of independent boards and the
concentration of ownership on financial performance, while it also found a negative relationship
between the CEO duality and financial performance. However, Shahwan (2015) study showed
that the quality of governance practices in Egyptian listed companies was relatively low, and the
results did not support the positive correlation between corporate governance practices and
financial performance. Whereas (Abdulazeez et al., 2016; Paniagua et al., 2018) studies
confirmed the positive correlation exists between compliance with corporate governance and
financial performance.

In contrast, Hassan CheHaat, et al., (2008) investigated the relationship between
corporate governance practices and corporate transparency and performance among Malaysian
PLCs. The results of their research show a negative association between audit quality and
performance of Malaysian companies.

Meanwhile Hassan & Halbouni (2013) examined the relationship between audit type and
firm performance by taking into consideration of 95 financial and non-financial corporations.
However, the result shows that there is no significant relationship between audit type and firm
performance due to the fact that the operational decision of the client is not affected by the
external auditor.

H4: Compliance with Corporate Governance Mechanisms has an effect on financial performance of listed
firms in lraq

RESEARCH METHOD

This study adopted a cross-sectional survey methodology, which is very common in the
corporate governance literature (Elgharbawy & Abdel-Kader, 2016). This methodology permits
collecting a large amount of data from a considerable population economically and allows more
control over the research process to reach generalizable findings (Saunders et al., 2015).

Research Context

To address the research problem of this study, Irag was selected as a context for a
number of reasons. First, the research problem rests on the existence of the agency problem,
which makes Irag an appropriate context where the agency problem is persistent.

Second, most of previous studies have been conducted in other countries and little is
known about these practices in Iraq. Although there are some similarities between them,
significant differences still exist such as the regulatory framework of corporate governance and
the listing rules, the concentration of institutional ownership and the balance of insiders and
outsiders in board structures. These differences may make the results of empirical studies
conducted in these countries not applicable to Iraqg.

The Sample and Data Collection

The medium and large companies in Irag were the target sample for this study. Small
companies were eliminated, as they are unlikely to adopt strong corporate governance structure.
Only listed companies were used where the agency problem is persistent. Financial institutions
were excluded from the sample, as they are more regulated and are subject to more scrutiny in
terms of information disclosure, governance and other legal requirements, especially after the
financial crisis.
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The study used a convenience sample of 58 companies which positively responded to the

survey questionnaire. However, the survey has targeted the entire population of the study to
improve the response rate and to obtain a representative sample.
Multiple methods have been used for data collection. The main method used was a postal
questionnaire to collect data about research variables. Archival data were collected from
databases about listed companies. Further, content analysis was used to identify the level of
compliance with the corporate governance.

The Questionnaire

The questionnaire measured was used to measure corporate governance mechanisms, and
corporate financial performance. As corporate governance is a multi-dimensional construct and
different typologies have been used in the literature to capture its dimensions, a comprehensive
instrument containing four dimensions of corporate governance was used (Table | for more
details). A semantic differential instrument was used to derive the attitude of the CFOs towards
corporate governance mechanisms on a five-point rating scale.

Table 1
VARIABLES MEASUREMENTS

Construct Dimensions Measurement Source

Cited in (De Almeida & Dalmacio, 2015;
Ownership Structure | Araratetal., 2017).

Corporate Board Composition | Cited in (De Almeida & Dalmécio, 2015;
governance & Functioning Chauhan et al., 2016; Ararat et al., 2017).
Cited in (De Almeida & Dalmaécio, 2015;
Disclosure Chauhan et al., 2016; Ararat et al., 2017).
Audit Committee Cited in (Chauhan et al., 2016).
Financial Unidimensional Cited in (Wanyama & Olweny, 2013).
Performance

RESULTS
Reliability Analysis

Reliability of the questionnaire was evaluated through Cronbach’s Alpha which
measures the internal consistency. Cronbach’s alpha was calculated by application of SPSS for
reliability analysis. The value of the alpha coefficient ranges from 0-1 and may be used to
describe the reliability of factors extracted from dichotomous and or multi-point formatted
questionnaires or scales. A higher value shows a more reliable generated scale. Cooper and
Schindler (2008) have indicated 0.7 to be an acceptable reliability coefficient.

Table 2 shows that Board Composition & Functioning had the highest reliability
(0=0.853) followed by Audit Committee (0=0.848), then Ownership Structure (0=0.829) and
Disclosure (0=0.817), while Financial Performance (a=0.806). This illustrates that all the five
scales were reliable as their reliability values exceeded the prescribed threshold of 0.7.

Table 2
RELIABILITY COEFFICIENTS
Scale Cronbach's Alpha
Ownership Structure 0.829
Board Composition & Functioning 0.853
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Audit Committee 0.848
Disclosure 0.817
Financial Performance 0.806

Correlation Analysis

Correlation analysis is the statistical tool that can be used to determine the level of
association between two variables (Levin & Rubin, 1998). This analysis can be seen as the
initial step in statistical modeling to determine the relationship between the dependent and
independent variables. Prior to carrying out a multiple regression analysis, a correlation matrix
was developed to analyze the relationships between the independent variables as this would
assist in developing a prediction multiple model. Correlation analysis also helped to detect any
chance of multicollinearity. Correlation values were interpreted between 0 (no relationship) and
+1.0 which means perfect positive or negative relationship (Hair et al., 2010). The relationship
considered small when r=+0.1 to £0.39, while the relationship considered medium when r=+0.4
to £0.69, and when r= +0.7 and above, the relationship considered to be strong.

Table 3
PEARSON CORRELATIONS

Ownership| Board Composition & Audit Disclosure Financial

Structure Functioning Committee Performance
Ownership 1
Structure
Board
Composition & 0.491** 1
Functioning
Audit Committee | 0.520** 0.381** 1
Disclosure 0.460** 0.707** 0.546** 1
Financial o o o o
Performance 0.505 0.698 0.585 0.726 1

**_Correlation is significant at the 0.01 level (2-tailed).

The results in table 3 illustrate the significant correlations between the dependent and
independent variables. Higher positive correlations (0.726**) have been found between
disclosure and financial performance, followed by (0.698**) between board composition &
functioning and financial performance, then (0.585**) between audit committee and financial
performance, and finally (0.505**) between ownership structure and financial performance.
Therefore H1, H2, H3, H4 were accepted.

Regression Analysis

Table 4

REGRESSION COEFFICIENTS
Model (1) Beta T (Sig.) F (Sig.)

Ownership Structure 0.059 2.93 0.571
Board Composition & | 255 | 57 | 0005 24.484

Functioning
Audit Committee 0.249 2.373 0.021 0
Disclosure 0.314 2.47 0.017
R= (.806) R*= (.649) Adjusted R*= (.622)
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From observation of data given in table 4 we could illustrate the results below;

e F value was less than 0.01; it considered to be an indication that the model was statistically significant,
which means that the model fit was good.

e All beta coefficients were positive and significant, except for ownership structure, which mean that all
corporate governance mechanisms (board composition & functioning, disclosure, and audit committee
respectively) have a positive and significant effect on financial performance, except ownership structure.
Therefore H5 was partially accepted.

e R is the correlation coefficient which shows the relationship between the study variables. The findings
show that there was a strong positive relationship between the study variables as shown by 0.806.

o R2 value was 0.649, which mean that 64.9% of changes in the financial performance of Iraq companies
could be accounted for board composition& functioning, disclosure and audit committee at 95%
confidence interval.

CONCLUSION, RECOMMENDATION AND LIMITATIONS

The result of the summary statistics revealed that the proportion of non-executive
director serving in the boards of Iraq Listed firms are high and this is in compliance with the
specification of corporate governance code which specifies that the number of non-executive
directors should be higher than the executive directors. The results also confirmed the significant
and positive effect of board composition & functioning on financial performance, actually all
corporate governance mechanisms have significant and positive effect on financial performance,
except ownership structure.

The results of this research may support Companies decision to improve its governance
structure. Companies should strive to improve its performance along indicators of good
governance — Leadership Ethics, Board Composition & Independence, Executive Compensation,
Transparency and Reporting, Stakeholder Engagement, and Compliance with law in true letter
and spirit. Companies should understand that improving governance and sustainability
performance is as important as improving the financial performance.

However, this research reflects the general situation of heterogeneous firms; it is limited
to a sample of Irag Listed firms, which may result in the findings being applicable only to this
context. Future research can benefit from conducting comparative studies in different contexts
with different regulatory frameworks, to develop a better understanding of the relationship
between corporate governance mechanisms and financial performance.

Further research would be needed to adapt corporate governance mechanisms to another
specific sectors or regions with other dependent variables such as corporate reputation. Our
study also captures the variation of around 64.9% of financial performance. Therefore, further
studies should be developed to explain the unknown variation of financial performance.

Finally, Studies which embrace a longitudinal perspective and panel data for a number of
years would help to see how the dynamics of compliance with corporate governance and
financial performance develop and change over time.
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