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Abstract 
The paper examines the relationship between the corporate governance and security’s market risk for a sample of 
95 companies listed in the two stock markets of the United Arab Emirates (UAE). The empirical test uses the 
security’s ‘beta coefficient’ as dependent variable and weighted and un-weighted corporate governance indices 
as explanatory variables while controlling for the effects of factors such as such as firms size, financial leverage, 
operating leverage, industry type. The results show that weighted corporate governance disclosure index has 
significant negative effect on the security’s market risk in the UAE capital markets, yet the effect of un-weighted 
index is not significant. However, the effect is not uniform across the sample companies, particularly the 
disclosure of corporate governance information do not affect the market risk of the low operating leverage firms 
as well as that of the finance firms. The study sheds new light on the underlying factors that structure the 
relationship between the governance and market valuation of corporate firms. 
Keywords: corporate governance, market risk, firm valuation, corporate governance index 
1. Introduction 
There has been growing interest in improving governance standards in corporate firms across the world. Scholars 
who advocate for better governance believe that good corporate governance increases a firm's market valuation. 
Newell and Wilson’s (2002) study provides evidence that institutional and private investors are willing to pay a 
premium to well-governed firms. Likewise, other researchers found that firms’ value and performance increase 
with the level of governance (Black, 2001; Gompers et al., 2003; Joh, 2003; Black et al., 2006). Love (2011) 
suggests a positive association between corporate governance and various measures of performance, including 
the security value. He adds that corporate governance is likely to develop endogenously based on the firm’s 
specific characteristics and surrounding environment.  

In this paper, we examine the underlying cause of relationship between the level of corporate governance and 
security valuation following asset pricing theory, which suggests that the market value of risky securities is lower 
than that of the low-risk securities. This is because investors require additional return to compensate for 
additional risk, and, without expectation of higher return, they will not invest in risky securities. Therefore, the 
required rate of return is negatively related to security valuation in the financial market. Given the above 
knowledge, the Capital Asset Pricing Model (CAPM) suggests that investors’ required return is determined by 
the level of a security’s market risk, although arbitrage pricing theory (APT) argues that the required return may 
also depend on different macro-economic factors. However, the mainstream literature on security valuation that 
developed on the basis of CAPM framework suggests that a security’s market risk measured by ‘beta coefficient’ 
is the sole factor that determines the required rate of return.  

Although beta coefficient is considered the primary determining factor of required return, Fama and French 
(1993) and Acharya and Perderson (2005) identified that other factors such as firm size, book-to-market ratio, 
and liquidity also affect the required return. Given the effect of other factors, the role of beta coefficient in 
determining the investor’s required return is still well accepted in the literature. In this regard, we know from 
asset pricing theory that investors’ required rate of return is to be related to market valuation of securities. Hence, 
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any change in the security’s market risk factor (beta coefficient) may affect the investors’ required return and the 
valuation of corporate firms may thereby also be affected. Given the earlier evidence of positive relationship 
between the firm value and corporate governance, we may conjecture that improvement in the governance 
standards can reduce the uncertainty of investment in the equities of well-governed corporate firms. Thereby, 
market valuation of corporate firms increases due to reduced market risk. The studies mentioned above have 
generally reported a positive association between the valuation of corporate firms and their governance quality 
and standards, but none examined a possible underlying reason that could be related to asset pricing theory. 
Therefore, we have tried to fill the gap by making efforts to understand why the market valuation of 
well-governed firms should be higher than that of the other firms from the perspective of asset pricing theory.  

We examined the above research issue in the context of emerging markets, using data from two capital markets 
of the United Arab Emirates (UAE). It is noted that in 2012 the UAE, with US$360 billion of Gross Domestic 
Product (GDP) and ranking in the second position within the Middle East and North African (MENA) region 
after Saudi Arabia, has emerged as a major financial and economic hub due to its openness to international 
business, trade, and investment. A news article (Note 1) reports that more than 3000 foreign companies are 
operating in the UAE, accounting for about 16% of total investment inflows to all Arab economics. Although the 
UAE economy has achieved rapid growth over the last several decades, the corporate sector began to flourish 
from 2000 when the Abu Dhabi Exchange (ADX) and Dubai Financial Market (DFM) were established. As of 
2010, a total of 130 firms are listed on ADX and DFM with combined market capital of 93.77 billion dollars. 
With the progress of the corporate sector and financial market development in the UAE, the governance of 
corporate firms becomes an important issue for the investors and corporations. Therefore, following the OECD 
principles, the UAE Securities and Commodity Authority (SCA) framed its own corporate governance code in 
2007 for the firms incorporated within the country, or any firm listed on a securities market licensed by the SCA 
(e.g., ADX and DFM). 

Therefore, an examination of the effect of corporate governance on the security’s market risk will help us to 
understand the effectiveness of the UAE governance codes framed for the ADX and DFM listed companies. 
Recently, Aljiifri and Moustafa (2007; 2012), Hassan (2012), and Al-Tamimi (2012) have investigated different 
aspects of corporate governance practices in the UAE corporate firms, but none focuses on the current research 
issue, whether improvement in the governance level can reduce the level of security market risk of the listed 
firms. Hence this paper enhances the current knowledge on corporate governance practices in the UAE, while 
enriching the literature by making efforts to understand whether better corporate governance results in lower 
security market risk for the listed firms. The research issue has policy implications about the corporate 
governance practices and investment risks. If more corporate governance disclosure lowers the risk of 
investment, regulators may incorporate relevant guidelines to ensure more transparency in corporate disclosures, 
which is particularly important for emerging economies such as the UAE. 

In investigating the subject, we use two different corporate governance disclosure indices (un-weighted and 
weighted) following the OECD principles of corporate governance (2004), UAE corporate governance code of 
2007, and prior international studies that are intended to reflect the level of governance standard in corporate 
firms. The weighted index gives more importance to the international corporate governance standards, while the 
un-weighted index gives equal importance to local and international standards. The regression results based on 
95 sample firms listed on the Dubai and Abu Dhabi stock markets reveal that the weighted corporate governance 
disclosure index has a significant negative effect on the level of security’s beta coefficient – suggesting that 
improvements in the governance standards leads to reduction in the market risk of corporate firms. However, the 
insignificant effect of un-weighted index indicates that investors tend to rely more on the international corporate 
governance standards than on local standards. It is also found that the effect of corporate governance disclosure 
on the market risk is not uniform across the samples; specifically, the disclosure of corporate governance 
information does not affect the market risk of the low operating leverage firms or finance firms. 

The rest of this paper is organized as follows: in the next section, the relevant literature is reviewed and a 
hypothesis is framed. In the subsequent sections, we describe respectively the research methodology, sample and 
data characteristics and empirical findings. Finally, the conclusion is given in the last section. 

2. Literature Review and Hypothesis 
The relationship between the corporate governance and firm valuation is well documented in the literature. In 
addition to the evidence provided earlier, Ammann et al. (2011) provide more comprehensive evidence on the 
corporate governance and firm valuation based on 6663 firm-year observations from 22 developed countries 
over the period 2004 to 2007. Using a set of corporate governance indices based on 64 individual governance 
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attributes, they found a strong and positive relation between firm-level corporate governance and firm valuation. 
Similar evidence is also found in emerging countries such as Venezuela (Garay & Gonzalez, 2008), India 
(Balasubramanian et al., 2010), China (Hu et al., 2010), and Bangladesh (Farooque et al., 2007). The review of 
extant literature on the relationship between the corporate governance and firm valuation shows that various 
factors relating to corporate ownership structure and internal governance mechanism, management and board 
structure, corporate leadership structure (CEO duality), and agency problem between different stakeholders 
could affect the valuation of corporate firms.  

Among the major studies on ownership structure and internal governance mechanism, Stulz (1988) and Slovin 
and Sushka (1993) found that shareholders’ wealth increases with decreases in ownership concentration in 
developed markets. However, evidence from emerging markets showed that non-managerial block holdings are 
positively related to firm value in 18 emerging markets (Lins, 2003). Regarding the board structure and firm 
valuation, most studies found a negative relationship between the board size and firm value (e.g., Andres et al., 
2005; Mak & Kusnadi, 2005). It is also found that board independence, audit committee, and independent 
directors in the board generally improve the market valuation of corporate firms (Black & Kim, 2012; Cotter & 
Silvester, 2003; Lei & Song, 2012). With respect to corporate leadership structure, neither theoretical nor 
empirical studies provide consensus as to whether firms with split titles (CEO and Board Chairman being two 
different persons) outperform firms with combined titles (CEO and Board Chairman being the same person). For 
example, Fama and Jensen (1983) and Jensen (1993) suggest that CEO duality reduces firm monitoring and 
thereby increases agency cost, while Stoeberl and Sherony (1985) and Anderson and Anthony (1986) argue that 
CEO duality provides clear-cut leadership in strategy formulation and implementation and will therefore lead to 
better firm performance that may result in higher market valuation of securities. In a nutshell, the primary focus 
of these studies is to understand why and how the different corporate governance mechanisms can affect the firm 
performance and its market valuation.   

The review of other relevant literature shows that different corporate governance mechanisms, as mentioned in 
the above literature, affect agency problems in the corporate firms in different manners, and thereby the 
valuation of these firms could be affected. Gorton and Khal (2008) argued that agency problems in corporate 
firms are prevalent because the ownership structure is usually developed in such a way that the wealthy investors 
with corporate governance ability do not maintain block holding of issued shares unless such block holding 
increases the value of firm. Florackis and Ozkan (2009) using the UK data found that there is a strong negative 
relationship between managerial entrenchment and agency costs. McKnight and Weir (2009) found that increase 
of board ownership helps to reduce agency costs, while formation of nomination committee increases the agency 
cost. Fernandes (2008) found that firms with no nonexecutive board members actually have fewer agency 
problems and achieve a better alignment of shareholders’ and managers’ interest. Schmid and Zimmermann 
(2008) found that firm value rises with increases in CEO equity holdings up to a certain point (around 40–50%) 
and then declines with further increases above the point. They suggest that the potential for agency costs 
associated with combining the leadership functions (CEO and Chairman) may be controlled by providing 
reasonable equity incentives for the CEO-cum-Chairman. Based on above review of literature we conclude that 
different corporate governance mechanisms primarily aim at reducing the agency problems in corporate firms 
that helps increase in firm value. 

It is important to understand why the reduced agency problems due to different corporate governance 
mechanisms should increase the value of firm. Shleifer and Vishny (1997) mentioned that corporate governance 
mechanisms consists of rules, structures and procedures by which investors can assure themselves of obtaining a 
fair return on their investments and ensure that managers will not misuse their funds. Hart (1995) and Porta et al. 
(2000) argued that investors’ interests are protected and agency problems are reduced with proper 
implementation of code of corporate governance. Therefore, we conjecture that the risk of investment can be 
reduced through lower agency problems if the firms are governed on the basis of the defined corporate 
governance rules and standards. We should note here that agency problems may usually be less if the governance 
codes are legally enforced, instead of leaving them for voluntary practice. This conjecture is consistent with the 
findings of Chong and Silanes (2007) that investors’ legal protection due to the mandatory governance codes has 
a positive correlation with the valuation of firms. However, Klapper and Love (2004) and Love (2011) found in 
contrast that effective governance at micro organizational level is possible if corporate firms voluntarily adopt 
various good governance practices to protect their investors’ interest. This is particularly important in countries 
where the legal environment is weak. 

In either of the means (enforcement or voluntary), if the corporate firms follow the governance codes with due 
diligence, the investors benefit as the risk of investment is reduced due to the reduced agency problems. This 
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analysis is consistent with the evidence provided by Skaife et al. (2004) that effective corporate governance 
practice reduces agency risks at the firm level. Now, based on the asset pricing theory, we argue that investors 
should demand less required return if their risk is reduced due to fewer agency problems in the well-governed 
firms. Given this argument, since it is known that the investors’ required return from a security depends on the 
level of its market risk factor (beta coefficient), we can assert that the corporate governance practices will affect 
the security market risk of a firm. Hence, the following hypothesis has been constructed for empirical test. 

HA: The better the level of governance in the UAE corporate firms the lower will be the level of security’s 
market risk factor. 

This hypothesis implies a negative relationship between the level of corporate governance practices and the 
security market risk of the corporate firms listed on the ADX and DFM. 

3. Methodology 
This paper aims to examine the effect of corporate governance practices on the level of the market risk of UAE 
firms listed on the Dubai and Abu Dhabi stock markets. Therefore, we first define the variables as follows: 

3.1 Market Risk Factor 

The market risk factor for each sample company is measured by estimating the beta coefficient () as follows. In 
estimating the beta coefficient, we use 52 weekly returns (Note2) over a one-year period following publication of 
the annual report (Note 3) for 2008. 

tmt eRR                                     (1) 

Where Rt is the return of sample firm for the week t, and Rm is the corresponding market return for the same 
week and calculated based on DFM all share price index for Dubai companies and ADX all share index for Abu 
Dhabi companies. The beta estimate () is adjusted for thin-trading effect by using Dimson (1979) method with 
three lag and lead returns. 

3.2 Corporate Governance Disclosure Index 

The levels of corporate governance practices in the UAE corporate firms are measured following Hassan’s (2012) 
approach (see Appendix 1). A Corporate Governance Disclosure Index (CGDI) for each of the sample firms is 
constructed based on the OECD principles of corporate governance (2004), UAE corporate governance code of 
2007, and the earlier studies (Note 4) on crafting governance index. The potential disclosure items and their 
classifications are identified after reviewing the OECD principles and prior studies, and adjusted according to 
UAE code of corporate governance. The CGDI includes a total of 42 items spanned over the four categories: 
ownership structure and investors’ rights (11 items); board and management structure and processes (10 items); 
external auditing and audit service (4 items) and transparency and disclosure (17 items). The details on CGDI 
items are provided in Appendix 1. The individual company’s disclosures across the above items are identified by 
reviewing the annual reports of 2008 and other relevant documents. A score table is prepared with a value of 0 or 
1, 1 if an item is disclosed and 0 otherwise. An un-weighted CGDI (CGDI_U) is computed by the adding the 
scores across the 42 items. A weighted CGDI (CGDI_W) is also computed by assigning weights to disclosed 
items. If disclosed item complies with the OECD and literature then 3 points are given, if disclosed item is 
beyond the OECD, literature, and UAE corporate governance code but considered it as useful, then 2 points are 
given. If the disclosed item only complies with UAE code then 1 point is given (for details see Hassan, 2012). 

Hassan’s (2012) weighted index and un-weighted index are useful for several reasons. First, both indices blend 
the UAE regulatory requirements with worldwide governance practices. Second, the weighted index  adds a 
quantitative dimension to explore whether the UAE corporations advocate the voluntary publication of corporate 
governance information. Third, the weighted index also considers the socio-political context in the UAE. 
Hassan’s (2012) indices, therefore, can assist the UAE regulators, institutional investors, and international 
investment community to understand the status of the corporate governance in the UAE and the underlying level 
of transparency in the disclosure of governance practices.  

Having estimated the above variables the effect of corporate governance on the level of security’s market risk is 
tested by estimating a number of multivariate regression models with the stock’s beta coefficient (BETA) as 
dependant variable and the corporate governance indices (CGDI_U and CGDI_W) as explanatory variables 
along with the following control variables. 

3.3 Control Variables 

Among the prior studies, Hamada (1972), Thompson II (1976), and Mandelker, Rhee (1984) and Ho et al. (2004) 
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documented that a corporation’s operating leverage, financial leverage, dividends and earning instability play 
major role in determining the security’s market risk. In addition, literature suggests that degree of security’s risk 
can be affected by firm size and book-to-market ratio. Therefore, the following variables are considered as 
control variables. 

DFL: degree of financial leverage of sample firms is measured as total debt divided by total shareholders’ equity. 

DOL: degree of operating leverage of sample firms is measured as Log(EBIT)/Log(Sales). 

DIV: dividend payout ratio is measured as dividend per share (DPS) divided by earning per share (EPS): 
DPS/EPS. 

EPS: earning per share is measured as net income divided by number of shares outstanding. 

SIZE: average market size of a sample firm is calculated as (TMV_B + TMV_E)/2; where, TMV_B is the total 
market of value of the firm at beginning of financial year and TMV_E is the total market value at the end of 
financial year. 

MVBV: market-to-book value ratio is calculated as average market value per share divided by book value per 
share. The average market value is calculated as (PB + PE)/2, where PB denotes the market price at the 
beginning of financial year and PE is the market price at end of financial year. 

INDFIN: this is a dichotomous variable, INDFIN = 1 if the sample firm belongs to Bank and Financial Service 
sector, otherwise INDFIN = 0. This variable is needed because the degrees of financial leverage for bank 
financial companies are usually higher than the other firms. 

4. Samples and Data Description 
The sample includes a total of 95 companies listed on the Dubai Financial Market (DFM) and Abu Dhabi 
Exchange (ADX), who published their annual reports for 2008. The sample size covers about 73% of the whole 
UAE capital market. The distribution of samples, presented in Table 1 below, shows that a total of 26 companies 
(27%) are from the Insurance sector, followed by 18 companies (19%) from the Bank sector and 14 companies 
(15%) from the Industrial sector. In addition, nine companies (9.5%) are from the Financial Services sector and 
eight companies (8.42%) are from the Real Estate and Consumer Staple sectors respectively. The remaining 12 
companies (12.63%) are from the Energy, Services, Telecom and Transportation sectors. Overall, this shows that 
samples are drawn from all sectors, although the majority of samples are from the Bank, Financial Services and 
Insurance sectors. However, this resembles the market structure since the majority of companies are listed in 
these three sectors. 

 

Table 1. Industry distribution of sample firms 

Industrial Sector DFM Listed Firms ADX Listed Firms Total Listed Firms Samples 

Bank 12 14 26 18 

Financial Services 11 3 14 9 

Insurance 13 17 30 26 

Industrial 5 12 17 14 

Real Estate 9 3 12 8 

Consumer Staple 5 5 10 8 

Energy 0 2 2 2 

Services 3 7 10 5 

Telecom 2 3 5 2 

Transportation 4 0 4 3 

Total 64 66 130 95 

DFM is Dubai Financial Market and ADX is Abu Dhabi Exchange. Listed firms data as of the year 2010. 
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Table 2. Descriptive statistics of sample firms 

Panel A: Full Sample Descriptive Statistics  

Statistics BETA CGI_U  CGI_W DFL DOL EPS DIV SIZE MVBV FIN 

Mean 0.64 22.84 50.79 2.34 16.02 5.18 4.95 6.04 1.18 0.28 

Median 0.46 23.00 51.00 1.09 16.08 0.28 2.40 6.06 0.85 0.00 

Mode 0.00 25.00 48.00 #N/A #N/A 0.08 0.00 5.27 0.00 0.00 

Standard Deviation 0.62 4.65 10.59 2.95 1.91 19.16 8.44 0.91 0.95 0.45 

Kurtosis -1.06 0.15 0.12 3.37 0.15 26.52 21.47 19.93 1.84 -1.08 

Skewness 0.52 0.12 0.12 1.85 -0.46 4.89 4.14 -3.04 1.42 0.97 

Minimum -0.11 11.00 25.00 0.00 10.41 -1.87 0.00 0.00 0.00 0.00 

Maximum 2.10 36.00 81.00 14.77 19.63 135.31 54.59 7.90 4.54 1.00 

Count 95.00 95.00 95.00 95.00 95.00 95.00 95.00 95.00 95.00 95.00 

Panel B: Sub-Sample Descriptive Statistics: Firms Listed in Dubai Financial Market (DFM) 

Statistics BETA CGI_U CGI_W DFL DOL EPS DIV SIZE MVBV FIN 

Mean 0.69 22.59 49.89 2.47 15.72 8.20 5.72 5.99 1.09 0.32 

Median 0.43 23.00 50.50 1.13 15.84 0.22 1.32 6.01 0.78 0.00 

Mode 0.00 22.00 48.00 #N/A #N/A 0.08 0.00 #N/A 0.73 0.00 

Standard Deviation 0.69 4.68 10.59 3.23 2.15 26.32 11.37 0.70 0.93 0.47 

Kurtosis -1.51 0.08 0.11 4.18 -0.87 14.10 13.14 -0.61 4.82 -1.41 

Skewness 0.34 -0.27 -0.21 2.01 -0.29 3.69 3.52 -0.03 2.05 0.81 

Minimum -0.01 11.00 25.00 0.01 11.30 -1.87 0.00 4.35 0.00 0.00 

Maximum 2.07 32.00 73.00 14.77 19.13 135.31 54.59 7.29 4.54 1.00 

Count 44.00 44.00 44.00 44.00 44.00 44.00 44.00 44.00 44.00 44.00 

Panel C: Sub-Sample Descriptive Statistics: Firms Listed in Abu Dhabi Exchange (ADX) 

Statistics BETA CGI_U  CGI_W DFL DOL EPS DIV SIZE MVBV FIN 

Mean 0.59 23.06 51.57 2.23 16.28 2.58 4.28 6.07 1.25 0.25 

Median 0.46 23.00 51.00 1.03 16.19 0.30 2.60 6.09 0.91 0.00 

Mode 0.42 23.00 57.00 #N/A #N/A 0.31 0.00 5.89 0.00 0.00 

Standard Deviation 0.55 4.66 10.63 2.71 1.66 8.92 4.66 1.06 0.97 0.44 

Kurtosis -0.46 0.22 0.08 1.89 2.03 24.33 1.16 21.58 0.27 -0.68 

Skewness 0.68 0.46 0.39 1.61 -0.46 4.82 1.27 -3.72 0.98 1.16 

Minimum -0.11 15.00 32.00 0.00 10.41 -0.26 0.00 0.00 0.00 0.00 

Maximum 2.10 36.00 81.00 10.47 19.63 53.50 19.23 7.90 4.07 1.00 

Count 51.00 51.00 51.00 51.00 51.00 51.00 51.00 51.00 51.00 51.00 

BETA is stock’s market risk, CGDI_U is unweighted corporate governance disclosure index, CGDI_W is weighted corporate governance 

disclosure index; DFL is degree of financial leverage measured by the debt to equity ratio; DIV is the dividend payout per share, Size is the 

log of average market size of sample firms; MVBV is the average market-to-book ratio of the sample firms; EPS is earning per share; DOL is 

the degree of operating leverage measure as log(EBIT)/log(Sales); INDFIN is the dichotomous variable, INDFIN = 1, if the sample firm 

belongs to Bank and Financial Service sector, otherwise INDFIN = 0. It is noted that that the sub-samples statistics broadly depict similar 

pattern like the full sample statistics. However, due to limited space in Table 2, we have reported the descriptive statistics for the Dubai and 

Abu Dhabi firms only. 

 
We also report the descriptive statistics of the test variables for the full sample and sub-samples: DFM and ADX 
firms. Table 2 below shows that the distributions of BETA (security’s market risk), CGI_U (unweighted 
corporate governance index) and CGI_W (weighted corporate governance index) are insignificantly skewed 
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towards the right side in both the full-sample and sub-sample data sets. The kurtosis values of these distributions 
are however less than 3. Therefore, it is likely that the probability for extreme values in these data sets is less 
than for a normal distribution. Table 2 also shows that the distributions of control variables: DFL (degree of 
financial leverage), EPS (earning per share), DIV (dividends), and SIZE (firm size) are not normally distributed 
as the skewness and kurtosis values are beyond the normal level. In order to obtain consistent estimates from 
regression analyses, we have cleaned these data sets by removing the outlier values. It is noted that that the 
sub-samples statistics broadly depict similar pattern like the full sample statistics. However, due to limited space 
in Table 2, we have reported the descriptive statistics for the Dubai and Abu Dhabi firms only. 

5. Results and Discussions 
We first examine the bivariate correlations among the variables to observe any association between the different 
pairs of variables. The results presented in Table 3 below show that BETA has a significant relationship with five 
variables: CGDI_W, SIZE, MVBV, EPS and DOL. Among these, the BETA is negatively related to CGDI_W, 
MVBV and EPS and positively related to SIZE and DOL. The significant negative relationship between the 
BETA and CGDI_W indicates that the UAE corporate firms that are professionally managed and comply with 
the adopted codes of corporate governance tend to be the less risky firms in the market. The insignificant 
relationship between the BETA and CGDI_U implies that each piece of information in the index has different 
importance to the investors, and hence BETA instead displays relationship with the weighted corporate 
governance index (CGDI_W). 

 

Table 3. Correlations results (N=95) 

 
1 2 3 4 5 6 7 8 9 10 

BETA CGDI_U CGDI_W DFL DIV SIZE MVBV EPS DOL INDFIN 

BETA 1          

CGDI_U -.156 1         

CGDI_W -.238* .85** 1        

DFL .042 .536** .497** 1       

DIV -.097 -.118 -.107 -.088 1      

SIZE .229* .218* .208* .276** -.077 1     

MVBV -.437** -.095 -.106 -.006 -.229* .062 1    

EPS -.242* .041 .060 -.069 .445** -.167 -.030 1   

DOL .339** .475** .449** .466** -.079 .439** -.224* -.052 1  

INDFIN .169 .405** .372** .620** .032 .204* -.128 -.145 .289** 1 

Asterisk * denotes significance at the 5% level (2-tailed). Asterisk ** denotes significance at the 1 level (2-tailed). BETA is stock’s market 

risk, CGDI_U is un-weighted corporate governance disclosure index, CGDI_W is weighted corporate governance disclosure index; DFL is 

degree of financial leverage measured by the debt to equity ratio; DIV is the dividend payout per share, Size is the log of average market size 

of sample firms; MVBV is the average market-to-book ratio of the sample firms; EPS is earning per share; DOL is the degree of operating 

leverage measure as log(EBIT)/log(Sales); INDFIN is the dichotomous variable, INDFIN = 1, if the sample firm belongs to Bank and 

Financial Service sector, otherwise INDFIN=0. 

 

While the above evidence provides an initial support to our hypothesis, it is observed (in column 3) that 
CGDI_W also has a significant positive correlation with DFL, SIZE, DOL, and INDFIN variables. The 
relationship between the CGDI_W and DFL may imply that companies with more external debt finance require 
compliance with the governance codes. The relationship between the CGDI_W and SIZE may imply that larger 
firms are usually better governed than smaller ones. The relationship between CGDI_W and DOL may imply 
that well managed and better governed firms can afford to use more fixed costs. The relationship between 
CGDI_W and INDFIN implies that firms in the financial sector usually need to comply with the codes of 
corporate governance, due to regulatory supervision by the central bank. In summary, the stocks of 
well-governed firms are likely to be less risky for the investors, but it is depicted that corporate governance itself 
to a large extent is related to other factors. Therefore, the paper proceeds to apply multivariate regressions in 
order to reveal whether corporate governance per se has any significant effect on the level of market risk. 
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The full sample regression results for Model 1 presented in Table 4 reveal that CGDI_W, DFL, MVBV, and DOL 
have a significant effect on the level of market beta. As expected, the coefficient of CGDI_W is found to be 
negative, meaning that the market risk declines when a firm improves the level of corporate governance by 
following particularly the international codes of corporate governance. It should be noted that the coefficient of 
CGDI_W is significant at the 10% level. This may suggest that that effect of improvement in the corporate 
governance on the level of market risk may be weaker and not uniform across the sample firms, which needs to 
be checked. As the first step, we applied step-wise regression method to estimate a parsimonious model by 
eliminating the insignificant variables. The results of Model 2 presented in Table 4 show that the CGDI_W 
remains significant explanatory variable along with the MVBV, EPS, and DOL variables, though the level of 
significance did not change. As a whole, the four variables CGDI_W, MVBV, EPS, and DOL explain about 28.8% 
of the market risk as it is depicted from the level of adjusted R2 value of Model 2. 

 

Table 4. Full sample and marketwise regression results 

 
UAE Markets (Two markets combined) N=95 

Dubai Market 
N=44 

Abu Dhabi Market 
N=51 

Model 1 Model 2 Model 3 Model 4 

Constant 
-0.774 
(-1.329) 

-0.256 
(-0.527) 

-1.993 
(-2.691)*** 

0.901 
(8.368)*** 

CGDI_U 
-0.079 
(1.093) 

   

CGDI_W 
-0.031 
(-1.912)* 

-0.005 
(-1.890)* 

-0.008 
(-2.931)*** 

-0.003 
(1.691)* 

DFL 
-0.049 
(-1.855)* 

 
-0.070 
(-2.743)*** 

 

DIV 
-0.008 
(-1.009) 

   

SIZE 
0.108 
(1.586) 

 
0.539 
(4.412)*** 

 

MVBV 
-0.272 
(-4.386)*** 

-0.254 
(-4.372)*** 

-0.292 
(-3.534)*** 

-0.233 
(-3.472)*** 

EPS 
-0.005 
(-1.606) 

-0.008 
(-2.762)*** 

-0.006 
(-2.031)** 

 

DOL 
0.063 
(1.700)* 

0.077 
(2.676)*** 

 
0.116 
(2.982)*** 

INDFIN 
0.151 
(0.958) 

   

Adjusted R2 0.296 0.288 0.487 0.324 
F Value 5.393*** 13.622*** 11.204*** 12.973*** 

Asterisk * denotes significance at the 10% level. Asterisk ** denotes significance at the 5% level. Asterisk *** denotes significance at the 1% 

level. BETA is stock’s market risk, CGDI_U is unweighted corporate governance disclosure index, CGDI_W is weighted corporate 

governance disclosure index; DFL is degree of financial leverage measured by the debt to equity ratio; DIV is the dividend payout per share, 

Size is the log of average market size of sample firms; MVBV is the average market-to-book ratio of the sample firms; EPS is earning per 

share; DOL is the degree of operating leverage measure as log(EBIT)/log(Sales); INDFIN is the dichotomous variable, INDFIN = 1, if the 

sample firm belongs to Bank and Financial Service sector, otherwise INDFIN = 0. It is noted that, in the Models 2, 3, and 4, we have applied 

the step-wise regression method to remove the variables having insignificant effect on the dependent variable: beta coefficient. Thereby, we 

report the parsimonious models which include only the relevant variables that significantly affect the beta coefficient. If the less important 

variables are excluded from the models, the multicolinearity problem (when the excluded variables are endogenously related to the included 

variables) may be reduced and the coefficient of the included variables will be more consistent and reliable. 

 

In the next step, we examine the effect of corporate governance on the security’s market risk at Dubai and Abu 
Dhabi stock markets separately in Model 3 and Model 4. It is found that the effect of corporate governance 
disclosure on the market risk of security in the Dubai market is much stronger than that in the Abu Dhabi market, 
as depicted by the CGDI_W coefficients of Models 3 and 4. The CGDI_W coefficient of Model 3 that is applied 
on the Dubai market is significant at the 1% level, while that of the Model 4, which is applied on the Abu Dhabi 
market, is significant at only the 10% level. We cannot provide a clear explanation of why the two markets 
within same country behave in this somewhat different manner, but it is likely that Dubai investors are more 
conscious of the governance issues as Dubai becomes a major financial hub in the Middle East region with the 
establishment of Dubai International Financial Exchange (DIFX) in 2005. 
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Although the negative effect of corporate governance disclosure on the level of security’s market risk is found in 
both markets of the UAE, additional efforts are made to examine whether such effects are uniform across the 
different groups of sub-samples. Based on the significant correlation between the CGDI_W and other 
explanatory variables, we have classified samples into different sub-groups: high vs. low financial leverage firms; 
high vs. low operating leverage firms; small vs. large firms; and finance vs. non-finance firms. The detailed 
results of regression analyses that are available in Table 5 below indicate that the effect of corporate governance 
disclosure on the level of security’s market risk is not uniform across the sub-samples. 

 

Table 5. Sub-sample regression results 

Explanatory 
Variables 

1 2 3 4 5 6 7 8 
High 

Financial 
Leverage 

Firms 

Low 
Financial 
leverage 

Firms 

High 
Operating 
Leverage 

Firms 

Low 
Operating 
Leverage 

Firms 

Large 
Firms 

Small 
Firms 

Finance 
Firms 

Non-Finance 
Firms 

N=47 N=48 N=47 N=48 N=50 N=45 N=27 N=68 

Constant 
1.015 -0.93 -4.117 0.739 -3.68 0.83 -0.477 -1.412 

(8.396)*** (-1.316) (-2.866)*** (6.311)*** (-3.099) (6.491)*** (-0.593) (-1.975)* 
CGDI_U 

CGDI_W 
-0.003 -0.004 -0.01 

 
-0.004 0.011 

 
-0.009 

(-1.78)* (3.346)*** (-2.855)*** (-1.941)* (-3.011)*** (-2.356)** 

DFL 
  

-0.056 
 

-0.045 
 

-0.065 
 (-2.491)** (-2.231)** (-2.153)** 

DIV 
       

-0.022 
(-2.603)*** 

SIZE 
 

0.299 
  

0.5 
  

0.232 
(2.601)*** (3.013)*** (2.069)** 

MVBV 
-0.26 -0.218 -0.211 -0.23 -0.279 -0.27 -0.222 -0.286 

(-3.531)*** (-2.452)** (-2.104)** (-3.357)** (-4.031)*** (-3.002)*** (-2.134)** (-4.166)*** 

EPS 
-0.101 

  
-0.005 -0.116 -0.006 

  (-1.681)* (-1.898)* (-2.632)*** (-2.149)** 

DOL 
0.086 

 
0.308 

 
0.11 

 
0.112 0.069 

(1.950)* (3.728)*** (2.545)** (2.201)** (1.768)* 

INDFIN 
 

0.577 
      (2.281)** 

Adjusted R2 0.329 0.352 0.347 0.201 0.451 0.22 0.276 0.37 
F Value 8.508*** 7.382*** 7.123*** 6.921*** 7.699*** 7.193*** 3.473** 10.819*** 

Asterisk * denotes significance at the 10% level. Asterisk ** denotes significance at the 5% level. Asterisk *** denotes significance at the 1% 

level. BETA is stock’s market risk, CGDI_U is unweighted corporate governance disclosure index, CGDI_W is weighted corporate 

governance disclosure index; DFL is degree of financial leverage measured by the debt to equity ratio; DIV is the dividend payout per share, 

Size is the log of average market size of sample firms; MVBV is the average market-to-book ratio of the sample firms; EPS is earning per 

share; DOL is the degree of operating leverage measure as log(EBIT)/log(Sales); INDFIN is the dichotomous variable, INDFIN = 1, if the 

sample firm belongs to Bank and Financial Service sector, otherwise INDFIN = 0. The High Financial Leverage Firms are those with 

debt-equity (DE) ratio greater than the median DE ratio (1.09). The Low Financial Leverage firms are those with debt-equity (DE) ratio 

smaller than the median DE ratio. High Operating Leverage firms are those with DOL ratio greater than median value (16.08) and the Low 

Operating Leverage firms are those with the ratio smaller than the median. The large firms are those belonging to the group above the median 

firm size while the small firms are those belonging to the group below the median. Finance firms are those belonging to banking and 

financial services sectors. It is noted that we have applied the step-wise regression method to remove the variables having insignificant effect 

on the dependent variable: beta coefficient. Thereby, we report the parsimonious models, which include only the relevant variables that 

significantly affect the beta coefficient. If the less important variables are excluded from the models, the multicolinearity problem (when the 

excluded variables are endogenously related to the included variables) may be reduced and the coefficient of the included variables will be 

more consistent and reliable. 

 

It is found that the regression coefficient of CGDI_W for the high financial leverage firms is less significant than 
that of the low financial leverage firms. This may suggest that companies with more external debt finance 
usually maintain a higher level of governance standards by compliance of mandatory governance codes as well 
as voluntary adoption of different good governance measures due to the monitoring of lending agencies. 
Therefore, disclosure of corporate governance information may not provide additional useful information to the 
general investors. If a firm does not borrow a significant amount of money from the external sources then the 
firm is less likely to be monitored by the lending agencies and any disclosure of corporate governance 
information may carry greater importance for the investors. Reviewing the results in columns 3 and 4, it is found 
that the coefficient of CGDI_W is highly significant for the high operating leverage firms, but the coefficient is 
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not significant for the low operating leverage firms. This may suggest that firms with higher business risk must 
show good governance practices, and disclosure of corporate governance information is highly important to the 
general investors. If a firm has low business risks then investors perhaps pay less attention to the level of 
corporate governance as their cash flow may be less affected due to lower business risks. 

It is also found (in columns 5 and 6) that disclosure of corporate governance information has a stronger effect on 
the security’s market risk of the smaller firms relative to that of larger firms. This may be the case because larger 
firms are usually considered less risky. If this is so, then disclosure of corporate governance information may 
carry relatively less importance to the investors. On the other hand, smaller firms are usually considered more 
risky, and any disclosure of corporate governance information is very useful for the investors. It is also found (in 
columns 7 and 8) that disclosure of corporate governance information has no effect on the security’s market risk 
of the finance firms, but has a stronger effect on that of the non-finance firms. This could be the case because 
finance firms are closely controlled and monitored by the central bank and the other government agencies. 
Therefore, the disclosure of corporate governance information by the finance firms may be less important to the 
investors, whereas the non-finance manufacturing, trade and service providing firms are usually not monitored 
by any statutory agency, expect perhaps by the security market authority. Therefore, disclosure of corporate 
governance information by these firms becomes important to the general investors. 

In summary, the study has found that well-governed UAE corporate firms have significantly lower market risk 
after controlling for the other effects. Therefore, we can accept the hypothesis that the better the level of 
corporate governance the lower will be security’s market risk. However, the effect of corporate governance 
disclosure is not uniform across the samples. Particularly, corporate governance disclosure does not display any 
significant effect on the low operating leverage firms or finance firms. 

6. Conclusions 
Corporate governance has drawn significant attention across the globe. The UAE is one such country in the 
Arabian Gulf area that has recently introduced its own code of corporate governance, and made it mandatory for 
the firms listed on the Dubai and Abu Dhabi stock markets. The prior international evidence generally revealed 
that companies that are able to improve their governance standards have received favorable market acceptance, 
resulting in higher market valuation of firms. In this paper, we made efforts to examine from the perspective of 
asset pricing theory why the well-governed firms should receive higher market valuation. The capital asset 
pricing theory suggests that the valuation of low-risk securities is higher because of the lower required return. 
Among the factors that affect the investors’ required return, the security’s market risk (beta) is still considered as 
an important risk factor. Therefore, we hypothesized that disclosure of the information related to corporate 
governance may help reduce the security’s market risk because such information will be useful for the market to 
forecast cash flow more accurately. 

We test several multivariate regression models using the weighted and un-weighted corporate governance 
disclosure indices developed by Hassan (2012). In these models, the market risk factor (beta coefficient) is used 
as the dependent variable while corporate governance disclosure indices are used as explanatory variables. The 
models are tested using a sample of 95 firms listed on the Dubai and Abu Dhabi stock markets. The results show 
that weighted corporate governance disclosure index has a significant negative effect on the security’s market 
risk, yet the effect of un-weighted index is not significant. As a whole, results indicate that improvements in 
governance standards may lead to a reduction of a security’s market risk, although some exceptions are found. 
For example, the disclosure of corporate governance information by the low operating leverage firms and 
finance firms does not affect their market risk. In addition, the effect of corporate governance information 
disclosure is found to be stronger in the low financial leverage firms, high operating leverage firms, and small 
sized firms compare to that of the other groups. 

Therefore, it can be concluded that the securities of well-governed firms may be valued higher because the 
investors require a lower return due to lower market risk. Until evidence is obtained from different international 
markets, we attribute this conclusion only to the UAE capital markets. Policy makers can benefit from the 
finding that only weighted corporate governance index, which emphasizes on the international governance codes 
affects the market risk. This will help them to review local UAE codes for further improvement. Finally, the 
findings of this study leave open the question for future research as to why the impact of disclosure of corporate 
governance information differs across operating and financial leverages, firm sizes, and financial sectors. 
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Notes 
Note 1. http://www.thefirstgroup.com/dubai-property-investment-news/article.php?id=800473760 

Note 2. We have checked the ‘beta co-efficient’ estimates for the sample firms based on the daily stock prices 
and compare them with those calculated based on the weekly price data. The distribution of weekly beta is more 
symmetric than the distribution of the daily beta.  Moreover, it was found that many UAE stocks are not traded 
frequently on the daily basis that may lead to the thin trading bias on the daily beta estimates. Also the standard 
deviation of daily returns is higher than that of weekly returns. Hence, we have relied on the weekly beta to 
avoid daily abnormal fluctuations and thin trading problems. 

Note 3. The annual report is usually published within the first quarter following the financial year and it is the 
main document that contains important discourses on the corporate governance information. 

Note 4. Haniffa and Cooke (2002); Dey (2008); Cheung et al. (2007); Klapper and Love (2004); Haat et al. 
(2008); Hussainey and Al-Nodel (2008); Gandia (2008).  

 

Appendix 
Appendix 1. Items in corporate governance disclosure index 

A Ownership Structure and Investor Relations/Rights 
1 Mention/details of Articles of Association (Articles of Incorporation) 
2 Related party transactions 

3 
Mention of "policies governing related parties transactions"/ pricing policies and terms of these transaction approved 
by management 

4 Treasury stock held by the company  
5 Description of Share classes  
6 List of and number (percentage) of shares held by major shareholders  
7 Notice/mention of (change in) subsidiaries 
8 Proposed Dividends 
9 Basic EPS 

10 Diluted EPS 
11 Convertible securities/bonds/stock dividends-options/ Bonus shares/ dilutive instruments 
B Board and Management Structure/Processes 
1 Board members’ names 
2 Board structure 
3 Term in the office 
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4 Change in Board of Directors (BOD)-Selection, de-selection and re-election procedures of BOD members 
5 Details of directors’ remuneration 
6 How BOD remuneration is calculated/ Article 118 of 1984 Act 
7 Describe Functions and competencies of the BODs and Delegated Management 
8 List of board committees—Audit, remuneration, remuneration, risk management and governance committee 
9 Description of how the BOD will evaluate its own operations 

10 The company’s program/policies for the education of new directors/staff 
C External Auditing Services 
1 Auditor name  
2 Audit and legal/professional fees  
3 Major findings of external audit investigations are disclosed 
4 Policy on relationships with external auditors are spelt out/eligibility for re-appointment for the next year 
D Financial Transparency and Information Disclosure 
1 The company’s accounting policy 

2 
Consistency with international accounting standards/Local accounting standards/regulation central bank-1984 Act; 
Shari’a 

3 Consolidated financial statements 
4 Stock price information/ market information 
5 Chairman’s /BOD statement or report 
6 Managing director’s review Operating & Fin review/Shari’ a Supervisory Board 
7 Internal control Function of Internal audit 
8 Fin Risk & Risk Management 
9 Capital management 

10 Regulatory framework management 
11 Corporate governance statement and awareness 
12 Summary of reports issued by significant analysts, investment banks and rating agencies 
13 Where the company is listed on other markets, disclosure of the application of rules prevailing in such markets 

14 
Disclosure of matters related to AGM; information regarding agenda; information concerning wording of proposed 
resolutions/ Extraordinary meeting 

15 
Statement concerning corporate social responsibility (environmental policy and other public political commitments)/ 
Defined Contribution plan 

16 Employees leave and indemnity/ benefits  
17 Disclosure of penalties, sanctions against or by the company/ legal claims or litigations 

Source: Hassan (2012). 
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