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Abstract

In my research, | try to examine disciplines known in earlier researches as topics influenced by
economic liberalization process like capital structure, disclosure and transparency on a sample of
emerging markets. Does financing behavior of this sample of emerging markets differ from that in
developed ones? What are the factors that have an important role on corporate capital structure in
these markets? Does political risk level have a significant effect on corporations’ financing options?
Do certain steps taken by these economies towards integration with the world market like the issues
of disclosure, investor rights, and law enforcement have an effect on the market performance and
stock valuation?

The importance of this research is in its sample as well as in the period of the study. The Middle East
has always been rated as highly risky region, especially politically, but this region has also been a
target for investors both hedgers and risk takers. Also in late years countries in the Middle East and
the Gulf region have adopted strategies to liberalize their economies as they recognized the
importance of integrating into the world market. These influence of these strategies on corporate
financing behavior needs to be inspected, to my knowledge; there are few researches, if any, on
these topics that cover this region in recent years.

Professor Patrick SENTIS and | have conducted a research entitled: Determinants of capital structure
in Gulf Region states and Egypt. A brief about the research follows through the text of this paper.
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1-Introduction.

a-Liberalization:

Much has been learned about emerging markets #nawer the past 20 years. These markets
have attracted a unique interdisciplinary intetleat bridges both investment and corporate
finance with international economics, developmaan@mics, law, demographics and
political science. The designation ‘emerging mariseassociated with the World Bank. A
country is deemed ‘emerging’ if its per capita Glals below a certain hurdle that changes
through time. Of course, the basic idea behindeha is that these countries ‘emerge’ from
less-developed status and join the group of deeel@puntries. In development economics,
this is known as convergence. History is importargtudying these markets. Paradoxically,
many complain about the lack of data on emerginkets. This is probably due to the fairly
short histories available in standard databases Ifiternational Finance Corporation’s
Emerging Market Database (EMDB) provides data fooily 1976. Morgan Stanley Capital
International data begins ten years later. Howawany of these markets have long histories.
Indeed, in the 1920s Argentina had a greater magggtalization than the UK (Harvey,
2002).

Part of what makes emerging markets research sesting is that there is an immediate ‘out
of sample’ test of new theories as new marketsategio the status of ‘emerging.’ In

addition, one cannot do emerging markets finanseareh in a vacuum. Emerging markets
finance research is touched by many different dis@s. That is, it is very difficult to

conduct meaningful research in emerging marketnfia without having some knowledge of
development economics, political science and deapigcs—to name a few.

Researches learned that liberalizations have ctegistcs and may entitle different effects on
emerging markets, like:

1. The theory of market segmentation and market integration

Considerable research has focused on the evolotiartountry from segmented to integrate
with world markets. There are at least two levelthis evolution. Economic integration
refers to decreased barriers to trading in goodssarvices. Financial integration refers to
free access of foreigners to local capital markatsl local investors to foreign capital
markets). In a completely segmented market, agskise priced off the local market return.
The local expected return is a product of the |bedh times the local market risk premium.
Given the high volatility of local returns, it i&ély that the local expected return is high. In
the integrated capital market, the expected retudetermined by the beta with respect to the
world market portfolio multiplied by the world riggeemium. It is likely that this expected
return is much lower. Hence, in the transition frarsegmented to an integrated market, the
theory suggests that prices should rise and exgheetarns should decrease. Harvey, 2002
found that this is, indeed, the case. The averagea average geometric returns for 20
emerging markets, the IFC composite portfolio drelMSCI world market portfolio, pre-
1990 and post-1990 shows a sharp drop in averagmsevhich is consistent with the theory.

2. Dating market integration is complicated

Market integration induces a structural changdédapital markets of an emerging country.
Hence, for any empirical analysis, it is importemknow the date of these structural changes.
Regulatory liberalizations are not necessarilyrde{j events for market integration. Indeed,
one should be careful to distinguish between thmeepts of liberalization and integration.

For example, a country might pass a law that seglgndrops all barriers to foreign



participation in local capital markets. This isdiblization—Dbut it might not be affective
liberalization that results in market integratitmdeed, there are two possibilities in this
example. First, the market might have been integrbefore the regulatory liberalization.
That is, foreigners might have had the ability ¢coess the market through other means, such
as country funds and depository receipts. Sectwedjleralization might have little or no
effect because either foreign investor does naebelthe regulatory reforms will be long
lasting or other market imperfections exist.

3. Market integration is often a gradual process

Market integration is a gradual process and thedpéthe process is determined by the
particular situation in each individual country. ¥hone starts from the segmented state, the
barriers to investment are often numerous. BeKa8a5) details three different categories of
barriers to emerging market investment: legal besriindirect barriers that arise because of
information asymmetry, accounting standards andstor protection and risks that are
especially important in emerging markets suchasdity risk, political risk, economic

policy risk and currency risk. These barriers disege foreign investment. It is unlikely that
all of these barriers disappear at a single paitime (Harvey, 2002).

4. Market integration has an ambiguous impact on market volatility

Foreigners tend to abandon markets when risk iseseé_ensink, 2000; Zak, 2006), leading
to higher volatility. Hence, the empirical evidersteows no significant changes in volatility
going from a segmented to an integrated capitaketar

Harvey, 2002 analyzed the annualized standard tl@viaf 20 emerging market monthly
returns before and after 1990. While it is trug 8@me countries have seen a dramatic
decrease in volatility (Argentina), there is no s pattern. In the 19 countries, 9
experience decreased volatility and 10 have ineckaslatility.

5. Market integration leads to higher correlations with the world

Theoretically, it is not necessarily the case thatket integration leads to higher correlations
with the world. A country with an industrial strucé much different than the world’s average
structure might have little or no correlation watlorld equity returns after liberalization.
However, correlations do, on average, increase. A0emerging markets experienced
increased correlation with the world after 1990r{tég, 2002). The correlation of the IFC
composite with the world return in 2002 has doulsliedte 1990.

6. Capital flows increase after liberalization

As barriers to entry decrease in emerging equitskets, foreign capital flows in. The initial
foreign capital flows bid up prices and help createeturn to integration’. While there is an
initial increase in flows, in general, these floegel out in the three years post-liberalization
(Stulz, 1999). While most countries welcome foreggpuity investment, many are concerned
about the potentially disruptive impact of capftaht during a crisis.

7. Contagion happens

Contagion refers to the abnormally high correlatietween markets during a crisis period.
Emerging markets have experienced many crises:dderi1994—-1995, East Asia 1997—
1998, Russia 1998, Brazil 2000 and Argentina in22@bme part of the increased correlation
is expected. Correlations are higher during recassthan during growth periods (Erb et al,
1994, 1998).



8. Emerging markets are relatively inefficient

While it is common for informational efficiencies éxist in new and smaller equity markets,
many emerging equity markets do not behave likeeldped markets.

Emerging market equity returns have higher seoaletation than developed market returns.
This serial correlation is symptomatic of infrequeading and slow adjustment to current
information (Harvey, 1995). Moreover, emerging nenleturns are less likely to be impacted
by company-specific news announcements than deseloyarket returns. The evidence
suggests that insider trading occurs well befoeeréiease of information to the public. While
there is no ‘prove’ that these markets are inedfitj the preponderance of evidence suggests
that these markets are relatively less informatlgredficient than developed markets.

9. There are important links between the real economy and finance

Market integration is associated with lower expéctgurns. Effectively, the cost of capital
decreases. It makes sense that investment shau&hse as more projects have a positive net
present value (Henry, 2000). Finance also impdatisr@spects of the real economy. In
addition to investment increasing, evidence shdwasthe trade balance worsens after equity
market liberalizations suggesting that the add#&ionvestment is indeed financed by foreign
capital. Finally, real GDP growth increases. Thiglence suggests that real economic growth
increases, on average, by 1% per year over the/éaes following the opening of equity
markets (Bekaert, Harvey and Lundblad, 2002; Badleateal, 2001, 2002; Luigi et al, 2004 ).

10. Corporate governance and the legal environment

In order to compete in world capital markets, a bhanof countries are grappling with setting
rules or formal laws with respect to corporate goaace. There is a growing realization that
inadequate corporate governance mechanisms widase the cost of equity capital for
emerging market corporations as they find it maficdlt to obtain equity investors (Klapper
and Love, 2002). There are also important issués n@spect to the legal environment. What
is the optimal level of securities regulation ieglk countries? Trying to replicate the US
Securities and Exchange Commission may cause forist on other exchanges with less
stringent regulations. The existence of regulatimmthe establishment of a regulatory body
does little, unless it is supplemented with crezlghforcement (Harvey, 2002).

b- Corporate Capital Sructure:

Liberalization process has an effect on financimgrses that companies have depending on
the type and strategies of development and wheétlese strategies were successfully applied.
For example, the degree of financial opennesslandredit market development have an
impact on leverage. An increase in emerging marne¢siness to foreign markets has a
positive correlation with levels of debt. In thent@ry, increases in stock market development
(which allow firms to substitute equity for debtaynlead to decreases in debt ratios. Credit
and stock market development have an opposingteffeleverage, as each one’s effect will
outweigh the other’s effect. As a result, finandpenness (and though the ability to obtain
debt financing from foreign sources) and creditketdevelopment may have contributed to
the increase in emerging markets leverage, buirtbigase is offset by the growth of
domestic equity markets (Mitton, 2007).

Although the relative costs and benefits of defrificing may be in question, clearly debt
financing has played an increasingly visible partinerging market finance over the past
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guarter century. The increase in debt ratios inrging markets was due to that firms have
changed in a way that their optimal level of dedd mcreased (Mitton, 2007). Studying 34
emerging markets, Mitton, (2007) found that the mednarket-value debt ratios increased
from 4% in 1980 to 18% in 2004, a rise of 14 petagea points, exceeding that in developed
markets which decreased slightly (by half a pe@gaipoint) over the same period. Other
researches found that firms in emerging markellsestiploy low debt ratios relative to those
ratios found in developed markéBandey, 2001 Omet, 2006). Financial system iswisse
to the long-term growth prospects of developingntoes. Efficient equity markets are as
important as banks as engines of growth. Thus, evtre early stages of growth, countries
cannot afford to concentrate only on the develogrébanks at the expense of corporate
stock and bond markets. Doing so would stifle tlesinmmportant source of capital in the
developing world. New equity finance plays a magatcal role in corporate growth in
developing country firméGlen, (1992), indicates that stock markets haagau a vitally
important role in the growth of the developing covwreconomies in the 1980s.

The literature on capital structure has focusetharly on developed economies, mostly the
US companies (Gaud, 2005), and since modern -diahmarkets in developing countries
emerged in the early 1990's (Joeveer, 2006), thave been a limited number of empirical
studies that used data from developing countriesmeS exceptions are international
comparisons that include emerging economies. Camesely, little is known about the
financing activities of firms operating in theseuatries at large (Omet, 2006).

c- Disclosure standards and transparency:

One of the main outcomes of liberalization is theréased level of governance and low
enforcement. Firms in countries with weak overadjdl systems have on average lower
governance rankings; while firms with better cogiergovernance have higher market
valuation. Love (2004), found that operating parfance (measured by ROA) of these firms
also is higher. In countries of weak shareholdetgmtion and poor judicial efficiency, firm-
level corporate governance is more important testers than country-level legal efficiency.
(Negative coefficient found between corporate goaace and legal efficiency). In other
words, the legal system matters less for the waliegned firms, which is plausible because
firms with better governance will have less neetetg on the legal system to resolve
governance conflicts (Love, 2004). This conclusioes not replace firm-level corporate
governance for country-level judicial reform. Firtmsve on average significantly lower
governance rankings in countries with weak legateays, which suggests that firms cannot
completely compensate for the absence of strong #éawl good enforcement. Firms can
independently improve their investor protection amdority shareholder rights to a certain
degree, this adjustment mechanism is a secondoblesiton and does not fully substitute for
the absence of a good legal infrastructure. Altlothg task of reforming investor protection
laws and improving judicial quality is difficultehgthy, and requires the support of politicians
and other interest groups, improving corporate guaece on a firm-level is a feasible goal.

2 Turkish corporations financed about 60% of tigeiwth from equity issues in the 1980s. This lefel
reliance on external equity is way higher than dapa and West German corporations which finanegively
large part of their growth from external sourc&zlef,1992)
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Even prior to legal and judicial reform, firms canrk on establishing credible investor
protection provisions. Firm-level corporate goverrgis even more important in countries
with poor investor protection. However, the taskefbrming the legal systems should remain
a priority on the policymaker’'s agenda (Love, 20@untries with poorer investor
protections have smaller and narrower financialkeigrrelative to the size of the economy,
individuals in these countries trade less oftefinancial markets; the value of publicly traded
securities is lower; and the overall number of reagarticipants is also lower (La Porta,
1997).

The quality of law enforcement has a large effecthe valuation and breadth of both debt
and equity markets. There are large systematieréifices between countries from different
legal origins in the size and breadth of their dpnarkets. Whether measured by
capitalization of equity held by outsiders, by thanber of listed firms, or by IPOs, common
law (English) countries (which have higher levelsneestor protection and law enforcement)
have larger equity markets than civil law ones fEhe Scandinavian, and German laws).
Common law countries also have larger aggregdtéditias than do the civil law countries
(except the German). Faster growing economies higleer capitalization stock market to
GDP. For example, the anti-director rights score e one-share-one-vote score have a
positive effect on the market capitalization ratBy raising the anti-director rights score from
it's French origin average of 1.76 to it's commaw average of 3.39 raises the market
capitalization to GNP ration by 19%, which assuhed the quality of the legal environment
has a significant effect on the ability of firmsreose external finance (La Porta, 1997).
Investor protection has a larger positive effecgomwth for countries that impose lower
restrictions on capital flows (Macdonald, 2002).

c-1- Importance of transparency:

The concept of disclosure is difficult to measuriest, an important attribute of a trading
system is market transparency, defined by O’'Hag@%) as “‘the ability of market
participants to observe the information in theitmggrocess.” Information, in this case, can
refer to knowledge about current or past pricesteg or volumes, the sources of order flow,
and the identities and motivations of market paréints. Consequently, transparency has
many dimensions (Madhavan, 1995, P: 255). The dsinas to the concept of disclosure are
more or less difficult to measure. One can distisigthe timeliness (of press briefings), the
periodicity (quarterly results versus first andaet:-half results), the quantity, and the quality
(truthfulness) of disclosure (Nier, 2004). Secahére are a number of different channels of
disclosure. Firms may disclose information in psiidid annual accounts, but they may also
communicate material information to analysts araftancial market using ad hoc press
briefings. Indeed, depending on their listing stafrms may be required to issue profit
warnings when there is information indicating ttheg firm may not achieve its stated
earnings target. Information may also be discldsethird parties. Rating agencies have
access to information that is not available toghblic at large and that the agency feeds into
the rating assigned to the firm.



The focus on transparency and disclosure has isedda the wake of recent events
beginning with the Asian crisis in the later hdifil®97 and continuing with the recent
financial crisis in the US and the world marketeae®f the main functions of regulators is to
ensure an investment environment where gains frovatpg information are minimized ex-
ante and penalized ex-post. Financial literatusedralyzed the agency problems arising from
the asymmetric information between a firm’s manageihand financial stakeholders for well
over 75 years, with an increasing focus over tee2a years. Disclosure benefits firms in
different ways. For example, it lowers the costapital as the firm makes its shares more
accessible to nonresident investors who would atiserfind it less advantageous to hold the
shares because of barriers to international investnAnd as disclosure increase shareholder
base, it consequently reduces their risk premiondgimonstrate with the case of cross-listing
in the U.S. markets. If U.S. investors face obst®ah investing in a foreign firm and if a U.S.
listing for that firm reduces these obstacles ritle of the firm becomes shared more widely
following the listing provided that the cross-liggileads to an expansion of the firm’s
shareholder base. This greater risk-sharing redheegsk premium investors require to hold
the shares of the firm (Stulz, 2002).

Also, disclosure facilitates access to developedidm capital markets, and though increases
ability to raise equity. For example, by listingtire U.S., firms can issue securities in the
U.S. Since the U.S. capital markets are deep godlliforeign firms can raise funds at lower
cost than at home. Firms that cross-list in the. bé8ome less credit-constrained in that their
new investment depends less on their cash flow féeU.S. listing than before. With this
benefit, firms that expect to have to raise fundsid be more likely to cross-list in the U.S.
and firms that do not anticipate the need to rhisds would have no reason to list.

Disclosure also lowers stock volatility by reducingprmation asymmetries which in turn is
likely to increase the effectiveness and reducetse of stock-based executive compensation
(Nier, 2004, P: 32). It increases bonding and nooimg. For example, a cross listing in U.S.
markets enhances the protection of the firm’s itorssand, consequently, reduces the agency
costs of controlling shareholders. Compared tadseof the world, investors are extremely
well protected in the U.S. Foreign firms can obtame of the benefits of the apparatus that
protects investors in the U.S. by listing in th&UThe extent to which they gain these
benefits is high when they list on an exchangeseahzenefits are lower for over-the-counter
(OTC) listings or Rule 144a private placement isslie particular, firms that list shares on a
U.S. exchange are subject to many of the samel&iS.and regulations as U.S. firms. In
addition, firms that list in the U.S. are also sabjto greater scrutiny and monitoring from the
press and from the investment community, whichhierrincreases the protection of minority
shareholders (Stulz, 2002).

Finally, firms with higher transparency and disci@sare valued higher than comparable
firms with lower transparency and disclosure (R&@02). It seems that more disclosure
makes stock more liquid, and adds visibility, exjres and prestige as reported Stulz, (2004)
in the case of cross-listing in highly transpamatkets as in the U.S. exchange.



On the other hand, disclosure is costly, and thé must be offset by resulting benefits for it
to be justified (Nier, 2004, p. 31) like the existence of sophbatd investors who normally
require and need more transparency for their imvgstecisions. Moreover, too much
discretion (i.e., a lack of standardization) ovéraiis disclosed will have a negative effect on
what, when and how to disclose, which will add csndn on investors interpreting not
unified data. Also, disclosure reveals proprieiafgrmation that could be used by
competitors.

An increase in quantitative disclosures may noessarily increase transparency. In the
words of the Federal Reserve Chairman Alan Greenspamore complex question is
whether greater volume of information has led tmparable improvements in transparency
of firms”. In the minds of some, public disclosuned transparency are interchangeable. But
they are not. Transparency challenges market fgaatits not only to provide information but
also to place that information into a context timakes it meaningful” (Nier 2004, p. 31).

The available evidence in the U.S. suggests tleatelatively law disclosure requirements for
OTC firms helped to create an environment whereesttdders of these companies were
often poorly informed and had few avenues availtdbigenalize management for failing to
maximize shareholder value. For example, in a saidyrandom sample of OTC securities
conducted in 1962 found that: more than a quaftédreofirms did not provide any reports on
the firms’ financial position or results in thataye 73 percent of proxy solicitations involving
the election of directors failed to include the esnof the nominees; only 16 percent of these
solicitations listed the directors’ qualificatiorgf percent of proxy solicitations for election
of directors failed to report on management comaims, 24 percent of the firms failed to
solicit proxies before shareholder meetings; ansvimtthirds of the solicitations involving
modifications of securities, the effects of the mfiodtion on the rights of existing security
holders were not given (United States SecuritiesExchange Commission [1963]).

Even if OTC firms released independently auditedricial statements, the information may
not have been considered credible by market ppaints. In the case of firms not covered by
the 1934 Securities Act, state courts had genenaléd that investors could not sue
accountants for negligently prepared financialestants unless they had direct dealings with
them. In principle, investors in these companiada&sue accountants for fraudulent
statements, but, in practice, the legal standarétdodulence was very difficult to meet.
Consequently, these investors had little scopet@lize fraudulence through the courts. The
“vast majority of securities fraud occurred amomm$ not subject to the SEC’s period
reporting requirements”. Moreover, it was widelyiéeed that many OTC firms chose not to
list on exchanges precisely to avoid the strictecldsure requirements on the NYSE and
AMEX (Madhavan, 1996).

® The costs of disclosure include the direct costs of producing and disseminating information, but also
indirect costs that might arise when a bank’s competitors are able to exploit the information that the
bank provides to the financial market (Nier, 2004).



2- A brief on the Middle East and the Gulf states economies. (Oxford Business Group,
country report, 2008, International Monetary Fund)

Eaypt

Egypt has been pursuing an aggressive progranfafmwen recent years, with the opening of
both political and economic arenas. GDP annual tiromas 7.1% in 2007, (World Bank).
Hydrocarbons are among Egypt's most valuable ressuthough textiles and tourism play
important roles in the country's economy. The eaonbas managed to sustain high growth
for the past 10 years. The prime drivers of theneawny are foreign direct investment (FDI),
remittances, Suez Canal fees and tourism. Chamgesonomic policy have been made to
minimize the state's role. More than 100 traditiiynstate-owned firms have been earmarked
for privatization, a program that brought in $3bn the year 2006/07. A rationalization of the
tax code has worked to encourage more FDI (For€gact Investment), with 27 tariff
categories cut down to six and a reduction of dutiearound 75%.

Privatization has a major effect on the bankingt@eclhe dominance of public banks is
starting to subside with four of the country's majanks being sold. $500m loan from the
World Bank will allow the recapitalization required order for two of the biggest public
banks to comply with Basel Il standards. Along wtvatization comes new legislation,
bringing the sector in line with international sdands and causing a series of mergers and
acquisition. Banks are however treading carefullgome areas. Mortgages, for example, are
an area that could benefit the entire populati@t,fyms are waiting to see what happens in
courts regarding what some see as inadequategdtists.

The Cairo and Alexandria Stock Exchange is an@ia destination for investors who can
find a plethora of industries among the top 30 canmgs listed within the 550 companies
listed on the bourse. The overall capitalizatiorthe market has grown to $103.5bn in July
2007. The future is expected to offer a steadyastref IPOs from the private sector, as well
as new licenses for brokers to provide margin tr@dind short-selling services. The Capital
Markets Authority is also calling for higher standis of corporate governance, which will
surely lead to a more stable market. (Oxford Bussr@roup, 2008)

Jordan

Even though inflation pushed its way up to the 18&ek in the first half of 2008, the shocks
to the system are far less than in neighboring Egyyere inflation crept up to around 23%.
Jordan’s economy has come under some pressur®a2@ perhaps more so in 2008,
primarily from global increases in oil and foodqas that have affected the government
budget and the current account balance. While ddasdtacing enormous economic pressures,
it Is managing to sustain good levels of GDP groart foreign investment. There are a
number of sectors that have performed well in 20@3uding minerals, pharmaceuticals and
tourism. Light industry has to face stronger contjoet and rising energy costs. For the
construction materials sector, Chinese goods hbgingffrom low labor costs and Gulf
products capitalizing on low energy costs could eni#fle difficult for many local producers

of light industrial goods. However, Jordan’s fresdie agreements, investment incentives and
low transport costs for shipping to major marketsstill drawing producers to the country.
Steel and cement producers are not expected tdHacame challenges as light industry and
cement production is due to rise. The governmeailsis pushing ahead with the
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establishment of economic zones to attract newsitngand services to less developed areas
of the country.

Overall results for Jordan’s banking sector in 2@@fe good, with the total profits of the 15
listed banks up 14.89% to JD640m ($909m). Jordstntesg growth of 6% in 2007 was
reflected in a 20.57% expansion in net credit tadBbn ($25.4bn) by the end of the year.
Trade, construction and industry saw most improvemédany banks suffered from the sharp
correction in the Amman Stock Market in 2006, emaging them to focus on core banking
business in 2007, and this was reflected in a 26.65e in net interest and commission
income to JD1.32bn ($1.87bn). They were fortunadevever, that the stock market also
picked up in 2007 and total portfolio income losdesreased. Also, although Jordan’s
banking sector is small by global standards, itdteracted strong interest from regional
investors in Lebanon and the GCC. New regulatiatreduced by the CBJ, in addition to
historical political stability, have helped to ctea favorable investment environment.

The resurgence in confidence and liquidity in tbgion as the price of oil began to fall
contributed to the positive turn in Amman Stock Exiege by the end of 2007. At the end of
2007 market capitalization rose by 39% over 2006 equivalent to 289% of Jordan’s GDP
as a result of better prices, capital increasesaastdong appetite for initial public offerings.
The number of companies that are listed on the etdnks increased from 161 in 2003 to 245
by the end of 2007. While inflation and the crexitnch mean that 2008 will be a challenging
year, the Jordanian market is less volatile thaghi®ring markets and there are hopes that
the effective presence of strong regulators andl geporting will help to mitigate the global
financial crisis.

Oman

Oman’s careful economic planning over the yearddfag well-positioned as the global
economic crisis set in at the end of 2008. Ovey pieriod, public debt was reduced
significantly and Oman was also the first countryhe region to establish a state general
reserve fund (SGRF) to provide a cushion againstiaction in income when prices
inevitably dipped. The government is committed ikeedsification and willing to move

quickly to keep the economy working smoothly whecessary. Under the Vision 2020
programme, the government’s long-term ambitio ismbve away from its strong reliance on
oil, and boost the GDP contribution of non-oil sestsuch as industry and tourism, and boost
trade — already a strong point of Oman’s econonmythe wider region. Between the end of
2008 and the start of 2009, Oman enacted a frde aigreement (FTA) with the United States
and signed, along with its GCC partners, FTAs witlhia and Singapore. In 2009, GDP
growth is expected to slow. It registered a remialkka3% in 2007.

Thanks to a highly capitalized market, Oman’s baglgector had little need to look outside
its borders for investment support and was thuively insulated from the sub-prime fallout
in the United States and Europe. Still, the couhtty not been entirely immune to the effects
of the global financial meltdown. In the secondf l&l2008 the Central bank of Oman (CBO)
had to shift its policy direction from one of tigiming credit conditions in an effort to contain
rising inflation to helping an economy that wasirigica shortage of liquidity. In late October
it began to offer dollar loans to local institutsoto ensure they could find the cash they
needed. The debate over Oman’s currency peg taltee continued throughout 2008,
following the rise and subsequent dip in inflattbat played out over the course of the year.
The CBO maintained its commitment to retaininglg, clearly stating that it considered it
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beneficial to the overall economy. Financing foraimnd medium-sized enterprises (SMES)
also gained a more prominent role in the bankingses the government looks to develop
this growth segment and encourage privatizatiorspide a few negative signals, such as the
Bank of Muscat’s January 2009 reporting of inteioral losses, Omani bankers remain
positive and are focusing on long-term prospectfci@l reserves are strong and the
government can maintain its plans even in timegudifoil revenues.

Like most bourses in the region, the Muscat Seesriarket (MSM) in Oman experienced a
rather steep correction in 2008, in a clear bredk ks stable and scrupulous history. For six
consecutive years leading up to 2008 the benchimdex of the Muscat Securities Market
(MSM) climbed steadily — a record unmatched by ahiys Gulf Cooperation Council (GCC)
peers. By the spring of 2008 foreign ownership tseh from historic levels of 11% to
almost 28%, heralding the heavy influx of equityastors scared off by trembling American
and European markets.

Dubai

Nowhere has enjoyed as much success with diveagdit as Dubai. The emirate is full of
‘biggests’. The world's biggest airport is beingstoucted there, as is Dubailand, the world's
largest entertainment and leisure complex. Dubainis of the leading lights in the Islamic
finance product sector. All this activity comesnfravithin an emirate blessed with a stable
and liberalizing government that realized long #goimportance of diversifying away from a
total reliance on oil. The Dubai economic model sists of focusing on areas where the
government can quickly cash in — hydrocarbons fwangple — and then, by way of
diversification, investing in an economy largelysbd on the service sector. Indeed Dubai's
non-oil sectors grew by over 15% on average dui@g0- 2005. Two major segments in
Dubai's economy are real estate and tourism @ubailand). Part of the attraction of Dubai
for developers and tourists alike is its locatian;estimated 1.8bn people, over one-quarter of
the world's population, living within a five-houtying distance of the emirate. Dubai's
position also makes it an attractive market foreheerging powerhouses of India and China
while Dubai's local companies look outwards. Inerdcyears Dubai International Capital
(DIC), part of the state-owned conglomerate Dubaldihgs, has purchased stakes in the
UK's HSBC Holdings and Standard Chartered. Duliaggest economic challenge lies in
managing to curb its double digit inflation whiclasv21.8% in 2000 and 14.3% in 2005 for
all UAE, (the World bank). It is, meanwhile, expetttthat a single currency, modeled on the
euro, will be in place by 2010, following the latmnef the GCC common market in January
2008.

In regard to the banking sector, the emirate is koawn to be the financial centre of the
region. The number of banks in the UAE, both faneaapd local, reached 52 in 2007. Despite
the unstable global economic climate, internatidyaaiks are establishing local offices in the
UAE with Deutsche Bank, Credit Suisse, Citibankzdra and JP Morgan establishing a
presence in Dubai.

Dubai's capital markets performed well in 2007 #mel first two quarters of 2008 and are
back to pre-2006 correction levels, despite thatidl on the global markets. The drivers for
growth are internal: solid economic foundationgidanon-oil related GDP growth and high
oil prices in the medium term. External factors assisting the emirate too: low returns in
other equity markets and worldwide interest in Dubpurring overseas investment. In the
future, the number of IPOs is likely to be boosbgdefforts towards maintaining greater
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transparency and oversight and new regulations ajority control. Segments to watch are
the debt market and sukuks; the Dubai Internatiéivancial Exchange (DIFX) is building

on its position as the world's largest sukuk (thlarhic, sharia-compliant equivalent of a
bond) exchange by establishing the first statdiefdrt product platform in the GCC to offer
sharia-compliant structured products. Meanwhile &ub set to benefit from the most up-to-
date trading technology as a result of its dedhwie American stock exchange NASDAQ.

Abu Dhabi

Since the discovery of oil, revenues from oil aad pave transformed the emirate into one of
the world’s richest locations. Indeed, the UAE sitson 9% of the planet’s natural gas
reserves, with Abu Dhabi enjoying the lion’s shafethis — 95% of oil and 92% of gas.
Government reforms aimed at minimizing dependemc¢he public sector and encouraging
privatization. Abu Dhabi's GDP has been on the ois¢he back of strong oil revenues and
new investment in infrastructure, real estate, stiguand tourism. Although the energy sector
continues to dominate the economy, non oil-baséditycis increasing as a result of Abu
Dhabi's successful economic diversification andbglointegration program. In 2008, the
government unveiled its five-year strategic plathvan expenditure of $200bn on the new
infrastructure needed to support the diversificagowogram, boost GDP growth and attract
foreign investment.

The UAE banking sector posted very strong resolt2007 and has become the largest in the
Gulf Cooperation Council (GCC) in terms of assdtse UAE's expanding economy and
rising population have led to a notable expansiocredit in 2007, particularly mortgage and
personal lending. It rose by 40.1% to $19.7bn, evkiéposits rose 29% to $196.2bn. Banks
saw net profits rise by 23.6% to $6.65bn, with Adhabi Islamic Bank (ABID) experiencing
the largest growth in profits. The number of Islarhanks in the UAE rose to eight in 2007.
Meanwhile, the global credit crunch has forced mid®yand European banks to stem lending
activity, creating an opportunity for local banksgrovide the necessary funding for the ever-
increasing number of projects in the Gulf. The lzaake currently showing more interest in
moving abroad - anywhere from the within the regitwn China - than in going for
consolidation at home.

The Abu Dhabi Securities Exchange (ADX) rankedhfdimong the 15 Arab stock exchanges
in terms of 2007 annual turnover, and by markettabpation. Meanwhile, in October 2007,
HSBC became the first international bank to be de@a license to trade shares on the Dubai
and Abu Dhabi domestic stock exchanges. Of theeg@irgties listed in mid-2008, 47 were
open to non-UAE nationals, a sign of the increasfigrt to encourage foreign investors in
the market and an indication that restrictions oreijn ownership are being eased. Many
foreign funds that left Abu Dhabi in August 2007 asesult of the US sub-prime fallout
returned to the country in early 2008. Abu Dhahias insulated from external events, but the
fundamentals remain strong. Besides, improvemeanthe quality of market research and
codes for disclosure and transparency are beingowveg.

Kuwait
With an estimated 10% of the world's oil reserv@ggry sector in Kuwait has reaped the
benefits of oil profits. Kuwait is slowly beginnirtg diversify its economy, with the hopes of

reducing its dependency on oil profits. Kuwait's Bsihcreased 176% between 2000 and
2006, with growth averaging 26% a year.
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The banking sector has greatly benefited from #wemt oil boom. The economy doubled
between 2003 and 2006. Bank profitability reactembrd levels in 2007.1slamic banking in
Kuwait is becoming increasingly popular and nowinakga 25% of total bank assets in the
country. In some cases it has managed to take dsssimwvay from conventional banks and
draw in customers who had previously avoided forbaalking. The Islamic finance industry
is expected to grow significantly, with some estiesaindicating that the demand for Islamic
financial products will rise from $400bn to $4tmthe next five years. Kuwait currently has
three Islamic banks. All three are experiencingrgir growth and have expanded their
operations internationally.

Kuwait's capital markets experienced some turb@enc006, but quickly bounced back in
2007 and recorded impressive growth. High levelsgoidity, strong oil prices and increased
government spending have led to greater investofidnce. The Kuwait Stock Exchange
(KSE) is the second largest in the Gulf Cooperati@ouncil, recording a total market
capitalization of $207bn in August 2007. This canlargely attributed to Kuwait's strong
macroeconomic environment, with the financial secamking 27 out of 122 countries in
2006 and first among Arab countries. However, taeklof a mature bond market and
availability of foreign capital have caused somaason. In addition, regulatory activities are
governed by a confused array of official bodiest tobften lead to complaints about
transparency. The government needs to simplifyrélgellatory structure and impose stricter
penalties for those who violate market rules. Plares also in the works to establish an
independent authority to monitor the exchangehdte problems were addressed, the flow of
new companies onto the bourse would increase amndftire ensure the KSE's growth.

Qatar

Qatar possesses some excellences in terms ofdtedarbons supplies and its political role
as a mediator in the Gulf region. The current EfShigikh Hamad bin Khalifa Al Thani, is
bringing in many liberalizing changes while stegrims country's economy towards a well-
planned diversification process for when, one dhg, oil and gas run out. The industrial
sector is key to this, as are the financial ses/eed tourism sectors. The Qatari population is
one of the richest in the world, with surging GD®wth of over 8% and 2007 per capita
GDP estimated at $78,754.439 (Table 1). IndeedarQstunlikely to find it hard to attract
foreign investment, with the IMF projecting an aage annual growth rate of 12.3% between
2008 and 2012, with real GDP set to rise from apeeted $83bn in 2008 to $134.4bn by
2012. Bringing inflation under control is one oétmajor challenges for the future;

Qatar's banking sector is on a roll, off the badkan expanding economy and a growing
population. The combined net profits of the lisbethks rose by an impressive 56% in 2007.
The retail market is where the big prizes could Wé&h predictions that it could be worth
$1.7bn by 2011-2012; there is room for growth, ses of internet banking and ATMs are well
below the global average. Corporate lending to dbestruction and real estate sectors is
growing quickly, as is Islamic banking. New Islanftancial Services institutions, both
local and foreign, have appeared and existing bage broadened their activities. Even non-
Islamic banks are getting in on the act and opeamtslamic windows. This follows a GCC-
wide trend towards sharia-compliant services, inti@gdar investment and banking.

* Profit growth averaged 30% per year between 20@42006 as a result of an increasing asset s
large-scale developments in construction which Ha the demand for project financing strong. @af
Business Group)
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Meanwhile the global sukuk, or Islamic bond marketld grow by as much as 35% globally
in the next few years, according to Moody’s InveServices.

When operations on the Doha Stock Market (DSM) bdgal997, there were 17 listings, a
market capitalization of about $1.7bn and tradiregs Wmited to Qatari citizens only. As of
late March 2008 there were 43 listings and a magépttalization of slightly over $110.2bn,
with the market opening up to limited participatitny non-Qataris in 2005, although
foreigners still cannot participate in IPOs. Anraxpush towards market security could come
from the London Stock Exchange, which is develo@ngulti-faceted strategic relationship
with the DSM.

KSA

Despite the stumbling of the global economy in 2@®d 2008, The Kingdom of Saudi
Arabia, the world's largest exporter of oil, comtad to register double-digit growth, a large
budgetary surplus for the sixth consecutive yeat anrise in imports. The Kingdom is
committed to encouraging foreign investors; it imyd its ranking for ease of doing business
on the World Bank's “Doing Business” report fronr@place in 2006 to 23 rd place in 2007,
making it the highest ranking country in the Middiast. Saudi Arabia is well on track to
reach the goal set by Saudi Arabian General InvastrAuthority to be one of the top-ten
most competitive economies in the world by 2010.if@wto the increased liquidity from
strong oil revenues and recent liberalization messuthe Saudi banking sector is well-
recovered from the 2006 stock market correctiorguReory changes are also afoot - in 2007
the foreign equity limit was increased from 40%66%6, and in early 2008 the Saudi Arabian
Monetary Authority (SAMA), the central bank and kang regulator, adopted Basel Il
banking regulations. The Basel regulations aim riguee that capitalization of banks is
adequate and sensitive to varying degrees of risk.

With the arrival of Al Inma Bank and its $2.8bn IROApril 2008, Islamic banking in Saudi
Arabia seems to have hit its stride. One estimaits pslamic assets at over 60% of the
Kingdom's total banking assets. As more and morealiSaopt into the system, the financial
services sector as a whole has been strengthentbe sector's contribution to GDP is
expected to rise from approximately 3% of GDP totta@% by 2015, while assets of purely
Islamic banks enjoyed a compounded annual growth o 18% between 2003 and 2007.
Economic reform and a new regulatory regime havdaraudi scholars more receptive to
sukuk and the West has become more aware of tleatgdtwithin the market - Standard &
Poor's estimates it will break $100bn by the endhef decade. While the Islamic Finance
sector is not without its problems, namely a latkuwman resources and a need for regulatory
reform, it is built upon strong local demand andigtl see a path to robust success.

Robust oil revenues, healthy government spending, iacreasing foreign investment in
recent years have combined to provide ample liidi Saudi Arabia's markets. The Saudi
stock exchange, the Tadawul All-Share Index (TABIhowever subject to market volatility
due to the highly speculative, individual investisiven nature of the market. The regulatory
body, the Capital Market Authority (CMA), is focub®n addressing these issues through
investor education and increased transparencyrdddator also authorized the use of a new
book-building system for IPOs, which was first iatld in May 2007, while merger and
acquisition (M&A) regulations were signed into lam October 2007. The CMA stated that
new disclosure laws are likely to be released 920
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Bahrain

GDP growth in Bahrain was estimated at between 8% 7% in 2007, while the rate of
inflation stood at 4.8% in February 2008 accordmghe International Monetary Fund (IMF).
Bahrain has had petrodollars in abundance for agegahd, over the past 30 years, has built
up a banking sector to service them, with just o460 financial institutions currently
operating in the Kingdom. Indeed the CBB (CentrahB of Bahrain) is facing up to the
competition by improving market transparency anadittions through adjustments to its rules
and regulations. Meanwhile Bahraini investors aking overseas, in particular at Central
and Eastern Europe's transport, logistics, finamckreal estate sectors

Investors are attracted by the ethics behind Isldmance, with its precepts of risk sharing.
Bahrain is now home to 29 Islamic banks, both retaid wholesale, with their assets
representing just fewer than 7% of the total bagpksiystem and balance sheet assets of
$16.4bn at the start of 2008, up 34.4% from tharimégg of 2007. The Kingdom's Islamic
banks had a stellar year in 2007, with healthyigdér most of the big lenders, including, for
example, $144m in 2007 for Al Baraka Banking Grayp,79% on 2006.

The Bahrain Stock Exchange (BSE) has made steamyrgms to be the best-run and most
stable financial services industries in the GCQeicent years. New innovations include the
offering of Indian stocks by the Bank of Bahrainto@th and liquidity could accelerate
thanks to new trading mechanisms on the BSE, brintgchnical capacity on the bourse to
the level of its regional neighbors.
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economies.

Table 1: Gross domestic product, current price8ilion U.S. dollars units for the sample

International Monetary Fund, World Economic Outlda&tabase, April 2009

Country 1995 1998 2001 2004 2007
Bahrain 5.848 6.183 7.969 11.233 18.443
Egypt 60.163 84.821 95.399 78.802 130.346
Jordan 6.731 7.912 8.975 11.411 16.532
Kuwait 27.189 25.945 34.901 59.439 111.755
Oman 13.803 14.085 19.949 24.772 40.391
Qatar 8.138 10.255 17.538 31.734 71.041
Saudia Arabia 142.457 145.967 183.257 250.673 381.9
United Arab

Emirates 40.726 48.514 68.677 107.304 180.180

Table 2: Inflation, average consumer prices, In@&00=100.

International Monetary Fund, World Economic Outlda&tabase, April 2009

98.140 102.057 | 98.781 102.190  110.484
78.472 93.720 102.425| 117.060 147.245
87.292 98.740 101.768 108.866  126.160
91.402 95.511 101.448| 104.563 118.371
100.132 | 100.697| 99.159 99.658 111.186
84.996 96.267 101.436) 111.052  153.734
102.183 | 102.451| 98.862 100.0256  107.213
89.405 96.637 102.736  114.56447.708
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3- Literaturereview

a-Capital Structure:

The major theoretical models that explain the oh@€ capital structure are: The trade-off

theory (TOT) and the pecking order theory (POT)e Ttade off theory states that capital

structure is the result of an individual firm’sdmg off the benefits of increased leverage

(e.g., a tax shield) against the potential finandiatress caused by heavy indebtedness.
Financial distress includes the costs of bankruptagorganization, and the agency costs that
arise when the firm’s solvency is called into qi@s{Fernandez, 2005; Gaud, 2005).

The pecking order theory, developed by Myers angluf181984) and Myers (1984), is a
consequence of information asymmetries existingvéen insiders of the firm and outsiders
(i.e. the capital market). Under the assumptioé$ thanagers are better informed about the
firm’s investment opportunities than outsiders, dhdt corporate managers act in the best
interest of existing shareholders, the model leadaagers to adapt their financing policy to
minimize the associated costs. More specificalhgyt will prefer internal financing to
external financing, and risky debt to equity (Ga2@Q5).

Local country factors could be especially significan explaining firm leverage. The trade-
of- theory and pecking order theory find that coynhstitutional factors matter to firm
leverage. Trade-off theory argues that firms badaine tax benefits of loans with potential
bankruptcy costs to achieve an optimal leveragel IMiller 1977). Hence, local tax levels as
well as bankruptcy codes matter. In pecking ortheoty of capital structure, firms prefer
internal funds to outside sources since the later miss-priced due to the asymmetric
information between owners and investors (Myers84)9Hence, the transparency of the
firm's activities is important. This asymmetriconfnation is expected to be especially large
in transition economies, meaning that firms ars lgely to turn to outside sources of finance
even if the investment opportunities exceed thernal funds (Joeveer, 2006). Delcour,
(2007) found that neither the trade-off theory, tloe pecking order theory, explained the
capital structure choices in central and Eastemofigicompanies (CEE). Rather, Companies
follow the modified “pecking order” where the cogsence of their financing was the
retained earnings followed by equity issuance et instead of what is usually practiced in
developed countries’ firms where their second a#teve is debt followed by equity as a last
choice.

Capital structures vary across countries. For m&aAmerican, German, and Canadian firms
have lower book debt ratios than do their countésga other industrialized nations, such as
Japan, France, and Italy (e.g., Rajan and Zingdl@85). Capital structures also display
industry pattern, which are similar around the wotltilities, transportation companies, and
capital-intensive manufacturing firms have high teb@bequity ratios as opposed to service
firms, mining companies, and technology based natufing firms, which employ very
little long-term debt, if some at all (Fernande@032).
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a-1- The Deter minants of Capital Structure:

Despite decades of intensive empirical researar dModigliani and Miller (1958), there is a
surprising lack of consensus as to what factorerdenhe optimal corporate capital structure.
Empirical literature suggests a number of factbeg may influence the financial structure of
companies. The choice of the explanatory varialdesaught with difficulty. This is why
different researchers have considered differentdegiables- like company size, profitability,
asset tangibility and firm growth prospects- initliespective studies as possible determinant
variables of the capital choice.

1. Profitability

According to the pecking order theory (Myers andjlia 1984), and as a result of
asymmetric information, firms prefer using intersalurces of financing first, then debt and
finally external equity obtained by stock issuesa®, 2005; Omet, 2006; Supanvanij, 2006;
Mitton, 2007; Jong, 2007). All things being equblk more profitable the firms are, the more
internal financing they will have, which means lowlebt levels and higher retained earnings,
and therefore we should expect a negative reldtiprizetween leverage and profitability.

In the trade-off theory framework, and accordingthe interest-tax shield, an opposite
conclusion is expected. When firms are profitathey should employ more debt to benefit
from the tax shield. In addition, if past profithiyi is a good proxy for future profitability,
profitable firms can borrow more as the likelihoafdpaying back the loans is greater (Gaud,
2005; Omet, 2006; Supanvanij, 2006; Mitton, 200Gdigliani and Miller, 1963). Hence, a
positive relationship between leverage and prafitgbwill support the trade-off theory,
whereas a negative relationship will support thekpgy order theory. Rajan and Zingales,
(1995) report a negative relationship between fability and leverage in the G-7 countries.
The negative influence of profitability on leveralgecomes stronger as firm size increases.
This is indeed the case for firms in the U.S. foa8 size firms, a unit increase in profitability
decreases leverage by -0.26, whereas for largefisims, a unit increase in profitability
decreases leverage by -1.09, over 4 times thetedfed¢hat for the smallest firms (and is
significantly different).

The empirical researches have a consensus ovezl#ten between firms’ leverage and their
profitability in emerging markets as to be negativhich is more profitable companies do not
rely on greater levels of debt than less profitatwenpanies, but results differentiated in the
significance of this relation. Some empirical evide found that the relation between firms'
leverage and their profitability is negative andtistically significant (Delcour, 2007; Guad,
2007; Daskalakis and Psillaki, 2007; Mashharaw@®32@®upanvanij, 2006; Pandey, 2001,
Nivorozhkin , 2005), which supports the peckingasrtiypothesis in the argument that as a
result of asymmetric information, and because eslefinance is costly, firms prefer to rely
on internal sources of finance. Other empiricabaeshes found a negative relation between
profitability and leverage, but not of much sigo#ince (Omet, 2006; Supanvanij, 2006),
which does not support neither the Myer's peckirtgotheory, nor the tax deductibility (tax
shield) hypothesis.

18



The empirical evidence that supports the peckinigmohypothesis in explaining negative and
statistically significant relations between firnisverage and their profitability revealed that
the order of the external financing choices appéaise different. Managers may perceive
retained earnings to be the quickest and easiestesof financing followed by new equity
issuance, bank borrowing, and possible new debaimss. These results collaborates Chen's
(2004) explanation of the modified pecking ordepdtyesis in corporate capital structure
among developing countries. Under the modified perkorder hypothesis, emerging
countries follow a different “pecking order” in thecapital structure decisions— retained
earnings, equity, and at last debt. The relatidwéen profitability and leverage in emerging
economies is negative as it is in developed ecoesnbut the reason for this negative relation
is different. While it depends on a company’s siy&s, target leverage and available costs of
financing sources in developed economies, it octhats companies in emerging economies
have to rely on equity as a first external finagcgource to finance their capital investments.
This is due to that the bond market in the majooitgmerging countries is still developing.
Banks provide short-term liquidity loans ratherrtHang-term financing to enterprises. In
addition, shareholders' protection laws are stéalu Thus, managers prefer equity to debt
financing. (Gaud, 2005, Titman and Wessels; 198&jamRand Zingales, 1995; Supanvanij,
2006) suggest using the ratio of operating incometal assets as indicators of profitability.

2. Tangibility

Tangible assets are likely to have an impact orbthveowing decisions of a firm because they
are less subject to information asymmetries ang timially have a greater value than do
intangible assets in case of bankruptcy. Myers Bliagluf, (1984) pecking order theory
suggests that firms may find it advantageous tbssslured debt. Since there may be costs
associated with issuing securities about whichftim’s managers have better information
than outside shareholders, issuing debt securedrdgyerty with known values can avoid
these costs. Hence, firms with assets that carséeé as collateral may be expected to issue
more debt to take advantage of this opportunityu@;2005; Mitton 2007). Tangible assets
are easy to collateralize and thus reduce morarbaand agency costs of debt because this
constitutes a positive signal to the creditors whn request the selling of these assets in the
case of default. As such, tangible assets corstgobd collateral for loans (Gaud, 2005;
Mitton, 2007; Pandey, 2001).

If a large fraction of a firm’'s assets are tangibleen assets should serve as collateral,
diminishing the risk of the lender suffering theeagy costs of debt. Assets should also retain
more value in liquidation (Rajan and Zingales 199%verage ratios seem to be negatively
correlated with perceived costs of bankruptcy amghricial distress. Firms rich in
collateralizeable assets (e.g., commercial, reiestand transportation) are able to tolerate
higher debt ratios than firms whose principal assete human capital, brand image or
intangible assets (Fernandez, 2005). Thereforgyrisater the proportion of tangible assets on
the balance sheet, the more willing should lenBerto supply loans, and leverage should be
higher (Rajan and Zingales, 1995).
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Based on the agency problems between managersarehslders, Harris and Raviv, (1990)
suggest that firms with more tangible assets shialled more debt. This is due to the behavior
of managers who refuse to liquidate the firm evdrenvthe liquidation value is higher than
the value of the firm as a going concern. Indegdnbreasing the leverage, the probability of
default will increase which is to the benefit ofetlshareholders. In an agency theory
framework, debt can have another disciplinary rbieincreasing the debt level, the free cash
flow will decrease (Grossman and Hart, 1982; Jen%B86). This disciplinary role of debt
should mainly occur in firms with few tangible alssdéoecause in such case it is very difficult
to monitor the excessive expenses of managers (2808).

It seems that the relationship between tangibdityl leverage depends on the type of debt.
Tangibility has a positive relationship with longrh debt, and a negativelationship short
term debt (Omet, 2006). Most empirical studies toted a positive relation between
collaterals and the level of debt in developed eaues (Rajan and Zingales, 1995; Kremp et
al., 1999). With some exceptions like Daskalakid Bsillaki, (2007) who reported that asset
structure has a negative relationship with leversgemall and medium sized enterprises
(SMEs) using a sample of Greek and French firmshfemperiod 1998-2002.

In emerging markets, the coefficient is positivel angnificant (Delcour, 2007; Supanvaij,
2006; Omet 2006; Gaud, 2005; Mashharawe, 2003;rNalkin, 2005), which are consistent
with the trade-off hypotheses, and also consisttht previous studies on firms in the United
States. The results are consistent with the vieat there are various costs (agency and
bankruptcy) associated with the use of debt furs these costs might be moderated by
collateral. In some other researches, results wegatively related to debt (Joeveer, 2006;
Daskalakis and Psillaki, 2007; Nivorozhkin, 200Bandey, (2001) found it significantly
negative with short-term debt. The results implgtttangible assets remain a poor source of
collateral in less advanced economies, althoughomdzhkin, (2005) found that the effect of
tangibility on target leverage is moving towardse tpositive relationship observed in
Germany, France, Italy and the UK of Rajan and dlieg, (1995). In the case of KSA (Saudi
Arabia), the coefficient of tangibility was founegative and significant. The reason for this
finding could be because certain percentage ofdta liabilities are provided to companies
from “Islamic” sources where fixed assets have mpdrtance in the lending activity of
Islamic banks. Moreover, Saudi companies have &aogsh holdings (cash to total assets is
8.83 percent), which make banks pay less atterttiothe value of collateralized assets
(Mashharawe, 2003).

Even though that the rationale underlying tangiilis that tangible assets are easy to
collateralize and thus they reduce the agency adsiebt. Berger and Udell, (1994) showed
that firms with close relationships with creditoreed to provide less collateral. They argue
this is because the relationship substitutes fgsighal collateral. In Japan, stronger bank-firm
relationships imply a lesser role for tangibilitRajan and Zingales, (1995) found that a
standard deviation increase in tangibility increaseok leverage by about 20% of its standard
deviation in all countries in G-7, in Japan leveragcreases by 45%. Perhaps Japanese firms
with fixed assets such as land could borrow mor tive 1980s because the collateral value
of the land appreciated and the appreciation waseflected in the book value.
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3. Company Size

The relation between size and leverage is somelwdwhvious. While most empirical studies
report a positive sign for the relationship betwsee and leverage. (Gaud, 2005; Daskalakis
and Psillaki, 2007), others report a negative i@afRajan and Zingales, 1995). Large firms
have easier access to equity markets. They carbaftsow at better conditions. That is, lower
costs in issuing debt or equity (Omet, 2006).

Large size firms tend to be more diversified, amthde their cash flows are less volatile.
Relatively large firms tend to be less prone tokpaptcy. Direct bankruptcy costs appear to
constitute a larger portion of a firm’s value aatthialue decreases. Therefore, size may be an
inverse proxy for the probability of bankruptcy fadt). If so, it should be strongly positively
related with leverage, especially in countries wheosts of financial distress are low like
Japanese firms. Japanese firms are tied to a naaky they may face a lower cost of financial
distress because the main bank organizes corp@staes. Size is found to be important in
Japan; a standard deviation increase in size isesehook leverage by 33% of its standard
deviation (compared to 23% in the U.S.). Henceg sizould have a positive impact on the
supply of debt (Titman and Wessels 1988; MittorQ22®.137; Supanvanij, 2006; Rajan and
Zengales, 1995).

In small firms, the conflicts between creditors atdireholders are more severe because the
managers of such firms tend to be large sharetokaed are better able to switch from one
investment project to another (Grinblatt and TitmB®08). The result is that small firms tend
to have less long-term debt. However, this probteay be mitigated with the use of short
term debt, convertible bonds, as well as long tbemk financing (Gaud, 2005). Daskalakis
and Psillaki, (2007) indicated that size is positwelated to debt (debt to asset) ratio in small
and medium sized enterprises SMEs of Greek ancckrigms for the period 1998-2002.

Contrary to expectations, Rajan and Zingales, (19®&nd a negative relationship between
size and leverage in Germany. Large firms havetanbally less debt than small firms. That
is contrary to theories expecting a positive relatbetween size and financial distress, and
that liquidation is very costly that makes smaiins wary more of debt than do large firms
(Rajan and Zengales, 1995). However, the negagiaionship is not due to asymmetric
information, but rather to the characteristicshedf German bankruptcy law and the Hausbank
system, which offer better protection to credittran is the case in other countries (Gaud,
2005). The informational asymmetries tend to be kvere for larger firms than for smaller
firms. Informational asymmetries between insidera firm and the capital markets are lower
for large firms. So large firms may be more capatfigssuing informationally sensitive
securities like equity, and hence, have lower @@hjan and Zengales, 1995). Hence, it is not
quite fully understood why large firms are reludtémissue equity. Furthermore, there may
be other unknown forces at work. Dynamic capitalctire models (Fischer et al., 1989) take
into consideration the costs of adjusting towarel téwget debt-to-equity ratio. Empirically,
this behavior suggests that firms may follow a peglorder in the short term even though a
long term target policy exists.
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In emerging markets, researchers found consensuks®ver the relation between firm size
and debt as to be a significantly positive relati@met, 2006; Delcour, 2007; Supanvanij,
2006; Gaud, 2005; Joeveer, 2006; Pandey, 2001;rdatéin, 2005). This means that larger
firms will finance more from debt than do smallanfs. This is in accordance with both
trade-off theory and pecking order theory, and ketarge firms in emerging markets find it
easier to raise debt finance. Yet the maturityedftdnatters, size is more positively correlated
with short term debt, it is negatively correlatethwong term debt in some cases. In Central
and Eastern European (CEE) countries, Delcour,qRBad different results when she found
that long-term leverage coefficients for the Czddbpublic, Poland, and Slovakia were
negative ( -0.101, -0.116, and -0.225 respectjvatyl is 0.210 for Russia. She attributed the
negative relations to: existence of informationmasyetries and an underdeveloped state of
the bond market in these transitional economiess lkdealing with financial distress are still
developing, leaving debt holders unprotected inetvent of default and forcing companies to
acquire funds through short-term loans. The pasitelation for Russian companies could be
attributed to the progress in the transition frorbaamking to a market economy, the high
Russian government ownership in enterprises, aadytivernment directing credit programs
to preferred sectors with price control in theset@s may have a significant impact on
corporate financing patterns (Delcour, 2007).

Nivorozhkin (2005) found that firm size is positiyeand significantly related to target
leverage in Bulgaria, the Czech Republic, and Ramdut it wasn’t significant in Estonia
and Poland. Results are consensus with the fattsiha serves as a stability proxy for
creditors, and that larger companies in these nmke also targets of government bailouts
due to the higher social costs imposed by thetreis. They are also often subject to some
form of government-sponsored investment programsofdzhkin, 2005). The same results
were found by Delcour, (2007) when leverage wassonea as total liabilities to total assets.

4- Non-debt tax shield

In emerging markets, Delcour, (2007) found that ¢befficient for corporate tax liability is
positive and statistically significant, which imgdi that the corporate tax rate affects firms'
financing decisions in transition economies. In toatrary, Mashharawe, (2003) found that
tax structure do not have a significant impact loa tapital structure of a sample of listed
non-financial companies. Delcour, (2007) also foansdtrong positive relation between the
total, long-term, and short-term leverage and nelpkdax shield in Central and Eastern
European companies. A possible explanation isrtbatdebt tax shield may be viewed as a
measure of the firm's assets sociability, with ne@eurable assets leading to higher leverage
ratio. The factors that influence firms' leverageidions in the CEE firms are the differences
and financial constraints of banking systems, digpan legal systems governing firms'
operations, shareholders, and bondholders rigltegiion, sophistication of equity and bond
markets, and corporate governance structure (Del@@07). Mitton, (2007) shows that non-
debt tax shield is positively correlated with debtios and the correlation is statistically
significant. However, the interaction relation beem tax and non-debt tax shield is negative
and significant. One interpretation of this ressithat firms increase their levels of debt when
faced with higher tax rates, but that they are lésdy to increase levels of debt in response
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to higher tax rates if they are protected by hauiog-debt tax shields in place. In other
words, firms with large non-debt tax shields haviewer incentive to use debt from a tax
shield point of view, and thus may use less debtt¢il, 2007).

5- Risk

Many authors have included a measure of risk asxatanatory variable of the debt level
(Titman and Wessels, 1988; Gaud, 2005; Pandey,)2804vious studies found evidence that
leverage and business risk are negatively relategh business risk should reduce the
quantity of debt supplied to the firm at any givieterest rate. The standard deviation of
earnings is expected to be negatively related verégge. But in a sample of Asian firms,
Supanvanij, (2006) found that leverage increas#s iwcreases in operating risk.

According to the trade-off theory, higher risk (@ags volatility) increases the probability of
financial distress. Thus, it predicts a negativatienship between leverage and risk (Pandey,
2001). The pecking order theory too predicts a tregaelation between operating risk and
leverage. Firms with high volatility of results ttg accumulate cash during good years, to
avoid under investment issues in the future. Herisk,has negative relationship with long-
term debt but it has a positive relationship wittors-term debt as high variability shifts
financing from long-term debt to short-term debd &quity (Pandey, 2001, Page: 4).

The empirical evidence in emerging countries shdifferent results on to how risk affects
leverage. Delcour, (2007) found that leverage iglisely related to earnings volatility in
Central and Eastern Europe (CEE) countries (RaBsiand, Czeck Republic, and Slovakia)
during 1996 to 2002 period, which corroborates thede-off theory. With positive
bankruptcy costs, larger earnings volatility estallower leverage. The negative coefficient
is higher in Russia than in other CEE countriess Oifference may be explained by the fact
that, in Russia, the bankruptcy law has been btrggtforced since March 1998. Contrary to
the Russian Federation, creditors' rights in thedGzRepublic are poorly protected. This
affects banks' willingness to provide long-termnsaand creates difficulties in collecting
existing ones. Another problem that Czech corpdrat&ruptcy law faces is that most Czech
judges lack experience with bankruptcy proceedoagsing a 3- to 4-year backlog in the
bankruptcy courts. Furthermore, the secondary nhiddkethe liquidation of seized assets is
small (Delcour, 2007). Pandey, (2001) reportedgatiee relation of earnings volatility with
book and market value long-term debt ratio in Msalay listed companies, which is
consistent with the trade-off theory, but he repd positive relation between risk and short-
term debt ratios. He suggested that high varighdhiifts financing from long-term debt to
short-term debt and equity (Pandey, 2001, P: 10nti@ry to Delcour, and Pandey,
Supanvanij, (2006) found that in Asian emerging katy, and between 1991 and 1996,
volatility had a positive but not significant retaiship with leverage. This result is consistent
with the findings in US firms where leverage in@esawith increases in operating risk.

6- Palitical risk

The Arab countries have gone through a process rofatjzation and stock market
liberalization reforms. These reforms have hadnamaict on the relationship between risk and
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return. Girard, (2007) determined that despite enun, financial and political reforms, and
despite the privatization process and stock maliketalization in the Arab countries to
deepen their markets and to improve corporate gevee, political instability still a
powerful obstacle to investments in these nasaaetg@ng markets.

According to the Morgan Stanly Capital Internatio(MSCI) index, the credit rating for U.S
and Japan are 92.6 and 90.8 respectively ( theekighting is 100), the ratings for emerging
markets range from 15.2 (Nigeria) to 75.5 (Taiwariijch suggests that the average level of
country risk is sharply higher in emerging mark@Esb, 1998). Country credit rating has
predictive power in discriminating between high esed returns and low expected returns
countries. The difference in performance between highest and the lowest credit risk
portfolio is almost 12% /year according to the MS@id the IFC index until 1993, (Erb,
1995).

Correlation between emerging markets portfolio metand the world wide portfolio is higher
in recessions and lower in recoveries than theageerMoreover, emerging markets could
hold what is called the contagion phenomena (regiorarkets responding to regional crisis).
The correlation between the IFC emerging marketpmsite with the world index increased
from 0.42 for the period (1981-1998) to 0.61 in fast 5 years (1994-1998), while the
standard deviation of the returns was lower (frdriZor the whole period to 19.1 in the last
5 years), that is reflecting the impact of the gioeal crises.But the contagion phenomena
hold dramatically when the neighboring countriearsll the same fundamental problems with
the country in crisis. For example, The Mexicarsisrivas a more one country crisis, and the
Asian crisis involved multiple countries with siamlproblems (Erb, 1998).

There are different country risks like economidipolitical risk, and policy variability.
Political instability is the most important factassociated with international investments and
though, capital flight. Political risk exerts a sificant influence on country ratings, it is of
greater relevance since most of the governmensides affect the economic factors directly
and it is difficult to define an accurate measwr@riedict cross border risks (Vij, 2005). Firms
that face significant business risks (e.g., th&posure to political risk) have incentives to
mitigate the costs of these risks by adjustingrtbapital structures (Desai, 2007). Political
instability and uncertainty are particularly im@ort in explaining the flight of capital:
residents faced with such instability and uncetyatake their money and run to avoid the
possibility that the government may in one way mother erode the future value of their asset
holdings (Lensink, 2000; Quan, 2006). Studying 4&veafoping countries, Quan, (2006)
showed that several types of political risks aaedéecapital flight, including unconstitutional
government change, internal uprisings, and theamag of policy implementation.

Returns on investment in politically risky coungriare more volatile than returns elsewhere.
American firms investing abroad face significarghgater risks than they do when they invest
in the United States. Political risk is manifestnmore volatile returns at the affiliate level.

Firms respond to political risk by reducing theiStand worldwide leverage. As these
adjustments are costly, their magnitudes revealaspect of the costs that investors bear in

® The Mexican crisis in late 1994, and the Thailarisis in 1997 Claude, (1998)
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politically unstable foreign environments. Multimatal firms reduce their leverage in
response to these political risks: a one standawethtion increase in foreign political risk is
associated with 3.5% reduced leverage (Desai, 2003ults were inconsistent with what is
known as that more highly leveraged firms will uridke riskier investments. Risky
investment returns faced by multinational firms egpto have implications for capital
structure that are stronger than any effects oitalagtructure on the risk profile of foreign
investments.

In the Arab world stock markets, political risk li&kely to remain significant. Finance
literature shows that changes in political riskgegneral tend to have a strong effect on local
stock market development and excess returns ingéngeeconomies, suggesting that political
risk is a priced factor. In this context, the Arabonomies are no exception. They have a
relatively closed and highly concentrated politisgistem with a poor mode of national
governance. Consequently, any changes in politisklin these countries will be strongly
associated with growth in stock market developmedicators. Political risk has strong
implications for stock market development. The peob of political risk has an important
policy implication for growth in these thinly tradleArab markets. A great need exists to
improve political risk in these Arab countries irder to attract more investment and better
allocation of resources through stock markets. €hiewe this, more institutional (stock
market) reforms are needed with all other relatssgies like improving the institutional and
legal frameworks accountability, transparency amstldsure, corruption, rule of law and
contract enforceability (Girard, 2007).

Other factors applied in researches as determinaintsapital structure are tax, growth
opportunity, ownership structure, liquidity, agadarade credit.

b- Disclosure:

If volatility is a measure of investor uncertaingyd if disclosure reduces volatility, then
volatility may be an indication that more disclasueduces uncertainty in financial markets
(Nier, 2004, P: 32). Disclosure has a strong negatdffect on volatility, banks that disclose
more information on key items of disclosure showdo measures of stock volatility than do
banks that disclose less information (Nier, 2002 Hancock). Benefits of negative effect
of disclosure on volatility may be important fovastors. But banks also do benefit from this
effect. In particular, lower stock volatility magsult in a lower cost of capital and increase
the effectiveness of stock-based compensation.fB&ewné disclosure also could reach
supervisors that use market indicators of bankoperénce alongside supervisory
information. In particular, a lower volatility ofjeity returns may reduce the likelihood that
the stock price gives the wrong signal on the inedgberformance and risk of the bank (Nier,
2004).

Contrary to Nier and Hancock, Madhavan (1996) anshige (2001) reported different
findings. Madhavan (1996) investigated the impdgreater transparency during the process
of price formation on asset prices and market tliqui He demonstrated that market
transparency always reduces volatility and imprawasket quality only in sufficiently large
and liquid markets; otherwise transparency canadlgtincrease price volatility and lower
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market liquidity. This case occurs even thoughdpamnency increases the precision of traders’
predictions about the asset’s value. Also, Bus(i¥#)1) investigated the impact of corporate
disclosure practices on the composition of the 'Brimstitutional investor base and the
volatility of its stock price. He found that institonal investors are attracted to firms with
more forthcoming disclosure. These attracted wisbihs are of very different types. The first
one exhibits long investment horizons and low pdidfturnover. This type of institutions
reduces the volatility of the firm’s stock pricehd second type of institutions is firms that
exhibit short investment horizons and aggressasing strategies, which in turn exacerbate
the firm’s stock return volatility. The second typkinstitutions immediately increase their
holdings when firms improve their disclosure piaes. Where the first type does not, leading
to a significant increase in the firms stock retuotatility (Bushee, 2001).

Healy et al. (1999) found that increases in disglesre associated with increases in
institutional ownership. Bushee and Noe (2001) icor&d this association, but find that
increases in “transient” institutional investqjiastitutions that trade aggressively) are
associated with increases in stock price volatiitgsuming that increases in stock price
volatility are costly, this finding is consistenttlvthe intuition that partial disclosure is
optimal, and that too much disclosure can be asycas too little disclosure.

The 1964 Securities Acts Amendments in the U.Seredeéd the mandatory disclosure
requirements that had applied to listed firms sib@24 to large firms traded Over-the-
Counter (OTC). Analyzing the effect of the 1964 uhaiory disclosure laws on stock returns
and operating performance of firms newly affectgdHis legislation found that firms that
were required to begin complying with all four desure requirements outperformed
(measured by differences in abnormal returns, gedating performance in terms of greater
income and sales growth) firms that were only neggito begin complying with two
disclosure requirements. Results imply that witlremmmmitment to more disclosure
requirements, more positive effect would appedhéenform of more abnormal excess returns
and better operating performance results.

Moreover, the most affected firms outperformed Gif@s that were not targeted by the
legislation. Complying OTC firms had abnormal exxce=turns of about 3.5 percent in the
weeks immediately surrounding the announcementlhiegthad begun to comply with the
new requirements. OTC firms that were newly regquieebegin complying with all four
forms of mandatory disclosure had statisticallyngigant positive abnormal excess returns
ranging between 11.5 and 22.1 percent, relatiwézidyand book to market value matched
NYSE/AMEX firms®. Operating performance also improved after the Aaneents were in
force. The most affected OTC firms had greatermme@nd sales growth from 1962 to 1966
than unaffected NYSE/AMEX firms, suggesting tha tharket's expectations of improved
performance were justified and helps to explaiséa@ms’ higher stock returns. Overall, the
benefits of the 1964 Amendments substantially oiglaed the cost of complying with this
law as measured by stock returns (Greenstone, 2005)

® OTC firms do not generally outperform the NYSE/AMEX firms.
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The same results were found by Stulz, (2002) wheestigating the effect of cross listing in
the U.S markets on the company’s premium in 199ghét disclosure standards in the U.S.
were found to be important determinant for firmsid®n to cross-list in the U.S., firms listed
in the U.S. have a Tobin’s q ratithat is 16.5% higher than the Tobin’s q ratioioft from
the same country that do not list in the U.S. Lq2604) also reported that firms that trade
shares in the United States have higher governamééngs, especially in countries with
weak legal systems. The cross-listing premium (exelue of listed firms relative to non-
listed firms) depends on the type of listing a fichoboses (whither it is Rule 144a or OTC or
Exchange-listing). It reaches as high as 37% fonmamnies that list on major U.S. exchanges
where disclosure requirements are large and megeiént. Cross-listing premium is much
smaller for over-the-counter listings OTC and ptevplacements where disclosure
requirements are less than those in major U.S.asges. The premium persists after
controlling for a number of country-level factorsdafirm-specific characteristics.

The average cross-listing premium for Rule 144eabei placement listings is 0.149, and
0.105 for OTC listingd But when firms choose to list in a major U.S.lege, the average
cross-listing premium is 0.48@-statistic across countries of 3.85), which esponds to an
average cross-listing premium of 36.5%. This aver@gss-listing premium is 226% of the
average cross-listing premium for Rule 144a litiagd 362% of the premium for OTC
listings (Stulz, 2002).

T&D (transparency and disclosure) score varieslitighmong different regions, for example,
Patel, (2002) reports that Asia has a score oE48ppe and Middle East have a score of 36,
while Latin America has a score of 29. The averB§P score present in annual reports,
exhibit a low level of transparency and disclosameong emerging markets. Moreover, the
number of companies disclosing information on nthes 60% of the attributes is 15 (about
4% of the sample). The relationships between T&as and cross-holdings (1- flodt)is

" Tobin’s q ratio = (book value of total assets btsact the book value of equity + market
value of equity)/ book value of total assets).
8 Listings with Rule 144a private placements doneguire compliance with U.S. GAAP or

SEC disclosure rules. These listings are capitaimgissues in which the securities are
privately placed to qualified institutional buyensd trade OTC among such buyers with very
limited liquidity. There are only 116 such listinfyjem 20 countries in the sample. Listing
with the OTC. They are referred to as Level | AbO&snon-Canadian listings. They trade
OTC as Pink Sheet issues with limited liquidity aaduire only minimal SEC disclosure and
no GAAP compliance. These firms are exempt fromdiForm 20-F. It allows home country
accounting statements with adequate English traos|af necessary (Stulz, 2002).

® The listing comprise ordinary listings (mostly @aian firms and New York Registered
Shares for Dutch firms) and Level Il and 11l ADRss the most prestigious and costly type of
listing, these require full SEC disclosure with ia20-F and compliance with the exchange’s
own listing rules. Firms listed in exchanges areawerage larger than the other firms from
their home country that are also listed in the U.S.

19 A company with a low float is a company owned byernment and strategic investors and

is less transparent than a company with high figzdtel, 2002)
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negative for the emerging markets (Brazil, PoléBwljth Africa, India, Thailand) varying
between -42% and -51%. Correlation between pridastzk ratios and T&D scores is positive
suggesting that the market places a premium oertetéinsparency and disclosure, and that
market places a premium on companies with lowemasgtric information problem (Patel,
2002). Bushee, 2001 found that firms with greated st following and greater institutional
ownership are less likely to have conference ¢h#s provide open access to all investors.
This evidence is consistent with the intuition timkbrmed investors prefer less disclosure,
but is also consistent with the notion that analgstd institutions produce information, and
reduce information asymmetry and the need for gcenfee calls.

| will investigate the effect of applying disclogustandards on stock prices and volatility, as
well as to how much did firms commit to mandatestitisure standards, in other words, to
find if mandated disclosure standards are well eei.

Table 3: mandated disclosure standards dates ofcemfient in a sample of countries in the
Middle East and the Gulf states region.

Bahrain 01/01/2004
Palestine 30/09/2006
Amman 01/03/2004

Oman 01/10/2007

4- Thesis advancement:

In the aspect of capital structure, Professor &laBentis and | have conducted a study to
evaluate the determinants of leverage in a croastopsetting in the Gulf region states and
Egypt’s listed firms, over the years 2004-2007.eDaere hand collected from their original
sources for a sample of more than 80 firms. We tgpresd if the theories of the pecking order
and the trade -off - which came out as resulteséarches on the US market, and which were
successfully applied to the other developed coesmtrif these theories are also applicable to
the sample of emerging markets in light of the fhat these markets have started and are still
going through an extensive economic liberalizapoocess. Some stylized findings emerged
from our data set. Among others, Political risk hasgnificant influence on firms’ capital
structure. It occurred that the period of the st(2304-2007) was going on in parallel with a
period of developments in the region as our sammglmtries have adopted many strategies to
construct and reform their economies with highet laetter readiness to integrate and emerge
in the world market, the thing that added more intgotce to the study in this vital period.

The empirical literature has been to identify s@tydized factors that relate to capital
structure. There are few studies that provide exdddrom emerging markets in the Gulf
region states and Egypt. The selection of counmrethe Middle East and the Gulf region)
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depended on acquiring a sufficient number of emigep that consolidated their annual
statements during the period 2004-2007, if holdiagnpanies that consolidated were few in a
country (e.g., Oman, Jordan, and Palestine), thewrauntry will be exempt from our sample.
Our final Sample included markets in Abu Dhabi, &, Dubai, Kuwait, Qatar, and Saudi
Arabia from the Gulf region and Egypt. The selattd the variables (dependent and
independent) is primarily guided by the resultshaf previous empirical studies in the context
of some developed and developing countries, asagdlhe availability of data in our sample
to measure these variables through the whole pefitite study. Data limitations forced us to
measure debt in terms of book values rather thakehaalues, which forced us to exclude
the dependent variable debt-to-equity as a meadueserage where equity is measured in
term of market value. Since independent variablag have different effects on the types of
debt, we use three measures of leverage: Longdebtto total assets, short-term debt to
total assets and total debt to total assets rdfi@sh debt ratio is measured in book value
terms. The final independent variables were compaafjtability, tangibility, risk, political

risk, size, and non-debt tax shield

The analysis relied on the following variables:

Leverage (1) = Long-term debt / Total assets (©@qjt, 2006; Delcour, 2007; Masharawee,
2003; Pandy, 2001)

Leverage (2) = Short term debt / Total assets,(Bgjcour, 2007; Pandy, 2001).

Leverage (3) = Total debt / Total assets (e.g., OR®06; Gaud, 2005; Mashharawe, 2003;
Joeveer, 2006; Mitton, 2007; Pandy, 2001; Dasks/&07)

The explanatory variables are the following:

- Profitability = Earnings before interest and taxdtal assets

- Tangibility = Book value of tangible assets (nebpgerty, plant, inventory, and
equipment) to total assets

- Risk = Standard deviation of earnings before irsieamd tax to total assets over the 4
years’ observations.

- Political Risk = Classification from 1 (low riskot4 (high risk) according to
Moody’s, Standard and Poor’s and Fitch ratih(see table 2)

- Size = Natural logarithm of sales

- Non-debt tax shield = Depreciation and amortizatmtotal assets

We have affected a rank to each market accordinigstpolitical risk rating in the main risk
rating agencies as shown in the following table.

M This data has been collected on the following it
http://www.pri-center.com/country/index.cfm?pgid=2.
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Table 2: Political risk ranking of sample markets

S&P Moody's Fitch Our
ranking
Tadawul AA- Al AA- 1
Qatar AA- Aa2 2
Dubai, Abu Dhabi Aa2 2
Bahrain A A2 A 3
Egypt BB+ Bal BB+ 4
Kuwait AA- Aa2 AA 1

http://www.pri-center.com/country/index.cfm?pgid=2

Two kinds of regressions are run. We estimate asidal pooled-OLS regression. This

regression considers each single point as an ohaavi However, pooled-OLS only relies on

the between comparison which is not well adapteslitchistorical data. Although time period

is short (4 years) we could expect some withinataon. Thus, we perform a panel regression
in order to take into account both between andiwiéffects. To choose between fixed and
random effects, a Hausman test has been run. Fdr panel regression, the test has
concluded in favor of random effects. All pooledynessions have been corrected for
heteroscedasticity.

According to the hypotheses, the main model testéuke following:

Leverage =u + 31 Profitability +p, Tangibility + 3 Size +4 Non-debt Tax Shield

+ Bs Risk +p¢ Political Risk

Because, non-debt tax shield is incomplete for nfams, we omitted this variable from the
regression:

Leverage =n + 31 Profitability + p, Tangibility + 3 Size +p4 Risk +ps Political Risk
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Moreover, when we control for multicollinearity, vadserved that two variables are linked:
Size and Political Risk.

To correct this effect we chose to perform regmssiwithout Size variable:

Leverage = + B Profitability +p, Tangibility + 3 Risk +f, Political Risk

Furthermore, since many of the indicator varialdes scaled by total assets or average
operating income, we were forced to delete a smathber of observations that included

negative values for one of these variables. Thogguture is similar to the one of Titman and

Wessels (1988).

Results

The median total debt to total assets ratio wak5@% for the whole sample, which is still
much lower than the global median total debt taltassets ratio reported by Glen (2004)
which was (.51) in 2000. Median total debt to t@ss$ets ratio in our sample was also lower
than that in a sample of developed countries &)(@d lower that in a sample of emerging
markets of (.49) in 2000 (Glen, 2004). This findswyggests that companies in these countries
are mainly equity capital financed.

- Results on the capital structure determinants: Pooled-OLS

Profitability is found to have a significant negatiimpact on long term debt which is
consistent with previous studies. One explanation this inverse relationship between
profitability and leverage comes from Myers’ peakiorder theory; as more profitable firms
prefer internally-generated funds (retained easjiran externally funds in the form of debt
because the later is more costly. An alternativplamation is that high profitability is
associated with high risk which would also leagtoegative relationship via the bankruptcy
cost theory. Moreover, results are consistent wighfact that bond market in the majority of
these countries is still underdeveloped. Howeves, doefficient is not significant for short-
term debt; it seems that banks in our sample @® feluctant to provide enterprises with
short-term loans than they do with long-term loans.

Tangibility is a measure of the collateral valueaskets. The coefficient of tangibility is
positive and statistically significant which is cistent with the bankruptcy cost theory.
Creditors can moderate costs associated with debbtaining security interests in property,
plant, equipment and inventory which permit thentedae possession in case of failure.

The relation between size and leverage is still gimtious. While most empirical studies
report a positive sign for the relationship betwsee and leverage. (Gaud, 2005; Daskalakis
and Psillaki, 2007), others report a negative i@ha{Rajan and Zingales, 1993)e found
that size have no effect on financial decisions Iltight that large firms can borrow at better
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conditions, but they also have easier access tibyagarkets. That is, lower cost is associated
also with issuing equity as well as issuing debt.

Non debt tax shield was negatively related to osifwrt term debt decision, and was
consistent with  the trade-off theory that focusesthe substitution between non-debt and
debt tax shields. Tax deductions for depreciatieans to act as a substitute for the tax
benefits of short term debt financing.

Long term financial decision is positively relaténl operating risk. This counter-intuitive
finding has been previously reported by other figdi in the US firms where leverage
increases with increases in operating risk, and wlie findings in the Asian emerging
markets where volatility has a positive relatiopshiith leverage ( Supanvanij, 2006). An
explanation of this result could be that long tefabt increases the incentive of management
to invest in profitable but risky projects.

Finally, the political risk didn’t affect long terrdebt financing. However, the coefficient
between political risk and short-term debt is pesitand, this indicates that due to political
risk, banks shift their lending preferences towasluisrt-term debt rather than long-term debt.

A possible explanation to the puzzling finding iskrand size variables could be in the

existence of information asymmetries and an undeidped state of the bond market in

these economies, investor and debt holders protecights and law enforcement are still

developing, leaving, in one hand, debt holders otggted in the event of default and though
they may show reluctance to provide long term dml®n to big sized companies when

information asymmetries are high, and, in otherdhanaking the issuance of stock an easier
financing option for big firms who may make usatsf well known names and reputations in

what could be described as an immature investoketsr

When regressions are performed without the Non t@ebshield variable, this step eliminated
many observations for which data about this vaeiauauld not be calculated. Results remain
consistent with those found earlier except for skenm debt financing which is significantly
negatively related with risk. Again, this resulffers from theory and findings in previous
studies. Our explanation is that in a context afhhpolitical risk, financial intermediaries
prefer to allocate short debt to less risky firms.

Because of the multicollinearity between Size antitiPal Risk variables, we performed the
regression without the size variable. Results vwenesistent with the previous regressions.
The main difference was in the increase of exptaygpowerful of Political Risk variable.
This variable is significant for all leverage measaxcept for Long Term Debt / Total Asset.

- Results on the capital structure determinants: Panel Regressions

Findings are globally consistent with the previongs. Long-term leverage still seems to be
negatively related to profitability and positivdigked with tangibility. Short-term leverage is
also positively related with tangibility. Politicakk is a significant variable depending on the
regression. Total leverage is positively linked hwiPolitical Risk. On the restricted
regressions, Short term debt appears also pogitretdted to Political Risk. Globally, these
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results lead us to conclude that Political Riskueces the capital structure of firms. In order
to further examine an eventual size effect, wet #péi sample into five size quintiles and form
two samples: the first sample gathers the first quimtiles and the second sample gathers the
last two ones. The median quintile was deletednThes perform panel regression (and a
restricted regression without size and non-debtstairld variables) for each both samples.
We found contrasted results according to the sfzéhe firms. Interestingly, the long-term
debt ratio of the small-size firms is only driveyn the tangibility whereas the short-term debt
ratio is solely affected by political risk. Howeydong-term debt seems to be mainly
negatively related to profitability for the larges firms consistently with pecking order
theory as pointed out above. Short-term debt isagxg@d by none of the regression variables.
In others words, when the political risk is highe tsmall firms are provided with short-term
debt which is not the case for the large-size firms

Capital structure has been extensively examinesiany countries, mainly in economically
and politically developed ones. Addressing the goeof capital structure in other areas of
the world turns rapidly to be challenging. The maiablem is that researchers are faced with
a lack of reliable data. The purpose of this redeavas to revisit capital structure using a
unique dataset collected from the Gulf Region aggpEfirms. We try to examine if political
risk influences firm’s leverage, since the finahgiatterns of these firms are particularly
interesting to observe because they exist in anauaally and politically risky environment.

The empirical results imply that some of the Weastapital structure theories are transparent.
The pecking order, trade-off and agency theorigsagg explain corporate capital structure
choices in our countries. Firms in our sample tendely more heavily on short-term debt
than long-term debt in their capital structure thantypical in companies in developed
markets. Some variables (e.g., operating risk,) gl not produce robust results, but were
interesting in regards to the intensive officiahmd in these countries to open their markets
economically and financially.

We found some stylized facts about the variabldtipal risk indicating that when the
political risk increases, banks shift their finargito short-term debt from long-term debt,
especially for smaller-sized firms, which is no¢ ttase for bigger-sized firms.

The above differences and similarities reflecteheerging nature of the Gulf region countries
and Egypt markets and their corporate environme€his paper contributes to the existing
body of knowledge about emerging economics inrdggon, by testing traditional theories of
capital structure and it's applicability to the Grdgion and Egypt firms in the years between
2004-2007.

Further work needs to be done to determine how stmespecific factors (ownership,
dividend policies) and country-specific factors deemic and financial openness) affect
financial leverage in this particular region whmbmbines between being politically risky on
one hand and a haven of investment on the othet. han
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