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Institutional quality and firm-level financial
performance: implications from G8 and MENA
Countries

Tarek Ibrahim Eldomiaty®*, Marina Apaydin®, Ahmed El-Sehwagy? and
Mohamed Hashim Rashwan?

ABSTRACT: This paper examines the effects of institutional quality on firm-level
financial performance. The data include non-financial firms listed in stock
exchanges in G8 and MENA countries. The total number of firms in the G8 and MENA
is 347 and 389, respectively, covering the period 2017-2020. The results show that,
in the G8 countries, institutional quality is associated significantly and positively
with asset efficiency, expense control, debt financing, and liquidity. In the MENA
countries, institutional quality is associated significantly and positively with liquidity
and profitability, but negatively with asset efficiency, expense control, and debt
financing. The results show that the effect of corporate size is asymmetrical. The
results also reveal a significant institutional convergence between G8 and MENA
countries in terms of voice & accountability, political stability, and government
effectiveness. Nevertheless, institutional quality in the G8 is better off that of the
MENA countries in terms of Rule of law, Control of Corruption, and Regulatory
Quality. The results also show that the duration of improvement in institutional
quality takes between 2-4 years to have a significant effect of firms’ financial
performance. This paper offers a contribution to corporate managers in terms of
offering a guide to design financial strategies that adapts to the quality of institu-
tions in the respective countries. A further contribution is offered to policy makers in
terms of offering a road map to improve institutional quality that helps improve the
financial performance of the business sector.

Subjects: Macroeconomics; Political Economy; Corporate Finance

Keywords: Institutional Quality; MENA; G8; Firm-level Financial Performance; Duration

JEL Classifictaion: M21

1. Introduction

The progress of corporate financial performance reflects management effectiveness and efficiency
in utilizing corporate resources. Significant benefits are realized to a country’s economy when the
aggregate financial performance improves at the country level (Naser & Mokhtar, 2004).
Accordingly, the differences between corporate financial performance across countries can be
examined from institutional view. Countries that are relatively characterized by strong institutions
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must be different from those characterized by weak institutions. The institutional economics
theory (D. C. North, 1990; D. North, 1992a, 1992b) interprets the differences between developed
and developing countries, that is, developed countries adopt and develop institutional arrange-
ment stronger than developing countries. This understanding carries implications at the micro
level as the Transaction Cost Theory (Williamson, 1985, 1991) offers evidence that economies with
high quality institutions make are associated with lower transactions costs than low quality
institutions. That is, low transactions costs enable the country and the company to allocate
resources in an efficient way that reflects on corporate financial performance.

1.1. Objectives
This paper aims at fulfilling the objectives that are as follows.

(1) Examine the potential effects of World Governance Indicators (WGIs) on different dimen-
sions of corporate financial performance.

(2) Examine the time (years) required for an improvement in WGIs is reflected on different
dimensions of corporate financial performance. In this paper, this effect is referred to as
“Duration.”

(3) Examine the potential effects of comparative differences between strong vs weak country
governance on corporate financial performance.

1.2. Contribution

This paper contributes to the literature in terms of examining an extending line of research that
associates the effects of institutional changes on firm-level financial performance. Furthermore,
this paper offers a validation methodology that involves a comparison between developed coun-
tries (being known with relatively strong institutional arrangement) and developing countries
(being known with relatively weak institutional arrangements).

2. Testing the convergence versus divergence of institutional quality

As far as observed differences in institutional quality in developed and developing countries can be
traced by simple comparisons, a scrutiny is required in statistical terms. This is a prerequisite step
to make sure whether the quality of the institutions in both groups is in a state of convergence or
divergence. To that end, Mann-Whitney Test can be used to examine whether the pillars of WGI
differ significantly (Mann & Whitney, 1947). The results are reported in Table 1.

The results in table 1 show that the differences between the pillars of institutional quality in the
G8 and MENA countries are significant. These results offer an initial source of robustness in terms

Table 1. The results of testing the significance of institutional quality

World

Governance

Indicators G8 countries MENA countries P-Value (two
(WGIs) (Mean Rank) (Mean Rank) Z value tailed)
Voice and 2170.3019 848.6926 —42.204 0.00
Accountability

Political Stability No 2032.0598 972.0881 -33.807 0.00
Violence

Government 2115.1427 897.928 -38.826 0.00
Effectiveness

Requlatory Quality 2105.3001 906.7135 —38.238 0.00
Rule of Law 2071.389 936.9826 -36.214 0.00
Control of 2025.7363 977.7325 —33.436 0.00
Corruption
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Table 2. The Development of Research Hypotheses

Hypotheses References

A significant association exists between WGIs and Gupta (2011), Sokolov and Solanko (2017)

Total asset turnover

A significant association exists between WGIs and Mitton (2004), Benavides et al. (2016) and Hofmann

Dividend payout ratio (2018)

A significant association exists between WGIs and Mueller and Stewart (2011), De Schoenmaker et al.

Operating Expenses/Total Assets (2014)

A significant association exists between WGIs and Gupta (2011), Kyaw et al. (2011), Awartani et al.

Long-term debt ratio (2016), Li et al., (2016a), Nifo et al. (2018) and Van Vu
et al. (2018)

A significant association exists between WGIs and Gupta (2011), Dicko (2016) and Smith (2016)
Inventory current assets

A significant association exists between WGIs and Girard and Sinha (2008), Desbordes (2010), Kriel
Earnings yield (2012), Y. Wang and You (2012), Chadee and Roxas
(2013), Sokolov and Solanko (2017) and Kagzi and
Guha (2018)

of examining two groups of countries that differ significantly. To that end, these results indicate
that the institutional quality in the G8 and MENA countries is in a state of diversions.

3. Indicators of institutional quality and firm-level financial performance

Williamson’s (1985, 1991) work offers extended opportunities to examine the potential effects of
economic governance at the firm level. Generally, the financial performance is a measure of the
corporate ability to obtain and allocate resources in a range of methods in order to achieve
a competitive advantage (Ilesanmi, 2011; Iswatia & Anshoria, 2007). Kaufmann et al. (2011), La
Porta et al. (1998), and Djankov et al (2007, 2008) indicate that the database of WGIs are up-to-
date, time-varying indicators that measure country-level governance. Cam and Ozer (2022) argue
that for the firms operating in countries with stronger governance, the leverage decreases while
increasing the maturity of their debt. Benavides et al. (2016), Hofmann (2018), and Mitton (2004)
report that dividends payout ratio is positively associated with the WGIs. That is, dividends payout
increased in the countries with higher governance scores, thus firms pay less volatile dividends in
high governance countries. Awartani et al. (2016) and Diamond (2004) report that, in the MENA
countries, higher-quality institutions are associated with high dependence on long-term debt.
Thus, a greater use of long-term borrowing by corporations in the MENA region is associated
with high rule of law, better regulatory quality, and government effectiveness. Nifo et al. (2018)
show that an improvement in the institutions leads to a decrease in the number of firms that
borrow loans, implying that institutional quality has a negative association with corporate debts.

3.1. Voice & accountability and corporate financial performance

The foundations of economic governance offer extending evidence that corporate financial per-
formance and political influence are not separated. This impact is documented in several
studies such as Bloom et al. (2007) and Pastor and Veronesi (2013. E. T. Gomez and Jomo (1997)
conclude that political connections are closely related to favoritism. The favoritism in governmen-
tal decisions can influence the financial performance of firms. Duchin and Sosyura (2012), Cohen
et al. (2011), and Goldman et al. (2009) find that firms can receive more government investment if
they have stronger political connections. The latter helps firms in the verge of a financial crisis
(Faccio et al., 2006) and firms are unlikely be charged with fraud (Cooper et al,, 2010; Yu & Yu,
2011). Sokolov and Solanko (2017), Boubacar et al., (2013), A. Li and Xia (2013), Dicko and Breton
(2013), Dicko and Khemakhem (2015), and Dicko (2016) report that firms that have political
influence exhibit higher profitability and retain larger financial investments than non-influential
firms. Bunkanwanicha and Wiwattanakantang (2009) and Maaloul et al. (2018) argue that the
political connections help firms secure changes in the regulatory environment and improve both
financial performance and value. Moreover, Agrawal and Knoeber (2001), Khawaja and Mian,
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(2005), Faccio (2006), Claessens et al. (2008), Cull et al. (2015), C. J. Chen et al. (2011, 2014),
Boubakri et al. (2012, 2013), Yeh et al. (2013), Yang et al. (2014), Lashitew (2014), and Preuss and
Konigsgruber (2021) offer evidence on the easiness to borrow a loan from the bank when firms
have good political connection, which, therefore, increases the value of firms and improves
financial performance (Fisman, 2001; Johnson & Mitton, 2003; Ramalho, 2007; Roberts, 1990).
Accordingly, Bliss and Gul (2012), Ebrahim et al. (2014), and L. Wang (2015) report that politically
connected large firms are significantly associated with higher leverage.

Nevertheless, Fan et al. (2007) show that firm efficiency may erode as a result of political
connections through replacing professionals with friends in board positions or disposing assets
of the firm to political beneficiaries (Mironov & Zhuravskaya, 2016).

3.2. Political stability and corporate financial performance

A safe environment without instability in politics is an essential need for businesses to develop and
thrive financial performance. Hoti and McAleer (2004) defined the political risk as a non-business
risk introduced strictly by the political forces. Demirbag et al. (2007), Bechtel (2009), Desbordes
(2010) and Kyaw et al. (2011), N. Jensen (2008), Meyer et al. (2009), Kesternich and Schnitzer
(2010) Al Khattab et al. (2011), N. M. Jensen and Johnston (2011) argue that political risk is quite
important in terms of corporate financial and operations. In Africa, political risk is usually relatively
high due to political violence, emergence of extreme poverty, corruption, government instability,
and concentration of wealth (Carey, 2007; Desbordes, 2010; Kesternich & Schnitzer, 2010;
N. M. Jensen & Johnston, 2011). Therefore, when corporations expand their activities in emerging
markets like Africa, political risk turns out to be an inevitable variable. This is due to the power
exercised by the governments in these markets (Barro, 1991; Girard & Sinha, 2008; Hosny, 2017;
N. Jensen, 2008). The political instability in the MENA region specifically after the Arab Spring has
been examined by Ghosh (2016) and Matta et al. (2018). These studies show how the return and
volatility in banks in MENA economies were influenced by the Arab Spring. The findings also
showed that there is an asymmetric influence on the returns caused by political uncertainty that
occurred as a result of the Arab Spring. Simser (2011) argues that as far as terrorism is a cause of
political instability, it affects corporate financial performance and profitability. Larobina and Pate
(2009) indicate that the objective of terrorism is to disrupt and destroy businesses. Therefore, it is
critical for governments to work on stabilizing global economy by destroying terrorism from the
country. There is a wide agreement that the demand on travel is greatly influenced by terrorism.
Goodrich (2002), Mueller and Stewart (2011), and Z. Chen et al. (2017) found that there is
a negative impact of terrorism on high oil cost on the airline industry. Gupta (2011) found that
the financial performance of the tourism firms has also been affected negatively by the terror
attack. Nevertheless, Girard and Sinha (2008) and Desbordes (2010) claim that the high political
risk is related with higher expected returns due to the increase of uncertainty. In addition, Kriel
(2012) examined the corporations working in Africa and conclude that the relationship between
political risk and financial return is positive.

3.3. Government effectiveness and corporate financial performance

Government effectiveness includes many elements such as quality of bureaucracy, infrastructure,
quality of primary education, and satisfaction with the education system (Husna & Satria, 2019).
Rajan and Zingales (2003) measured the relationship between the quality of bureaucracy and
financial market development by examining the extent to which the two components of state
bureaucratic performance, public good provision and rule enforcement, constitute the require-
ments for firm development and financing. Tyler and Steensma (1998) and Barker and Mueller
(2002) examined the impact of education on the firm’s performance, especially the education of
employees. They found that the type of certificate obtained by the CEO affects the funding of both
research and development in the firm, thus affecting the firm’s performance in terms of produc-
tivity and finance. Nevertheless, other studies reported an inverse relationship between educa-
tional qualifications of employees and financial performance (Adams & Ferreira, 2009; Boadi &
Osarfo, 2019; Haslam et al., 2010), while Bear et al. (2010) and Post and Byron (2015) reported
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a positive relationship. There are several theories including Agency Theory, Stewardship Theory,
Upper Echelons Theory, Convergence Theory or “Catch up Effects,” Resource Dependence Theory,
and Social Identity Theory that have confirmed the existence of a positive relationship between
educational qualifications of members of the board and corporate financial performance (Cheng
et al,, 2010). But the Social Identity Theory has supported the existence of an inverse relationship
(Cannella et al,, 2015; Kim & Kim, 2015; M. Ali et al., 2014). The association between public
spending and government efficiency received an extending interest. Aschauer (1989), Fisher
(1997), Banchuenvijit and Pariyanont (2012), De Schoenmaker et al. (2014) reported that public
infrastructure had a significant impact on the performance of firms in the private sector, especially
profits. On the contrary, few studies reported a negative relationship between government effec-
tiveness and corporate financial performance. Mahadeo et al. (2012), Hafsi and Turgut (2013), and
Kagzi and Guha (2018) have shown that there is a negative relationship between educational
qualification and the diversity for the board members and employees and the financial perfor-
mance of firms. Ujunwa (2012) and Tacheva and Huse (2006) also added that board members with
higher levels of education negatively affect the firm’s performance.

3.4. Regulatory quality and corporate financial performance

Government regulatory quality includes different elements such as discriminatory taxes, extent
and effect of taxation, bureaucratic inefficiency, and burden of government regulations (World
Bank report, 2019; G. Fogel & Zapalska, 2001; Geiger & Hoffman, 1998; Norton, 1998). Several
studies have revealed that bureaucratic deficiencies lead to an increase in unnecessary costs that
firms bear when involved in doing business with the government. These costs include direct
financial costs in addition to the time and effort involved to complete these transactions
(F. A. Ali et al,, 2010; K. Fogel et al,, 2006; Puffer et al., 2010). It has been documented that in
emerging economies governments exercise regulatory pressures that have a strong impact on
firms, especially when it comes to firms that use more energy and have sensitive environmental
consequences (Li etal., 2016; D. Li et al., 2017). The impact of corporate taxes, being controlled by
sovereign institutions, is also documented in the literature (Musgrave & Musgrave, 2004;
Nwezeaku, 2005; Ojo, 2008; Soyode & Kajola, 2006). Several studies revealed a negative impact
of taxes on financial performance (De Mooij & Ederveen, 2003; Gatsi et al., 2013; Mucai et al., 2014;
Onuorah & Chigbu, 2013). Beigi et al. (2013), Kurawa and Saidu (2018) and Olatunji and Oluwatoyin
(2019) further indicate that corporate financial performance can improve by using the services of
tax experts, which is a part of regulatory quality, to participate in legal tax planning such as
structuring intra-firm debts until the net tax payments are reduced. This exercise results in an
increase in net income after taxes which leads to an increase in corporate profits. In addition, Hoyt
(2007) and Rohaya et al. (2010) showed the impact of taxes on the financial performance of firms
being a reason that encourages investors to invest abroad. Nevertheless, other studies have been
conducted using data from a large-scale firm, and the results reveal that regulatory quality has
significant negative impacts on corporate financial performance and growth of the firm (Aidis &
Adachi, 2007; Aidis et al., 2008; Chadee & Roxas, 2013; Puffer et al., 2010).

3.5. Rule of law and corporate financial performance

Rule of law includes many different elements such as the quality of contract enforcement, property
rights, the police, and the courts, as well as the likelihood of crime and violence (Vu et al., 2019).
Hausmann et al. (2005), K. Fogel et al. (2006), Haggard et al. (2008), and D. North (1992a, 1992b)
indicate that the rule of law helps create a business environment that leads to growth by
protecting property rights, business transactions, and ensuring financial stability for firms.
L. Gomez (2016) reports strong evidence on the existence of a positive and significant relationship
between the rule of law and sales growth. The impacts of crime and violence being part of the rule
of law are documented in the literature. Anderson (1999) and Roxas et al. (2012) conclude that
these two factors are costly for individuals and institutions because public expenditure is reallo-
cated to finance crime prevention and treatment instead of enhancing growth and productivity for
the country. In terms of property rights, L. Gomez (2016) indicates that the security of property
rights greatly affects the size of corporate investments and efficiency. In terms of contract
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enforcement, Dixit and Pindyck (2012) indicate that the weak contract enforcement has an impact
on investment through several channels leading to an increase in the level of unpredictability and
risks that surround business projects. These consequences have inverse impacts of corporate
financial performance in the form of increasing operating costs. Nevertheless, Chadee and Roxas
(2013) report that the rule of law has strong negative effects on both corporate financial perfor-
mance and innovation.

3.6. Control of corruption and corporate financial performance

Corruption is generically considered a bad use of delegated power to achieve private gain
(Calhoun, 2011; Transparency International, 2010). In terms of government governance,
N. M. Jensen et al. (2010) refers to corruption as how to satisfy government officials to obtain
private monetary or non-monetary gains. The reason for the prevalence and existence of
a relationship between government corruption and business corporations in some countries is
the lack of transparency in government laws, regulations, and procedures. In addition, the pre-
sence of government agencies charged with arbitrary regulatory powers and weak judicial over-
sight cause increases in business transaction costs. The latter lead to negative consequences, such
as impeding business development, preventing business start-ups, lowering corporate productivity,
thus impacting financial performance (Ahlstrom & Bruton, 2010; Aidis & Adachi, 2007; Aidis et al.,
2008; Jain, 2001; Ojeka et al., 2019; Puffer et al,, 2010; Van Vu et al., 2018). The findings of Smith
(2016) and Dutta and Sobel (2016) show specific firm-related consequences of corruption. That is,
firms operating in more corrupt areas manage liquidity downward by holding less cash and usually
depend on more debt financing. Therefore, the increasing leverage results in lower profits. There
have also been empirical results that corruption and crime reduce the competitiveness of firms
(Athanasouli et al., 2012; Fisman & Svensson, 2007; Gaviria, 2002; Nguyen & Van Dijk, 2012; Rand &
Tarp, 2012). Nevertheless, other studies in the literature document contrarian impacts of corrup-
tion. That is, corruption may have a positive side. For instance, Lui (1985) indicates that corruption
helps firms to achieve the desired goals or overcome bureaucracy, regulations, or complex
procedures that are not clear. As a result, firms will be able to save the time needed to do business
more quickly or “greasing the wheels,” which in turn will increase firm growth and improve the
financial performance of the firms (Acemoglu & Verdier, 2000; Kalyuzhnova & Belitski, 2019; Méon
& Weill, 2010; Sahakyan & Stiegert, 2012; Vial & Hanoteau, 2010; Wei, 1998). De Jong et al. (2012)
considered that the informal costs that a firm incurs to conduct business may help overcome the
challenges they face in entering new markets and will also help firms levering up financial
performance. Williams and Martinez-Perez (2016), Ayaydin and Hayaloglu (2014), and Y. Wang
and You (2012) indicate that developing economies are characterized by the presence of formal
institutional defects such as weak rule of law and ineffective public administration that associate
the payment of bribes to corrupt public officials and the advances in corporate performance.

4. Hypotheses
The above-mentioned related studies help developing the testable hypotheses as listed in Table 2.

5. Data, variables, and statistical estimation

5.1. Data

The data are divided into two groups. The first group includes corporate data that are obtained
from the financial reports of non-financial firms listed in the major indices in the G8 and the MENA
region countries. The G8 countries include Canada, France, Germany, Italy, Japan, Russia, United
Kingdom, and United States of America. The MENA countries include Bahrain, Egypt, Iraq, Jordan,
Lebanon, Morocco, Oman, Saudi Arabia, Tunisia, and United Arab Emirates. This paper examines
a total of 347 non-financial listed firms in the G8 countries and 389 non-financial listed firms in the
MENA region. The data cover the years 2017-2020. The second group of data is institutional data
related to WGIs that are compiled and available at World Bank Government Governance Indicators
(http://info.worldbank.org/governance/wgi/).
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5.2. Dependent variables

The dependent variables are the main indicators of corporate financial performance, namely Total
Assets Turnover, Dividend payout ratio, Operating Expenses to Total Assets ratio, long-term debt
ratio, Inventory to total current assets, and Earnings Yield.

5.3. Independent variables

The independent variables are classified into three groups. The first group includes the compo-
nents of WGIs being used as proxies for institutional quality, namely (a) Voice and accountability,
(b) Political Stability and no violence, (c) Government Effectiveness, (d) Regulatory Quality, (e) Rule
of Law, and (f) Control of Corruption. The second group includes proxies for the country effects
(dummy variables that take binary values). The third group includes proxies for the duration of
WGIs being measured in this paper as the number of years for an increase (improvement) in
institutional quality to reflect as increase in corporate financial performance. The descriptive
statistics of the variables are reported in the Appendices (a) and (b).

6. Results and discussion

6.1. The association between WGIs and Corporate assets efficiency

The results reported in Table 3 shows the association and significance and trend of the association
between WGIs and corporate asset efficiency being measured by total asset turnover. The results in
Table 3 show that in the G8 countries, the voice and accountability have positive and significant
impacts on corporate total assets turnover. The same association is reported in the MENA region.
These results contradict previous results reported by Sokolov and Solanko (2017) as they report
a positive association between political connection of the firms and corporate assets turnover. In
the case of the G8, the results show that political stability has a positive effect on the corporate total
asset turnover. This finding is consistent with previous results reported by Gupta (2011), although
using tourism firms. The results in this paper extend this effect to other firms which turns the effect of
political stability universal. The results in the MENA countries show that the relationship between the
political stability and the corporate total asset turnover is negative and statistically significant.

The dependent variable is Total Asset Turnover that is being used as a measure for Corporate
Asset Efficiency. The independent variables include the six pillars of WGI as well as dummy
variables that capture the effects of duration, size, and country effects. The estimation method
is called Fully Modified Least Squares (FMOLS). Outliers detected are removed. The data fit the fixed
the effects using Hausman test (Hausman & Taylor, 1981; Hausman, 1978). The results are
reported in Appendix (c). The multicollinearity is examined, and the variables are associated with
VIF<10; the results are reported in Appendix (d). The linearity versus nonlinearity is examined
using the Regression Equation Specification Error Test, RESET (Ramsey, 1969; Sapra, 2005; Thursby
& Schmidt, 1977; Thursby, 1979; Wooldridge, 2006). The results are reported in Appendix (e). The
Heteroskedasticity is examined using Breusch-Pagan/Cook-Weisberg test. The hypotheses are Ho:
The data has Constant variance; H1: The data has varying variance. The results show that the
variances of residuals are not constant, which requires the use the robust estimators. The results
are reported in Appendix (f). The estimating equation of the fixed effect linear model takes the

k
form of Least Squares Dummy Variables (LSDVs) that follows. yi = ax + Y. SikXiy + 4k + v Where
i=1

t=1, ... ., n; k=number of firms in each group; y, =Corporate financial indicators (Total asset
turnover, Dividend payout ratio, Operating Expenses/Total Assets, Long term debt to assets ratio,
Inventory current assets, Earnings yield); X, =Six pillars of World Governance Indicators; A=
Random error term due to the individual effect; v, = Random error. The long-run covariance
estimate; Bartlett Kernel, Andrews bandwidth=23.00. The coefficients estimates are adjusted
using White heteroskedasticity-consistent standard errors and covariance.

In the case of government effectiveness, the results for the G8 countries show positive and
significant association with total asset turnover. These results are also documented by Cheng et al.
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(2010) and Boadi and Osarfo (2019). The authors in the current paper indicate that the positive
association is due to the quality of public services such as the quality of education offered in the G8
countries. Nevertheless, in the MENA countries, the results show negative and statistically signifi-
cant association with total asset turnover. This result is reported by Ujunwa (2012) that indicates
a negative association exists between educational quality and firm financial performance. In the
case of regulatory quality, the results in the G8 countries show positive association with total asset
turnover. This result is also reported by D. Li et al. (2017) and Kurawa and Saidu (2018). The
authors in the current paper indicate that the positive association is likely due to bureaucracy
efficiency and the improvement in the tax authority (no discriminatory taxes imposed), which help
corporations increase investment and assets, thus the total asset turnover. But in MENA countries,
the regulatory quality is negatively associated with corporate total asset turnover. In the case of
the rule of law, the results in the G8 countries show positive and significant effect on corporate
total asset turnover. The authors argue that the rule of law is usually associated with high
transparency and efficiency of judicial system, which help creating a good business environment,
including corporate asset turnover (L. Gomez, 2016)

Nevertheless, the results in the MENA countries show a negative effect total asset turnover. The
authors argue that in the MENA countries, which are usually associated with weak governance
scores, business affairs are run informally at large. The rule of law, in terms of equal treatment and
law enforcement, leads to slowing down business operations. In the case of control of corruption,
the results in the G8 countries show positive association with total asset turnover. Nevertheless,
Asiedu (2002) and Asiedu and Freeman (2009) report opposite findings. That is, a negative
relationship exists between corporate investment growth and corruption. This negative effect is
also observed in the MENA countries. It is worth noting that the differences in the results reported
in the G8 and the MENA companies offer further support to the significance of institutional
developments that support country as well as company performance (D. C. North, 1990). The
results of the duration of institutional quality show that it takes between two to four years for each
pillar of the WGIs to make an effect on corporate total asset turnover. This length of time does not
differ between G8 and MENA region. The significant effect of firm size is also reported in several
studies in the literature such as Niresh and Velnampy (2014), Husna and Satria (2019), and Becker-
Blease et al. (2010). Regarding the country effect, the results show that the relationship between
each pillar of the WGI and the corporate total asset turnover varies across countries either in the
G8 or the MENA countries. These findings extend those reported by several studies such as Furman
(2000), Ghemawat (2003) and Hawawini et al. (200%4).

6.2. The association between WGIs and corporate dividends

Table 4 shows that the results for the relationship between WGIs and dividends payout ratios are
insignificant statistically, although several studies report the otherwise (Benavides et al., 2016;
Hofmann, 2018). The results in Table 4 also show that the duration of institutional quality in the
MENA countries takes four years until voice and accountability and control of corruption make
a negative effect on corporate dividends payout. Regarding the firm size, in the G8 countries, the
results of growth of sales and growth of assets show positive effects over years and across
companies and countries. These results extend the findings reported by Vu et al. (2019) and
Hung et al. (2021). Regarding the country effects, the results in Table 4 show that institutional
quality varies across countries (Furman, 2000; Ghemawat, 2003; Hawawini et al., 2004). It is also
worth noting that in MENA region, the results show that the effect is positive in few countries,
while in the G8 countries, the results show that the effect is negative in Japan only.

The dependent variable is corporate dividend payout. The independent variables include the six
pillars of WGI as well as dummy variables that capture the effects of duration, size, and country
effects. The estimation method is Fully Modified Least Squares (FMOLS). Outliers detected are
removed. The data fit the fixed the effects using Hausman test (Hausman & Taylor, 1981;
Hausman, 1978). The results are reported in Appendix (c). The multicollinearity is examined, and
the variables are associated with VIF <10 (the results are reported in Appendix (d)). The linearity
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versus nonlinearity is examined using RESET (Ramsey, 1969; Sapra, 2005; Thursby & Schmidt, 1977,
Thursby, 1979; Wooldridge, 2006). The results are reported in Appendix (e). The Heteroskedasticity
is examined using Breusch-Pagan/Cook-Weisberg test. The hypotheses are Ho: The data have
Constant variance; H1: The data have varying variance. The results show that the variances of
residuals are not constant, which requires the use the robust estimators. The results are reported
in Appendix (f). The estimatingkequation of the fixed effect linear model takes the form of

LSDVs that follows. yy = ax + Y fiXiw + Ak + vu; Where t=1, ... ., n; k=number of firms in each

group; y,, = Corporate ﬁnoncialfilndicotors (Total asset turnover, Dividend payout ratio, Operating
Expenses/Total Assets, Long-term debt to assets ratio, Inventory current assets, Earnings yield);
X, = Six pillars of World Governance Indicators; 4= Random error term due to the individual effect;
vy = Random error. The long-run covariance estimate; Bartlett Kernel, Andrews bandwidth =23.00.
The coefficients estimates are adjusted using White heteroskedasticity-consistent standard errors
and covariance.

6.3. The association between WGIs and corporate expense control

The results in Table 5 show that in the G8 countries, voice and accountability have a positive
relationship with expense control (being measured as operating expense to total asset). The
plausible interpretation of the positive association of voice and accountability is that corporations
in the G8 countries are working in a transparent government policymaking with minimal favoritism
in decisions of government officials. In this case, transparency helps firms allocate resources
efficiently, thus reducing the operating expense. That is, firms can control the expense.
Nevertheless, in the MENA region, the results show that voice and accountability have
a negative relationship with expense control. In the case of political stability, the results for the
G8 countries show that a positive relationship is observed with expense control. The authors
suggest that an increase in political stability is usually associated with the stability of government
policies. The latter help corporations control expenses. In MENA region, the results are opposite.
That is, higher political stability leads to lower expense control. This result is reported by Mueller
and Stewart (2011). They report that an increase in corporate operating cost is due to the increase
in terrorism being a cause of political instability.

The dependent variable is Corporate Expense Control (Operating Expense to Total Assets). The
independent variables include the six pillars of WGI as well as dummy variables that capture the
effects of duration, size, and country effects. The estimation method is FMOLS. Outliers detected
are removed. The data fit the fixed the effects using Hausman test (Hausman & Taylor, 1981;
Hausman, 1978). The results are reported in Appendix (c). The multicollinearity is examined, and
the variables are associated with VIF <10 (the results are reported in Appendix (d)). The linearity
versus nonlinearity is examined using RESET (Ramsey, 1969; Sapra, 2005; Thursby & Schmidt, 1977,
Thursby, 1979; Wooldridge, 2006). The results are reported in Appendix (e). The Heteroskedasticity
is examined using Breusch-Pagan/Cook-Weisberg test. The hypotheses are Ho: The data have
Constant variance; H1: The data have varying variance. The results show that the variances of
residuals are not constant, which requires the use the robust estimators. The results are reported
in Appendix (f). The estimating equation of the fixed effect linear model takes the form of LSDV
that follows. yy = ayx + Z!‘Zlﬁikxitk + A + vw; Where t=1, ... ., n; k=number of firms in each group;
¥y = Corporate financial indicators (Total asset turnover, Dividend payout ratio, Operating
Expenses/Total Assets, Long term debt to assets ratio, Inventory current assets, Earnings yield);
X, = Six pillars of World Governance Indicators; 4= Random error term due to the individual effect;
vy = Random error. The long-run covariance estimate; Bartlett Kernel, Andrews bandwidth = 23.00.
The coefficients estimates are adjusted using White heteroskedasticity-consistent standard errors
and covariance.

In the case of government effectiveness, the results for the G8 countries show a positive

association with expense control. As far as the elements of government effectiveness are con-
sidered, the results indicate that an increase in quality of education is usually associated with
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increases in the productivity of the workers, which is associated with less operating expenses. In
addition, good country infrastructure helps in reducing operating costs such as transportation
costs. This finding is reported by De Schoenmaker et al. (2014). Conversely, in the MENA region, the
results show a negative association. That is, a decrease in government effectiveness leads to an
increase in the corporate expense control. In the case of regulatory quality, the results for the G8
countries show a positive association with expense control. The authors argue that an improve-
ment in government regulations and tax authority are associated with no discriminatory tax or
discriminatory tariffs, which lead to a decrease in corporate operating expenses, thus more of
expense control. On the contrary, the results for the MENA countries show a negative relationship.
In the case of regulatory quality, the results for the G8 countries show a positive association with
expense control. The authors argue that an improvement in government regulations and tax
authority are associated with no discriminatory tax or discriminatory tariffs, which lead to
a decrease in corporate operating expenses, thus more of expense control. On the contrary, the
results for the MENA countries show a negative relationship.

In the case of regulatory quality, the results for the G8 countries show a positive association with
expense control. The authors argue that an improvement in government regulations and tax
authority are associated with no discriminatory tax or discriminatory tariffs, which lead to
a decrease in corporate operating expenses, thus more of expense control. On the contrary, the
results for the MENA countries show a negative relationship. In the case of rule of law, the results
for the G8 countries show a positive association with expense control. This result shows that an
increase in rule of law may lead firms to increase costs of maintaining security. On the other hand,
the results for the MENA region show negative association with expenses control. That is, low rule
of law leads to high corporate operating expenses. This result is in line with the findings of K. Fogel
et al. (2006) that firms bear extra expenses to maintain security in th case of criminal activities
spreading significantly in a place. In case of control of corruption, the results for the G8 countries
show positive association with expenses control. The authors indicate that an increase in the
country’s control of corruptions may lead firms to pay more bribes as a cost of entering a market
and facilitating firm’s survival. Nevertheless, the results for the MENA region show negative
association with operating expenses ratio. The authors indicate that a decrease in control of
corruption (e.g., an increase in corruption) refers to a lack of transparency in government laws,
regulations, and procedures, along with weak judicial oversight. Therefore, these characteristics
lead firms to follow the same route of paying bribes to have the business interests fulfilled. These
results extend the findings reported by Hoskisson et al. (2000), Gaviria (2002), and Wright et al.
(2005) concluding that bribes raise operational costs. The results of the duration of institutional
quality show that it takes between two to four years until each pillar of the WGIs to make an effect
on expense control. Regarding the effect of corporate size, several studies reported significant
effect of size on the financial performance (Hung et al., 2021; Niresh & Velnampy, 2014; Vu et al,,
2019). In the G8 countries, the results of sales growth as a proxy for size show that the effect is
positive in all years. These results extend the findings reported by Sokolov and Solanko (2017) and
Vu et al. (2019) concluding that larger firms tend to be more profitable. On the contrary, the results
of growth of assets show that the effect is negative. These contradicting results reflect the
discrepancy documented in the literature regarding measures of size of the firm which are also
used as measures for growth of the firm (Eldomiaty & Rashwan, 2013). Nevertheless, in the MENA
region, the results of growth of sales show that the effect is positive and significant at all levels.
Regarding the country effect, the results show that the relationship between each pillar of WGIs
and expense control varies across countries either in the G8 or the MENA countries. These findings
are also reported by several studies such as Furman (2000), Ghemawat (2003), and Hawawini et al.
(2004).

6.4. The association between WGIs and corporate leverage

Table 6 shows a positive association between voice and accountability in the G8 countries and
long-term debt ratio. This positive relationship in the G8 countries interpreted that firm efficiency
may increase as a result of voice and accountability. Nevertheless, an increase in political
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connections, or spread of favoritism, leads to replacing professionals with friends in official posi-
tions, which may affect the ability of firms to obtain bank loans positively. This result is in line with
the finding reported by Awartani et al. (2016) that high-quality institutions leads to more depen-
dence on long-term debt. Conversely, the results for the MENA region show negative association
with leverage. The authors may interpret this result that a decrease in voice and accountability is
usually associated with the lack of accountability of public officials, an increase in political con-
nections, and favoritism. These characteristics provide easy access to bank loans that results in an
increase in leverage. This result is extended by the findings reported by Agrawal and Knoeber
(2001), Johnson and Mitton (2003), Ramalho (2007), Yeh et al. (2013), L. Wang (2015), and Preuss
and Konigsgruber (2021).

The dependent variable is Corporate Leverage (Long Debt to Total Assets). The independent
variables include the six pillars of WGI as well as dummy variables that capture the effects of
Duration, size, and country effects. The estimation method is FMOLS. Outliers detected are
removed. The data fits the fixed the effects using Hausman test (Hausman & Taylor, 1981;
Hausman, 1978). The results are reported in Appendix (c). The multicollinearity is examined, and
the variables are associated with VIF <10 (the results are reported in Appendix (d)). The linearity
versus nonlinearity is examined using RESET (Ramsey, 1969; Sapra, 2005; Thursby & Schmidt, 1977,
Thursby, 1979; Wooldridge, 2006). The results are reported in Appendix (e). The Heteroskedasticity
is examined using Breusch-Pagan/Cook-Weisberg test. The hypotheses are Ho: The data have
Constant variance; H1: The data havevarying variance. The results show that the variances of
residuals are not constant, which requires the use the robust estimators. The results are reported
in Appendix (f). The estimating equation of the fixed effect linear model takes the form of LSDV
that follows. yy = ayx + Z:‘Zlﬁikxitk + A + vw; Where t=1, ... ., n; k=number of firms in each group;
¥y = Corporate financial indicators (Total asset turnover, Dividend payout ratio, Operating
Expenses/Total Assets, Long term debt to assets ratio, Inventory current assets, Earnings yield);
X, = Six pillars of World Governance Indicators; 4= Random error term due to the individual effect;
vy = Random error. The long-run covariance estimate; Bartlett Kernel, Andrews bandwidth =23.00.
The coefficients estimates are adjusted using White heteroskedasticity-consistent standard errors
and covariance.

In the case of political stability, the results for the G8 countries show a positive association with
corporate long-term debt ratio. As far as political instability (risk) is considered, Kyaw et al. (2011)
and Gupta (2011) report that an increase political risk, such as terror attacks, decreases the
leverage of firms. Therefore, an increase in political stability decreases the cost of debts, thus
increasing corporate leverage. In case of government effectiveness, the results for the G8 coun-
tries show positive association with corporate leverage ratio. As far as government effectiveness is
characterized by quality the of bureaucracy and infrastructure, these elements help firms ease of
procedures to get bank loans easily. Thus, an increase in the quality of bureaucracy exerts
a positive influence on corporate long-term debt. This result matches the finding reached by
Awartani et al. (2016) that a greater use of long-term borrowing is associated with better govern-
ment effectiveness. On the contrary, the results for the MENA region show negative association.
This result matches the finding reported by Nifo et al. (2018) that an improvement in the institu-
tions leads to a decrease in the firm debts.

In case of regulatory quality, the results for the G8 show a positive association with corporate
leverage as well. As far as high regulatory quality is associated with less burden on business
transactions such as tax effectiveness, companies seek structured financing such as debt. Li et al.,
(2016a) and Awartani et al. (2016) conclude that government’s policies and regulations play a role
and impact the business of corporations. Nevertheless, the results for the MENA region show
negative association with corporate leverage. This indicates that regulatory quality in this region
makes it hard to use debt financing. That is, equity financing is much flexible and usually is not as
exposed to excessive regulations as debt financing. The same finding is reached by Nifo et al.
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(2018). In case of rule of law, the results for the G8 countries show positive association with long-
term debt ratio. This positive associations carries an implication that high rule of law encourages
companies to seek structured financing Awartani et al. (2016). Nevertheless, the opposite is
observed in the MENA region which carries the same implications that the high rule of law may
encourage firms to seek flexible financing such as issuing equity stocks. In the case of control of
corruption, the results for the G8 countries show positive association with long-term debt ratio. It is
quite plausible to assume that when a country exerts efforts to control corruption, debt covenant
help debtors monitor the progress of corporate business. As far as corruption is associated with the
lack of transparency in government laws, regulations, and procedures and weak judicial oversight,
companies in less corrupted countries are able to abide by the borrowing covenants (Jain, 2001)
and Van Vu et al. (2018). Conversely, in the MENA region, the results show negative association
with long-term debt ratio. Awartani et al. (2016) added that the more corruption in a country, the
lower the firm long-term debts, this is probably due the fact that the widespread corruption may
raise the cost of long-term loans by requiring firms to pay to government officials in order to get
risky loans.

Regarding the size of the firm, several studies document the impact of size on financial
performance, especially leverage (Hung et al., 2021; Husna & Satria, 2019; Pervan & Visi¢, 2012).
In the majority of the studies, the effect is positive (Niresh & Velnampy, 2014; Vu et al,, 2019),
although Becker-Blease et al. (2010) reports a negative effect. In the case of the G8 countries, the
results of growth of sales and growth of market value show negative effect (Becker-Blease et al.,
2010). On the contrary, the results for growth of assets show positive effect over all the years. In
the MENA region, the results of growth of sales show negative effect, but the results of growth of
assets show positive effect. The authors extend the same implications that measures of growth
and size of the firms are associated with discrepancy (Eldomiaty & Rashwan, 2013). Regarding the
country’s impact, the results in Table (6) also show that the relationship between each pillar of
WGIs and leverage varies across countries either in the G8 or the MENA countries. Furman (2000)
Ghemawat (2003) and Hawawini et al. (2004) conclude that corporate financial performance varies
across countries significantly. This result offers extended evidence that country’s institutional
change matters (D. C. North, 1990).

6.5. The association between WGIs and corporate liquidity

The results reported in Table 7 show a positive association between voice and accountability and
corporate inventory ratio in the G8 and MENA countries. This result shows that when the effects of
political influence and favoritism decrease, corporate inventory ratio increases. This result is in line
with the finding reported by Dicko (2016) that the liquidity of the corporation is negatively
influenced by favoritism. In case of political stability, the results in Table 7 show a positive
association with corporate inventory ratio in both the G8 and MENA countries. It is quite obvious
that political factors may encourage companies to expand business which requires an increasing
inventory. This result goes in line with the finding reported by Gupta (2011) that the liquidity,
especially in tourism firms, has been decreased in the countries suffering from terror attacks and
political instability.

The dependent variable is Corporate Liquidity (Inventory to Current Assets). The independent
variables include the six pillars of WGI as well as dummy variables that capture the effects of
duration, size, and country effects. The estimation method is FMOLS. Outliers are detected are
removed. The data fit the fixed the effects using Hausman test (Hausman & Taylor, 1981;
Hausman, 1978). The results are reported in Appendix (c). The multicollinearity is examined, and
the variables are associated with VIF <10 (the results are reported in Appendix (d)). The linearity
versus nonlinearity is examined using the RRESET (Ramsey, 1969; Sapra, 2005; Thursby & Schmidt,
1977; Thursby, 1979; Wooldridge, 2006). The results are reported in Appendix (e). The
Heteroskedasticity is examined using Breusch-Pagan/Cook-Weisberg test. The hypotheses are Ho:
The data have Constant variance; H1: The data have varying variance. The results show that the
variances of residuals are not constant, which requires the use the robust estimators. The results
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are reported in Appendix (f). The estimating equation of the fixed effect linear model takes the
form of LSDV that follows. yy = ax + zik:lﬁikxitk + A + vw; Where t=1, ... ., n; k=number of firms
in each group; y, =Corporate financial indicators (Total asset turnover, Dividend payout ratio,
Operating Expenses/Total Assets, Long term debt to assets ratio, Inventory current assets,
Earnings yield); X, =Six pillars of World Governance Indicators; 4= Random error term due to
the individual effect; v,= Random error. The Long-run covariance estimate; Bartlett Kernel,
Andrews bandwidth =23.00. The coefficients estimates are adjusted using White heteroskedasti-
city-consistent standard errors and covariance.

In case of government effectiveness, regulatory quality, rule of law, and control of corruption,
the results in Table 7 show also a positive association with inventory ratio in both the G8 and MENA
countries. Indeed, these results carry the same implications of political stability. That is,
a government effort to improve the quality of education, quality of infrastructure, quality of
regulations, rule of law, and control of corruption help companies expand business which requires
increases in inventory. Smith (2016) reports that a firm operates with less liquidity due to expro-
priation by corrupt local officials.

The results of the duration show that it takes two years until each pillar of the WGIs make either
positive or negative effect on the corporate inventory ratio. This effect is significant in MENA region
only. Regarding the effect of the size of the firm, the results show that this effect differs when
using different measures of size. That is, in G8 countries, the results of growth of sales show
positive effect. But when growth of assets, the effect is negative in all years. In the MENA region,
the results of growth of sales show positive effect. On the contrary, the results of growth of assets
and growth of market value show negative effect. These results are also reported in other studies.
For example, Pervan and Visi¢ (2012), Niresh and Velnampy (2014), and Vu et al. (2019) report that
the size affects corporate financial performance significantly. Conversely, Becker-Blease et al.
(2010) and Banchuenvijit and Pariyanont (2012) report that the size of the firm has a negative
impact on corporate financial performance. Regarding the country effect, the results show that the
relationship between each pillar of the WGIs and the corporate inventory ratio varies across
countries either in the G8 or MENA countries. Furman (2000) Ghemawat (2003) and Hawawini
et al. (2004) conclude that corporate financial performance varies across countries significantly.

6.6. The association between WGIs and corporate profitability

The results reported in Table 8 show that a negative association exits between voice and account-
ability and earnings yield in the G8 countries. This negative association indicates that a lack of
accountability of public officials in addition to the emergence of favoritism lead to low earnings
yield. This result opposes the finding reported by Sokolov and Solanko (2017) and Maaloul et al.
(2018) that corporate political connection and favoritism have a positive impact on corporate
profitability, which matches the results for the MENA region being reported in this paper.

In case of political stability, the results show negative association with earnings yield in both the G8
and MENA region. The authors argue that in times of political stability, competition intensifies between
corporations that results in lower earnings yield. These results are in line with the finding reported by
Girard and Sinha (2008), Desbordes (2010) and Kriel (2012) that high political risk (e.g., low political
stability) is associated with higher expected return and increase in corporate profitability. The authors
of the current paper extend the same argument that, in times of increasing political risk, corporation
usually increases prices for hedging purposes that end up with high profitability.

The dependent variable is Corporate Profitability (Earnings Yield). The independent variables include
the six pillars of WGI as well as dummy variables that capture the effects of duration, size, and country
effects. The estimation method is FMOLS. Outliers detected are removed. The data fit the fixed the
effects using Hausman test (Hausman & Taylor, 1981; Hausman, 1978). The results are reported in
Appendix (c). The multicollinearity is examined, and the variables are associated with VIF <10 (the
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results are reported in Appendix (d)). The linearity versus nonlinearity is examined using the RESET
(Ramsey, 1969; Sapra, 2005; Thursby & Schmidt, 1977; Thursby, 1979; Wooldridge, 2006). The results
are reported in Appendix (e). The Heteroskedasticity is examined using Breusch-Pagan/Cook-Weisberg
test. The hypotheses are Ho: The data have Constant variance; H1: The data have varying variance. The
results show that the variances of residuals are not constant, which requires the use the robust
estimators. The results are reported in Appendix (f). The estimating equation of the fixed effect linear
model takes the form of LSDV that follows. yy = ax + Zik:l/}ikxitk + Ak +oy; Where t=1, ..., n; k=
number of firms in each group; y,, = Corporate financial indicators (Total asset turnover, Dividend
payout ratio, Operating Expenses/Total Assets, Long term debt to assets ratio, Inventory current
assets, Earnings yield); X,, = Six pillars of World Governance Indicators; 4= Random error term due
to the individual effect; v, = Random error. The long-run covariance estimate; Bartlett Kernel, Andrews
bandwidth =23.00. The coefficients estimates are adjusted using White heteroskedasticity-consistent
standard errors and covariance.

In case of government effectiveness, the results for the G8 countries show a negative association
with earnings yield. This result is in line with the finding reported by Tacheva and Huse (2006), Hafsi
and Turgut (2013), and Kagzi and Guha (2018) that an inverse association exists between employee’s
educational background and qualification and corporate earnings yield. The results in the MENA region
show an opposite trend. That is, the association between government effectiveness and earnings yield
is positive. It is quite obvious that employee’s educational background and qualification are taken care
of through institutional improvements. In case of regulatory quality, the results of the G8 countries
show a negative association with earnings yield. That is, improvements in regulatory quality (i.e.,
competition and tax regulations) are usually synonym to a burden to corporate business that
obviously have an adverse effect on corporate earnings yield. The MENA countries show opposite
results. It seems that the intense of competition and tax regulations are not as much as in developed
countries. That is, the improvements in these institutional aspects lead to an improvement in corpo-
rate earnings yield. This argument is in line with the findings of D. Li et al. (2017) that strict govern-
mental regulations (i.e., high quality of regulations) lead to improvements in corporate profitability. In
case of rule of law, the results show a negative association with earnings yield in the G8 countries. This
result matches the finding reported by Chadee and Roxas (2013) that the rule of law negatively affects
both innovation and corporate profitability in Russian firms. Nevertheless, the results in the MENA
countries show an opposite trend. That is, rule of law affects earnings yield positively. This result may
be interpreted that an equal treatments of business affairs and enforcement of law reduce the cases
of accounting and financial manipulations. In case of control of corruption, the results in the G8 show
a negative association with earnings yields. This result is in line with the finding reported by Y. Wang
and You (2012) and Ayaydin and Hayaloglu (2014) that corruption leads to an increase in profitability
of firms. That is, it is likely that bureaucratic delays can be overcome by illegal practices and payments
as “speed money” that takes various forms such as bribes paid to government employees to facilitate
corporate business. This is being referred to as corruption “greasing the wheel” in relevant students in
the literature (Kalyuzhnova & Belitski, 2019; Méon & Weill, 2010; Wei, 1998). The results in the MENA
region are opposite. That is, a positive association exists between control of corruption and earnings
yield. In this region, it is obvious that the control of corruption is associated with controlling business
malpractices that eventually affect earning yield positively. In case of the duration of institutional
quality, the results show that this variable is significant in the MENA region only and for two WGIs only
namely, political stability and government effectiveness. The results show that it takes a minimum of
two years for the two pillars to have an effect on corporate earnings yield. Regarding the effect of firm
size, there are many studies that examined the effect of firm size on the firm financial performance
such as Niresh and Velnampy (2014) and Hung et al. (2021). In the G8 countries, the results show that
the effect of market value as a proxy for size is negative in all years. In the MENA countries, the effect of
sales revenue as a proxy for size is positive in all years. This result matches the finding reported by
Pervan and Visi¢ (2012). On the contrary, the results of total assets as a proxy for size show that the
effect is negative in all years. Here, it is worth noting that measures of the size of the firm still subject to
asymmetry. Regarding the country effect, the results show that the relationship between WGIs and
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earnings yield vary across countries either in the G8 or the MENA. These findings are supported by
previous several studies such as (Furman, 2000; Ghemawat, 2003; Hawawini et al., 2004).
Furthermore, Collins (1990) reports that firms in developed countries have higher profitability than
those in developing countries.

7. Conclusion

Generally, this paper offers a link between macro (institutional quality) and micro (firm) levels of analysis.
The paper examines the institutional determinants of corporate financial performance in developed and
developing countries. The analysis shows that the institutional quality varies between the G8 and MENA
significantly. To that extent, the paper shows the extent to which corporate financial performance is
affected by the status of institutional quality. The six pillars of WGIs are used as measures of institutional
quality, namely voice and accountability, political stability and absence of violence, government effec-
tiveness, regulatory quality, rule of law, and control of corruption. The financial performance of firms is
measured using the common financial categories that include asset efficiency, dividends, expense
control, leverage, liquidity, and profitability. The final findings can be summed up as follows.

7.1. Potentials of convergence in institutional quality

As far as governments ideally develop concerns about improving rules and regulations (e.g.,
institutional quality), a question of concern is whether those efforts may narrow the gap between
developed and developing countries. The findings in this paper indicate that elements of conver-
gence in institutional quality are observed in the G8 and MENA countries. Precisely, three pillars of
WGIs are converging, namely (a) voice & accountability, (b) political stability, and (c) government
effectiveness. The three pillars have positive and significant impact of firms’ financial performance
in terms of liquidity and profitability.

7.2. Potentials of divergence in institutional quality

Nevertheless, the findings show that a road still to be paved in the MENA countries to improve the
status of institutional quality likewise developed countries. Three critical pillars of WGIs distinct firms’
financial performance in the G8 and MENA countries. These three pillars are (a) Rule of law, (b) Control
of Corruption, and (c) Regulatory Quality. The three pillars have significant effects of firms’ asset
efficiency, expense control, and leverage. The findings of the control variables carry significant
implications as well. Differences between countries are significant, although the effects of (a) voice
& accountability, (b) political stability, and (c) government effectiveness are common, which is to be
considered as indications of convergence in institutional quality. In terms of measures of size of the
firm, the findings show asymmetric results when using different measures of size.
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Appendix

(a) Descriptive Statistics for the G8 Countries

Descriptive Statistics

N Minimum Maximum Mean Std. Deviation
Total Assets 1,384 0.000331 5.833 0.689 0.531
Turnover
Dividend payout 1,382 -41.71 41 0.399 2.0741
ratio
Operating 1,382 -3.176 11.2 0.620 64194
Expenses/Total
Assets
Long term debt 1,382 0.231 0.214 0.000 3.794
to assets ratio
Inventory 1,382 0.1987 0.1973 0.000 0.9012
current assets
Earnings Yield 1,382 -.00007 0.0111 -0.309 0.1079
Voice and 1,384 17.73 96.06 79.661 21.961
Accountability
Political Stability 1,384 15.24 93.81 58.371 16.05
No Violence
Government 1,384 44,71 97.12 85.746 13.59
Effectiveness
Regulatory 1,384 31.25 97.6 84.680 18.32
Quality
Rule of Law 1,384 20.67 96.63 81.614 22.064
Control of 1,384 17.31 96.15 81.006 22.858
Corruption
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(b) Descriptive Statistics for the MENA Countries

Descriptive Statistics

N Minimum Maximum Mean Std. Deviation
Total Assets 1555 -54.3355 19.6394 0.5434 2.0463
Turnover
Dividend payout 1555 =7.2222 50 0.4289204 1.458406
ratio
Operating 1555 -35 10.434 -0.1566017 2.028172
Expenses/Total
Assets
Long term debt 1555 0.1128668 0.4738441 -14.59801 6.786982
to assets ratio
Inventory 1555 0.2515583 0.2291226 0.00 0.9882629
current assets
Earnings Yield 1555 0.0394813 0.4685281 -3.12296 15.17496
Voice and 1555 49261 56.6502 17.5550 11.9612
Accountability
Political Stability 1555 1.4286 72.8571 28.1289 15.4387
No Violence
Government 1555 9.1346 90.8654 54.4104 17.6753
Effectiveness
Regulatory 1555 9.6154 80.7692 48.8894 17.0543
Quality
Rule of Law 1555 3.3654 78.3654 53.3039 17.2506
Control of 1555 6.2500 84.1346 55.3058 18.1899
Corruption

Page 35 of 39



Eldomiaty et al., Cogent Economics & Finance (2023), 11: 2220249

ht//doi.org/10.1080/23322039.2023.2220249

< cogent -~ economics & finance

(c) Hausman test: G8 and MENA countries

The test looks for the correlation between the observed and the unobserved, thus is run under the
hypotheses that Ho: cov(x, A) = 0; H1: cov(xi, A) #0, Where x;= regressors, and 1 =error term.

G8
Countries

MENA
Countries

Operating | Long term
Total | Dividend | Expenses/ = debtto | Inventory
Chi? Stat. asset payout Total assets current | Earnings

(Prob>Chi?) | turnover ratio Assets ratio assets yield
Voice & 93.56 133.9 25.48 33.70 46.86 100.66
Accountability (0.00) (0.00) (0.0199) (0.0001) (0.00) (0.00)
Political 105.26 100.47 53.01 23.27 65.67 77.74
Stability no (0.00) (0.00) (0.00) (0.0385) (0.00) (0.00)
Violence
Government 107.53 122.23 38.24 49.09 59.54 130.05
Effectiveness (0.00) (0.00) (0.0003) (0.0000) (0.00) (0.00)
Regulatory 128.4 120.86 56.46 28.24 56.06 155.92
Quality (0.00) (0.00) (0.00) (0.0084) (0.00) (0.00)
Rule of Law 95.45 100.56 46.68 24,94 40.57 100.56

(0.00) (0.00) (0.00) (0.0235) (0.0001) (0.00)
Control of 101.6 190.64 44,95 45.01 45.93 133.08
Corruption (0.00) (0.00) (0.00) (0.0000) (0.00) (0.00)
Voice & 193.27 213.09 155.18 40.53 141.97 80.38
Accountability (0.00) (0.00) (0.00) (0.0001) (0.00) (0.0000)
Political 1310.45 171.01 188 4447 39.52 79.98
Stability no (0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
Violence
Government 99.98 263.49 133.34 47.80 99.80 82.38
Effectiveness (0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
Regulatory 96.93 96.90 277.61 43.32 39.66 77.93
Quality (0.00) (0.00) (0.00) (0.00) (0.0002) (0.0002)
Rule of Law 117.17 88.40 144.8 47.62 96.83 89.99

(0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
Control of 118.23 95.58 233.89 45.94 29.57 83.29
Corruption (0.00) (0.00) (0.00) (0.00) (0.0054) (0.00)

The results reported in table above show that the best model for fitting the data in the six models in G8 and MENA

countries is fixed effect model as the p-value associated with the test is less than 5%.
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(d) Multicollinearity Test: G8 and MENA Countries

Operating | Long term
Total Dividend | Expenses/ debt to | Inventory
asset payout Total assets current Earnings

VIF scores | turnover ratio Assets ratio assets yield
G8 Voice & 2.30 9.54 7.43 0.07 9.40 7.62
Countries | Accountability

Political 2.51 3.14 9.90 0.82 2.85 1.65

Stability no

Violence

Government 4.72 5.75 3.06 6.41 3.00 6.15

Effectiveness

Regulatory 5.97 3.03 1.85 2.09 8.20 1.62

Quality

Rule of Law 0.10 0.21 3.57 3.08 3.48 6.28

Control of 7.20 1.96 4.46 2.19 3.53 5.62

Corruption
MENA Voice & 4.15 6.47 5.84 9.05 0.28 4.22
countries | Accountability

Political 7.56 9.08 0.91 7.80 2.20 531

Stability no

Violence

Government 8.64 5.99 5.72 9.77 4.01 6.56

Effectiveness

Regulatory 2.28 9.34 4.43 2.66 5.86 8.73

Quality

Rule of Law 0.98 8.80 2.03 9.97 6.08 1.50

Control of 9.75 3.04 3.24 4.97 1.95 9.73

Corruption
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(e) Linearity versus Non-Linearity Test: G8 Countries

Ramsey RESET test using powers of the fitted values of corporate financial indicators. The hypoth-
eses are Ho: model has no omitted variables; H1: model has omitted variables. The results for the
G8 and MENA countries show that, at 95% confidence interval, the null hypothesis is not rejected
which means that the linear model is appropriate

Long
Operating term
Total Dividend Expenses/ | debtto | Inventory
F stat asset payout Total assets current Earnings
(Prob. F) turnover ratio Assets ratio assets yield
G8 Voice & F(3, 1360) | F(3, 1358) | F(3,1358)= | F(3, 1358) | F(3, 1358)= | F(3, 1358)
Countries | Accountability =2.18 =1.84 1.81 =1.15 1.40 =1.55
(0.088615) (0.1375) (0.14343) (0.3290) (0.2409) (0.19982)
Political F(3, 1360) | F(3,1358) | F(3,1358)= | F(3, 1358) | F(3, 1358)= | F(3, 1358)
Stability no =138 =1.79 1.64 =1.39 1.50 =1.69
Violence (0.247227) | (0.147169) | (0.178286) (0.2450) (0.2117) (0.16287)
Government F(3, 1360) | F(3,1358) | F(3,1358)= | F(3,1358) | F(3, 1358)= | F(3, 1358)
Effectiveness =217 =2.6 1.35 =2.06 1.33 =1.60
(0.089787) (0.0506) (0.256597) (0.1043) (0.2639) (0.187574)
Regulatory ‘ F(3, 1529) | F(3,1358) | F(3,1529)= | F(3, 1358) | F(3, 1358)= | F(3, 1358)
Quality =1.50 =2.04 1.22 =1.14 1.57 =1.99
(0.212806) | (0.10639) | (0.301034) (0.3318) (0.1946) (0.113617)
Rule of Law F(3, 1360) | F(3, 1358) | F(3,1358)= | F(3,1358) | F(3, 1358)= | F(3, 1358)
=2.19 =1.53 1.95 =138 1.36 =1.23
(0.087457) | (0.2053) (0. 119681) (0.2467) (0.2522) (0.297385)
Control of F(3, 1360) | F(3,1358) | F(3,1358)= | F(3,1529) | F(3, 1358)= | F(3, 1358)
Corruption =18 =171 1.10 =0.95 1.62 =1.57
(0.145287) | (0.163063) | (0. 348031) (0.4151) (0.1838) (0.194838)
MENA Voice & F(3, 1529) | F(3,1529) | F(3,1529)= | F(3,1529) | F(3, 1529)= | F(3, 1529)
countries | Accountability =233 =214 1.74 =1.87 1.29 =1.15
(0.0747) (0.0936) (0.156861) | (0.132689) (0.2777) (0.3293)
Political ‘ F(3, 1529) | F(3, 1529) » F(3,1529)= | F(3,1529) | F(3, 1529)= | F(3, 1529)
Stability no =1.27 =1.81 1.61 =1.27 1.14 =1.12
Violence (0.28313) (0.14337) (0.18515) (0.10097) (0.3335) (0.39769)
Government F(3, 1529) | F(3, 1529) | F(3, 1529)= | F(3, 1529) | F(3, 1529)= | F(3, 1529)
Effectiveness =1.19 =1.04 1.87 =1.66 1.46 =1.09
(0.31217) (0.37381) (0.132689) | (0.173746) (0.2242) (0.4214)
Regulatory F(3, 1529) | F(3,1529) | F(3,1529)= | F(3,1529) | F(3, 1529)= | F(3, 1529)
Quality =2.24 =2.04 1.91 =1.70 1.37 =1.22
(0.08183) (0.10639) (0.125993) (0.1651) (0.2493) (0.3893)
Rule of Law F(3, 1529) | F(3,1529) | F(3,1529)= | F(3,1529) | F(3, 1529)= | F(3, 1529)
=1.61 =1.05 1.61 =1.48 1.07 =1.99
(0.18515) (0.36936) (0.171545) | (0.218161) (0.3586) (0.1983)
Control of ‘ F(3, 1529) | F(3, 1529) » F(3, 1529)= | F(3, 1529) | F(3, 1529)= | F(3, 1529)
Corruption =191 =12.36 1.91 =1.43 1.49 =1.77
(0.12599) (0.0702) (0.163003) (0.23225) (0.2150) (0.1982)
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(f): Heteroskedasticity test: G8 and MENA countries

The results of Breusch-Pagan/Cook-Weisberg test for heteroskedasticity. In the G8 and MENA
countries, the null hypothesis is rejected at confidence interval 95%. This means that variances
of residuals are not constant, which requires the use the robust estimators.

Total Dividend A Operating Long term | Inventory/
Chi? Stat. asset payout Expenses/ debt to current | Earnings
(Prob>Chi?) | turnover ratio Total Assets  assets ratio assets yield
G8 Voice & chi2(1) = chi2(1) = chi2(1) = chi2(1) = chi2(1) = chi2(1) =
Accountability 44 46 462.8 622.73 104.12 109.81 1916.93
(0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0000)
Political chi2(1) = chi2(1) = chi2(1) = chi2(1) = chi2(1) = chi2(1) =
Stability no 45.56 435.39 672.9 104.46 107.72 2330.87
Violence (0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0000)
Government chi2(1) = chi2(1) = chi2(1) = chi2(1) = chi2(1) = chi2(1) =
Effectiveness 51.29 610.85 654.12 112.62 105.12 2257.45
(0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0000)
Regulatory | chi2()= | chi2()= = chi2)= | chi2()= | chi2()= | chi2(1) =
Quality 4731 468.73 690.7 125.02 109.14 3573.68
(0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0000)
Rule of Law chi2(1) = chi2(1) = chi2(1) = chi2(1) = chi2(1) = chi2(1) =
43.41 485.41 636.55 110.00 109.52 1927.20
(0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0000)
Control of chi2(1) = chi2(1) = chi2(1) = chi2(1) chi2(1) = chi2(1) =
Corruption 43.43 585.54 630.38 =123.83 107.20 2074.20
(0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0000)
MENA | Voice & chi2(1) = chi2(1) = chi2(1) = chi2(1) = chi2(1) = chi2(1) =
Accountability | 1308.10 2043.03 2531.39 5203.70 7.58 11618.07
(0.0000) (0.0000) (0.0000) (0.0000) (0.0059) (0.0000)
Political Cchi2(l) = | chi21) = chi2)= | chi2)= | chi2()= | chi2(l) =
Stability no 1437.98 2353.68 2387.65 5431.92 7.76 11676.56
Violence (0.0000) (0.0000) (0.0000) (0.0000) (0.0053) (0.0000)
Government chi2(1) = chi2(1) = chi2(1) = chi2(1) = chi2(1) = chi2(1) =
Effectiveness 1608.91 2340.97 2163.11 5868.29 10.76 12677.67
(0.0000) (0.0000) (0.0000) (0.0000) (0.0010) (0.0010)
Regulatory chi2(1) = chi2(1) = chi2(1) = chi2(1) = chi2(1) = chi2(1) =
Quality 1398.88 2160.34 2497.33 5335.33 6.95 11477.54
(0.0000) (0.0000) (0.0000) (0.0000) (0.0084) (0.0084)
Rule of Law chi2(1) = chi2(1) = chi2(1) = chi2(1) = chi2(1) = chi2(1) =
1441.13 2283.98 2137.09 5355.51 10.68 12258.03
(0.0000) (0.0000) (0.0000) (0.0000) (0.0011) (0.0011)
Controlof | chi2(1) = | chi2(1) = chi2()= | chi2)= | chi2()= | chi2(1) =
Corruption 1569.92 2121.43 2119.15 5447 .84 8.13 13208.05
(0.0000) (0.0000) (0.0000) (0.0000) (0.0044) (0.0044)
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