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Corporate risk-taking and national governance
quality: Empirical evidence from MENA emerging
markets

Hamza Almustafa’, Ploypailin Kijkasiwat?, Ammar Jreisat®*, Somar Al-Mohamad* and
Audil Rashid Khaki*

Abstract: Motivated by agency theory, this study seeks to understand the effect of
the country-level national governance system on the extent of corporate risk-taking
in the MENA region. The study employs a two-step generalized method of moments
(GMM) approach to evaluate the influence of governance indicators on the firms’
risk-taking behavior in 459 non-financial firms listed in eight emerging capital
markets in the MENA markets (Iraq, Algeria, Bahrain, Kuwait, Oman, Qatar, Saudi
Arabia, and the United Arab Emirates) region from 2010 to 2019. The results
suggest that countries with better national governance systems tend to incentivize
businesses to undertake risky activities and projects, particularly due to low levels of
government predation and efficient resource allocation. The results also imply that
the economies with stronger governance policies and systems tend to have rela-
tively stable macroeconomic environments and less uncertainty in the government
policies, and therefore, the managers are motivated to undertake projects with
higher risk-return metrics with a considerable potential to contribute to the coun-
try’s economic growth.
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1. Introduction

Corporate risk engagement and exposure have gained much attention among researchers and
practitioners in recent years, particularly, due to the uncertain political and economic environment
in the last decade Harris & Roark, 2019; De Vito & Gémez, 2020). Managerial risk choices and risk-
taking are fundamental to decision-making and have important implications for the firm’s growth,
performance, and survival (March & Shapira, 1987). The existing literature on this theme highlights
that, apart from the firm-level internal characteristics, the corporate’s risk engagement can be
influenced by the external macroeconomic environment to a large extent (Gupta & Krishnamurti,
2018; Tran, 2020). The national governance system is considered an important element in shaping
the country’s macroeconomic environment that eventually shapes corporate policies and behavior.
There is growing evidence and support for the notion that the national governance system gets
reflected in the quality of the institutions, and vice versa, and subsequently determines the culture
of the corporates in the country, which can particularly influence corporate risk-taking activities in
many different ways. Strong and healthy institutions discourage government predation and cor-
ruption, encourage efficient resource allocation, and generate incentives for firms to take under-
take risks and explore opportunities that could lead to greater productivity, generating economic
growth, and higher financial performance (JOHN et al., 2008). These factors encompass economic
stability, regulatory and governance effectiveness, rule of law, accountability, and so forth. Weak
institutions, on the other hand, nourish corrupt practices, inefficient regulatory oversight, and
uncertainty, thereby increasing operational costs and government expropriation of private bene-
fits; therefore, corporate managers are discouraged to engage in projects and activities with higher
risk-return metrics in their investment decisions (Shleifer & Vishny, 1993). It has been established
that poor institutional quality puts strain on the corporates due to weaker governance and
regulatory oversight, often leading to inefficient resource allocation, prevalence of crony capital-
ism, thereby, leading to poor efficiency and profitability (Albaity et al., 2021; Chan et al., 2015).

Though there is a growing interest in the determinants of corporate risk-taking behavior among
academicians and practitioners, equally, the existing literature has largely focused on the devel-
oped economies or emerging economies within their local contexts. In this study, we, therefore,
attempt to examine how the quality of national governance shapes corporate risk-taking activities
across eight countries of the MENA emerging markets, homogenous in certain ways but exhibiting
some diversity in national governance systems. MENA emerging markets can be considered a good
platform to conduct the analyses due to the diversity of national governance systems ranging from
well-developed to underdeveloped capital markets and institutions. The region has fairly homo-
genous social and cultural values and shares a unique geographic, ethnic, and cultural ethos that
considerably distinguishes the corporate behavior in the region from the rest of the world. The
unique demographic and shared cultural values shape the governance structure and the behavior
of the market participants, subsequently shaping its national governance practices and corporate
behavior. Moreover, the economies in the MENA region are largely bank-oriented and have weakly
developed financial markets with very low foreign investments/engagement in their capital mar-
kets. While the countries in the region have scaled up their efforts to modernize their financial
markets in recent years and to improve the corporate investment environment, the region still
presents a distinct identity, in terms of conservative policies, weak investment climate, lack of
dynamism, weak enforcement of minority stakeholders’ rights, weak labor laws, and so forth.

This research contributes to our understanding of how firms in MENA emerging markets imple-
ment their risk management policy and react to the diverse national governance system. The
contextual validation of the determinants of corporate risk engagement may serve as a guide for
corporate managers to be cognizant of the local factors that could affect the evaluation of the
projects and understanding of risk-return metrics. Moreover, policymakers’ understanding of the
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positive effect of national governance quality on corporate risk-taking activities may assist them to
make substantive adjustments to the governance framework and regulation and thus improve
economic efficiency, thereby, encouraging healthy corporate risk-taking that may generate eco-
nomic growth, financial performance, and sustainability

The remainder of this paper is organized as follows. In addition to the introduction presented
earlier, Section 2 analyzes prior literature and develops the research hypotheses. We develop the
research models and methods in Section 3. The results and discussion of the effect of the national
governance system on corporate risk-taking activities are presented in Section 4. Finally, we
conclude, provide implications, and discuss the limitations in Section 5.

2. Literature review

In the last few decades, the impact of national governance on corporate risk-taking and invest-
ment decision-making strategies has gained much attention among research scholars as well as
decision-makers since the increased engagement in risky investments is most likely to lead to
a profound impact on the firm’s financial stability and their long-term operational sustainability.
Although a significant portion of the literature has focused on the effect of corporate size,
governance, and ownership on corporate risk-taking, a growing body of literature has assidu-
ously attempted to examine the external and national factors that affect the level of corporate
engagement in risky business activities. For instance, Bargeron et al. (2010), Bloom (2014), and
Gulen and Ion (2016), among others affirmed the role of economic policy on corporate risk-
taking by influencing the availability of cash and investment capital allocated for risky invest-
ments. Similarly, (Wen et al.,, 2021), found that macroeconomic uncertainty can significantly
reduce the tendency of Chinese companies to undertake and apply risky investments. Along the
same line, Pastor and Veronesi (2012), Liu and Zhong (2017), and Kim (2019) found that
economic policy uncertainty indirectly affects the corporate-risk taking by increasing the cost
of external financing and rising the restrictive loan and borrowing covenants. Analogously,
a more comprehensive work by Tran (2019), has investigated the nexus between corporate risk-
taking and economic policy uncertainty across 18 countries over the period 2005-2016. The
outcomes of the study found that economic policy uncertainty is negatively related to corporate
risk-taking.

A prominent part of empirical research studies the potential impact of national culture on
corporate risk-taking since the differences and distinctions among national cultures often guide
cross-country variations in corporate financial practices and investment decisions (Shao et al,,
2010). The potential persistence and pensiveness of the national culture can be described as a set
of beliefs and values passed on from one generation to another (Grueso & Desarrollo, 2015), For
instance, Li et al. (2013), argued that culture influences corporate risk-taking through its effect on
managerial decision-making and its effect on a country’s formal institutions. Frijns et al. (2022),
used a sample of companies from 48 countries between 1998 and 2019 to examine the impact of
local culture on corporate risk-taking decisions. The outcomes of the study document a positive
relationship between risk-taking and some cultural dimensions such as individualism and manage-
rial overconfidence. Another study by Shen et al. (2022) examined the effect of societal trust on
corporate risk-taking; using data from a large sample of more than half a million companies in 50
countries, they found robust evidence on the nexus between the level of societal trust and risky
investments. The results, however, documented a negative relationship between national govern-
ance and trust and risk-taking decisions in companies that operate in countries characterized by
weak institutional structures.

It has been observed by empirical studies that a wide array of institutional practices, such as
management’s tendency to adopt risky decisions and investments, are influenced by the level of
national governance represented by factors such as investment and financial regulations, law
enforcement, political stability, and accountability. According to Djankov et al. (2007), the quality
of the legal system is a fundamental factor that determines the rights of the main players
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involved in the investment decision i.e. investors and borrowers. Moreover, Michelacci and
Schivardi (2008), claim that higher levels of financial development and stronger protection of
shareholders’ rights can reshape the relationship between the national governance system and
corporate risk-taking. For instance, Stulz (2005) argues that managers are likely to become more
risk-averse under weak institutional settings and vice-versa. Qi et al. (2010) suggest that a firm’s
cost of debt capital can be higher under weak political-institutional settings, which will even-
tually lead firms to borrow less and engage in less corporate risk-taking activities. Recently, Su
et al. (2020), measured the effect of the national government’s decision pertinent to executive
compensations on the risk-taking behavior of Chinese state-owned companies. Based dataset
from 2005 to 2018, the paper concluded that limiting executive compensations drives managers
to engage in more risky investment activities, the study also found a negative relationship
between significant government intervention in corporate practices and firms’ levels of risk
exposure. In more recent attempts, (Cam & Ozer, 2022) examined the impact of country-level
governance such as government effectiveness, quality of regulations, control of corruption, and
the role of law on corporate investment decisions in 65 countries. The outcomes of the study
affirmed that stronger national governance plays an important role in decreasing the level of
financial risk of the companies through less dependence on financial leverage. Similarly, (Liu
et al,, 2021), examined the role of the national legal system in reshaping the investment
decisions in 236 energy firms from the period of 2000-2017. The outcomes of the paper claimed
that the quality of the national legal and regulatory systems exhibits a direct impact on the
trajectory of the investment process and decision in energy sector companies. Collectively, there
has been unanimity among research scholars that the level of national governance can immen-
sely affect corporate risk-taking decisions and could also influence the shape of investment
decisions in many countries and sectors. Despite the number of studies that have been con-
ducted in this field, there is a dearth of research into the effect of national governance and legal
system on the risk-taking decision of companies operating in the MENA region. This study hence
aims at filling this research gap by measuring the effect of the country-level national governance
system corporate risk-taking in eight MENA countries (Iraq, Algeria, Bahrain, Kuwait, Oman,
Qatar, Saudi Arabia, and UAE).

3. Methods

3.1. Sample and data

In this study, we employ data from the World Bank’s World Governance Index developed by
Kaufmann et al. (2011) to proxy for national governance system quality to investigate whether
a country’s national governance system can explain corporate risk-taking activities (represented
by cash flow volatility CFV and the Z-score) across non-financial firms listed in eight of the MENA
region emerging markets. Our sample consists of 459 firms listed in eight counties of the MENA
emerging markets from 2010 to 2019, with a total of 2774 firm-year observations. The sample
comprises 8 countries in the MENA region that share similar economic features while represent-
ing a fairly diversified pool of economies with different ratings for national governance. MENA is
a heterogeneous region with complex economic challenges and the selection of the sample has
been exclusively made on the availability of the data, therefore, in this study, we study how the
national governance quality influences corporate risk engagement in the countries heavily
reliant upon oil exports in the region and include; Iraq, Algeria, Bahrain, Kuwait, Oman, Qatar,
Saudi Arabia, the United Arab Emirates (World Bank Group, 2021). Although some previous
studies examine country-level national governance factors in MENA countries that affect corpo-
rate risk-taking (Elamer et al., 2020; Otero et al., 2019), the evidence from the countries relying
on oil production and export could provide some more insights as the economic challenges faced
by the oil exporting countries are particularly different from those with less reliance on fossil
fuels (Ross, 2019). The sample selection has also considered excluding the outlier effect (or bias)
due to either the Global Financial Crisis or the COVID-19 crisis, which needs a separate evalua-
tion. The sample also excludes financial firms due to their different reporting structure, firms
with missing data, and firms with missing or negative shareholder equity. The data has been
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matched using time-stamping and winsorized at the 2% level to exclude the impact of outliers.
The firm-level data was obtained from the LSEG Refinitiv Reuters Eikon database (previously
Thomson Reuters Eikon). Country-level national governance data was sourced from the World
Bank’s Worldwide Governance Indicators (WGI) project.1

3.2. Measuring corporate cash flow volatility

Following Harris et al. (2019), Bates et al. (2009), Harris and Roark (2019), and Ozkan and Ozkan (2004),
the corporate risk-taking behavior of the firms was proxied using mainly cash flow volatility (CFV),
which is calculated as the standard deviation of cash flow to assets ratio over the sample period.
Furthermore, we follow Diez-Esteban et al. (2019) and employ the Z-score as an alternative measure of
corporate risk-taking, which is calculated as the sum of the return on assets ratio plus the capital asset
ratio divided by the standard deviation of the return on assets ratio over the entire sample period.

3.3. Measuring national governance variables

The World Governance Index (WGI) has played a significant role in the development of literature
on the economic effect induced by national governance quality on firm-level characteristics
(Nguyen et al., 2015). The WGI is a value-weighted average of the six components that include
voice and accountability, political stability and absence of violence/terrorism, government effec-
tiveness, regulatory quality, rule of law, and control of corruption. The indicators are displayed in
standard normal units ranging from approximately —2.5 to +2.5, with a larger value indicating
better national governance quality.

Consistent with prior literature, we find that these indicators are highly correlated with each
other (Nguyen et al., 2015), thus making it difficult to include them together in one regression. For
this reason, in the regression results reported below, we employ a single component in each
regression, separately. Finally, we introduce the overall national governance index into the regres-
sion, which is the weighted-average index of the six constituent dimensions.

3.4. Control variables

We have also included some control variables in the analysis to control for the missing variable
bias that are listed in Table 1 below. These variables include the financial leverage ratio,
tangibility, age, market-to-book value, size, constraints(dividends), and profitability. Financial
leverage is defined as the total debt scaled by total assets, as is commonly defined in the
current literature Guo et al,, 2021; Sun & Ding, 2020). Tangibility is defined as the ratio of
tangible fixed assets to total assets, firm age is defined as the total number of years since
incorporation, the market-to-book value of assets ratio (MB) is defined as the sum of the equity
market value plus the debt book value divided by the sum of the book values of equity and
debt (Diez-Esteban et al., 2019). Firm size is defined as the natural logarithm of a firm’s market
capitalization, dividends represent the financial constraints and are represented by including
a dummy variable equal to 1 for a dividend-paying company and 0 otherwise for the organiza-
tional constraints on undertaking new projects/investments (Khaki & Akin, 2020). Finally, we
account for the firm’s profitability, defined as the firm’s operating income before depreciation
(Christopher Harris & Roark, 2019. The summary statistics of all the variables employed in this
study are presented in Table 1 below.

3.5. Empirical model
We analyze the relationship between corporate cash flow variability risk and country-level national
governance using the following regression:

Yie = Po + aXjp + oMit + pi + 1 + €t (1)

where y;, is represents the cash flow volatility (CFV) of firm i in year t; g, is the constant; « and ¢
are unknown estimated coefficients; X;; is a vector of national governance variables for country j
in year t; M is a vector of explanatory control variables, i.e., financial leverage, tangibility, firm age,
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market-to-book ratio, firms size, dividends, and firm’s profitability; x; represents unobserved firm
fixed-effect; ; represents time-specific effects that are time-variant and common to all compa-
nies, such as the effects of GDP growth, inflation rates, market cycles, or other macroeconomic
conditions; and €;; is the independent error term.

We begin our analysis by employing the baseline panel data methodology based on prior related
literature. In the above baseline model, we further employ both fixed-effect (FE) and system GMM
regressions to investigate the impact of the national governance system on corporate cash flow risk.
Since cash flow variability may have a considerable individual element based on the firm character-
istics, we employ the FE regression model that controls for individual effects and enables us to capture
individual heterogeneity (Guo et al,, 2021), based on the Hausman test. Furthermore, to treat the
potential endogeneity and to provide contextual validation, we apply the system GMM regression. The
two-step system GMM technique involves a system of equations in differences and levels that allow us to
treat all the explanatory variables under categories. Hence, we set all the national governance variables
as exogenous, and some of the firm-level control variables as endogenous. The categorization of all
explanatory variables was based on the results of the endogeneity test.

4. Results and discussion

4.1. Descriptive statistics

To capture a sense of interaction between the national governance system and the corporate cash
flow variability, we begin by examining the correlation among the variables to provide a preliminary
idea of the point-estimate relationship among the variables and the possible strength and interac-
tion among the variables. As indicated in Table 2, there appears to be a considerable interaction.
More particularly, the national governance variables (subindices and the overall index) appear to
demonstrate a considerable and statistically significant positive correlation with the cash flow
volatility risk. Furthermore, the correlation coefficients among the independent variables and the
variance inflation factors (VIFs) revealed in Table 2 suggest that multicollinearity is not a serious
problem in our empirical models. However, there may be collinearity among the governance vari-
ables included in our model, therefore, we split our analysis by employing regression analysis (1-7 in
Table 3 below) for each governance measure/indicator separately.

4.2. Multiple regression analysis

To estimate the relationship between national governance and corporate risk-taking, we employ
the system GMM approach, the results of which are presented in Table 3 below. The model is
estimated at an aggregate level for eight selected countries in the MENA region and analyses the
impact of national governance on corporate risk engagement as per the framework presented in
Eq. (1). The validity of the system GMM was empirically evaluated using the Hansen-J test of over-
identification. The Hansen-J statistic reported in Table 3 supports the rejection of the null hypoth-
esis across all models and confirms that the instruments (as a group) used in our system GMM
model are valid. Moreover, the Wald chi-square statistic reported across all the models suggest the
overall fit of the system GMM model for analysis.

The results show that there is a significant positive relationship between national governance
(overall index and the component subindices, separately) and corporate risk engagement (cash
flow volatility) in MENA emerging markets. Out of 6 components of national governance, 4 are
significantly positively related to corporate risk engagement. The results suggest that the firms in
the region may be encouraged to engage in high-risk investment opportunities and adopt high-risk
high-return business and investment strategies within the governance system which offers higher
political stability, government effectiveness, rule of law, control of corruption, and broadly a robust
and effective national governance system. As reported in Table 3, the national governance vari-
ables—political stability, government effectiveness, rule of law, control of corruption, and the overall
national governance index (NGI) exhibit a significant positive relationship with the cash flow
volatility. The higher engagement of firms with the high-risk projects and activities reported

Page 8 of 18



2156141

Almustafa et al.,, Cogent Business & Management (2023), 10

- cogent.-business & management

/10.1080/23311975.2022.2156141

//doi.org

https:

"SUORIULSP S]GDLIDA J0J T 3)qDL ‘99 "]aA3] %T dY3 1D JUDIBIUBIS, ., 9N %G DY} 1D JUDIYIUBIS, 193] %O0T BY3 10 JUDIYIUBIS, *(3DD) U0NANIIOD JO |043UOD PUD (I TY) MD] 4O BN ‘(JDY)

Aypnb A103pinbay (339) ssauanildeye Juswulanob ‘(IAd) ANjigpas (oa1nod ‘(3vA) AHj1qpIunodoD pup

9210A ‘s]2gD] HOYS S} Ul UBIHIM 3I9M SB)qDLIDA 3JUDUIBACH |DUOIIDU

suonpywi) 80ds 03 anp 910N

18T 00T +:81°0 200 100- 100- 100 280 200 +xL00 +e€T0 €10 4900 €00 e T0- el T0 Angoyold
w 00T we€0 2x610 wel 10 200 #4070~ +4:90°0 2700 +4:50°0 +4:L0°0 +4:90°0 +4:90°0 100- #4070~ SpuUapING
9T 00T +x8E0 000~ 800 €00~ 24xL0'0 #4070 2xl1'0 ++81°0 200 +:81°0 24970~ 2:9T°0- azis
9€'l 00T +x50°0 €10 +4x80°0- w120~ el 10~ w810~ weGT0- el 10~ o 10- weST0- €10 aL
A9 00T ++:80°0 +4:90°0- +:0T°0- e 1T0- :61°0- €10~ L 00~ w010~ 2010 €00~ 960 Wiy
[4%} 00T +++80°0 ex600- 100 €00 100~ 100~ el 10- weET0- 100 Anqibuoy
8¢ 00T 200~ 000~ 100~ +xG00- 200~ 100~ 100~ 144600 aboiana]
(19N) xaput
05T 001 #4xL8'0 +4:58°0 24x08'0 +4:98°0 1:£8°0 2110 24xL0'0 1104970
SET 00T wxBL0 w80 +x60 +x€90 810 «€00 EBB)
59T 00T +x€80 +xGL0 200 2eel 10 100 I
99T 00T +x€80 24690 2exlE0 200 308
6€1 00T 2x090 2xC0 100 339
9T 001 14800 wxl 00 INd
T 00T 4900 IvA
00T D
(I9N) xaput
4IA Knqoyoad azs aw aboy Kymqibuny abnianaq 1104380 Enb) Ept'] 308 3319 Ind EV7 A

4IA 1013D} UOIlD]juUl DUDIIDA PUD XLI3bW UO0I1D]34I0) 7 3|qD L

Page 9 of 18



Almustafa et al.,, Cogent Business & Management (2023), 10: 2156141 O;K-: cogent P b us | Nness & mana ge me nt

https://doi.org/10.1080/23311975.2022.2156141

above may be due to the conjecture that under a robust and efficient national governance system,
corporate insiders tend to be well-protected, government extraction of private benefits appear to
decrease, and the corporate managers perceive an incentive to engage in riskier investment
strategies Boubakri et al., 2013; JOHN et al., 2008; Stulz, 2005; Tran, 2020).

The results reported above are consistent with the “twin agency model” presented by (Stulz,
2005) suggesting the role of the effective national governance system in guiding the firms’ risk
engagement strategies. These results are also consistent with many other previous empirical
studies emphasizing the supportive role of the national governance system in corporate risk-
taking. For example, Boubakri et al. (2013) analyze the impact of political institutions on corporate
risk-taking and report that sound political institutions are positively associated with corporate risk-
taking. Similarly, our results are consistent with Tran (2020) and Boubakri et al. (2013), suggesting
a negative relationship between the level of corruption and corporate risk engagement.

The results also suggest that firms with higher leverage tend to have higher cash flow volatility.
This observation is particularly interesting as one would theoretically expect that the firms with
higher leverage would have more influence of creditors on decision-making and therefore, their
investment strategies would tend to be conservative (Bartram et al., 2012), as opposed to the
findings of this study. However, there is some evidence from the existing literature that supports
the finding that cash flow volatility is often reflected/adjusted in the corporate’s capital structure
Tran, 2020; Harris & Roark, 2019). Moreover, the results also suggest that the market-to-book ratio
is positively related to cash flow volatility, while firms’ profitability, size, and dividends are nega-
tively related to cash flow volatility. These findings are consistent with those of Boubakri et al.
(2013) and Tran (2020). This may be due to the proposition that mature firms tend to have limited
investment opportunities to explore and may, therefore, be hesitant to undertake new projects,
irrespective of the riskiness of the project (Khaki & Akin, 2020). Similarly, firms that are profitable
tend to have a relatively lesser incentive to engage in risky activities owing to the agency theory,
where managers tend to maintain their key performance indicators. Dividends tend to impose
a financial constraint on the firm’s ability to undertake new projects, and therefore, discourage
corporate risk engagement (Khaki & Akin, 2020).

4.3. Robustness checks: alternative measure of dependent variables

To proxy for the “riskiness” of the firm’s activities we mainly use the variation of operating cash
flow to total assets ratio in the previous analyses. The literature also strongly suggests that firm
cash flow volatility (CFV) may be the main determinant of firm default risk (Sun & Ding, 2020).
Hence, we check the robustness of our major results by using the Z-score, a measure of firm
distress and distance from insolvency. Following Diez-Esteban et al. (2019), we calculate it as the
sum of the return on assets ratio plus the capital asset ratio divided by the standard deviation of
the return on assets ratio over the entire sample period.

Robustness results are reported in Table 4, which replicates the models (regression 1-7) pre-
sented in Table 3, except using the Z-score instead of CFV to proxy for the risk-taking strategies,
and applying the fixed-effect approach based on the Hausman test. The FE approach is applied in
robustness analyses to control for time-invariant unobserved characteristics across firms (Nguyen
et al.,, 2015). As can be observed, the empirical analyses revealed in Table 4 have no substantial
changes in the estimates related to those reported earlier in Table 3. We can generally observe
that national governance variables (government effectiveness, rule of law, control of corruption, and
the overall national governance index NGI) still hold the same relations in terms of direction, with
some very minor loss of significance. The major difference is the loss of the explicative power of
the national governance variables while holding the direction of the relationship. While a positive
relationship still holds, the coefficient of the national governance variables becomes less in
magnitude. This loss of explicative power might be the consequence of the alternative proxy of
risk-taking strategies (Z-score), which is focused on the probability of default and solvency, which
at the end of the day, are the consequences of corporate cash flow volatilities. On the other hand,
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leverage, market-to-book value, firm size, dividends, and profitability seem to be impervious to
changes in corporate risk-taking strategies. Nevertheless, we believe that the results reported in
Table 4 with the Z-score variable are quite consistent, supporting the general robustness of our
major findings presented in Table 3.

5. Conclusion and implications for practice

5.1. Conclusion

This study investigates the role of the country-level national governance system in shaping
and affecting firm-level risk-taking strategies in the MENA emerging capital markets. Given
the robustness of our empirical evidence to alternative estimation approaches and various
corporate risk-taking proxies, we can conclude that a country’s national governance system
has a significant impact on firm-level corporate risk-taking activities in the MENA region,
where national governance system quality varies and ranges from developed to underdeve-
loped. Using a sample of 2774 firm-year observations from 459 non-financial firms listed in
eight emerging capital markets of the MENA countries, we find that in countries with high
national governance quality, firms engage in higher risk-taking activities. We argue that
a higher national governance system protects shareholders through efficient allocation of
resources, prevents systematic risk, and minimizes government predation and extraction of
firms’ assets, providing fewer career concerns; therefore, corporate managers are incentivized
to take the risk.

5.2. Implications for practice

Studying the effect of national governance system quality on firm-level risk-taking strategies
can offer useful guidelines for corporate managers and policymakers. Our results show that
risk-taking activities at the firm level are affected by the national governance factors pre-
vailing in the country. We report a significant positive relationship between the national
governance index and subindices and corporate risk-taking strategies, attributed to
a decrease in uncertainty about government policies and a safer macroeconomic business
environment.

Bartram et al. (2012) argue that idiosyncratic risk (i.e., firms engaging in risky activities) is
important for large numbers of imperfectly diversified investors; it is also relevant for the
expected returns. Consequently, governments in the MENA emerging markets need to under-
take necessary reforms to control corruption, enhance accountability, and enforce laws and
contracts better, which, therefore, decrease government predation and extraction to achieve
overall growth and innovation, and encourage investment at the firm level. Notably, the
region, in general, observes strict controls on corporate activities, has weak enforcement of
minority stakeholders’ rights, weak proprietary rights, relatively higher risk of expropriation,
hydrocarbon-based undiversified economies, and a conservative ownership structure.
Corporate risk engagement becomes further complicated due to the weak development of
the financial markets in these bank-dominated economies, leading to substantial constraints
on the managers to undertake projects with considerable risk and potentially higher profit-
ability. It may, therefore, be concluded, that the firms in the region largely follow the agency
theory in their corporate risk engagement, given the rather homogenous macroeconomic
environment of the selected economies in the region.

5.3. Limitations and directions for future research

The study has been conducted on a limited sample of countries with fairly homogenous economic
and cultural characteristics. It would be interesting to evaluate whether or not the relationship
holds for a larger sample in the MENA region and also to see how the relationship will respond to
different industry and macroeconomic controls in a larger sample of countries in the region.
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