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ABSTRACT

This study aims to measure the earnings quality (EQ) in the Gulf Cooperation
Council (GCC) countries using a sample of 1827 firm-year observations from 2008 to
2016 by using nine EQ measures. These measures are persistence, predictability, value
relevance, earnings response coefficient (ERC), smoothness, earnings surprise, accrual
quality, loss recognition timeliness and conservatism. The study also examines the
effect of these nine EQ measures on attracting foreign investors. Data are collected from
Capital 1Q database, and some other data are calculated manually from the capital
markets and firms in each country. In this quantitative research, the sample is analysed
by using descriptive statistics, correlation, and generalized least squares (GLYS)
regression to verify the hypotheses and analyse the effect of EQ measures on attracting
foreign investors. Findings show distinct effects on attracting foreign investors in
different countries. Persistence, predictability, ERC, and accrual quality have a positive
effect in Oman, whereas value relevance and ERC have a positive effect in Kuwait.
Predictability, accrual quality, ERC, and conservatism negatively affect the Kingdom
of Saudi Arabia. Finally, loss recognition timeliness, smoothness, and earnings surprise
do not have any effect in all GCC countries.

Keywords: Earnings quality, Earnings quality proxies, Foreign investor, Emerging
market, Gulf Cooperation Council

INTRODUCTION
In recent years, earnings quality (EQ) has become a topic of concern to analysts,
creditors, managers, and other market participants owing to considerable interest in
measuring the quality of financial reporting in developed and developing markets. EQ
is an elusive construct, though, and people tend to understand it differently. Entwistle
and Phillips (2003) defined EQ in terms of relevance and reliability of financial


mailto:mawih@du.edu.om

224 Contemporary Management Research

reporting, whereas Dechow et al. (2010) portrayed it as an indicator of the future of
financial performance. Menicucci (2020) described EQ in the context of a specific
decision model which means its meaning varies to different financial statement users.
The various definitions are accepted by many researchers (An, 2017; Dechow et al.,
2010; Dichev et al., 2013; Lyimo, 2014; Menicucci, 2020). The literature also has yet
to reach a consensus about EQ measures. Despite the lack of widely accepted measures,
the literature has established a number of EQ measures that concentrate on the specific
qualities of what EQ is perceived to be.

In this regard, two streams of studies about EQ emerge. In the first stream, a
considerable number of studies focus on measuring EQ (e.g., An, 2017; Dechow &
Dichev, 2002; Dichev et al., 2013; Holt, 2013; Leal et al., 2017; Lyimo, 2014; Nezlobin
et al., 2019; Radzi et al., 2011). In the second stream, numerous studies provide
evidence that EQ is an important common factor in many decision models such as
foreign direct investment (An, 2019), excess returns (Perotti & Wagenhofer, 2014),
foreign investors (Khalil et al., 2020; Vo & Chu, 2019), ownership structure (Ben-Nasr
etal., 2015), market reaction (Ahn & Kwon, 2010), cost of equity capital (Francis et al.,
2004) and firm value (Allayannis & Simko, 2009).

In both streams, the studies use many common EQ proxies to measure the quality
of financial reporting to provide useful information for various decision-making models.
Dichev et al. (2013) reported a long list of EQ measures used for different purposes.
Dechow et al. (2010, p. 346) concluded that ‘no single conclusion on what EQ is
because “quality” is contingent on the decision context’. Liceran-Gutiérrez and Cano-
Rodriguez (2020) pointed out that the EQ measures are not homogeneous Owing to the
lack of theoretical bases of EQ, researchers tested various measures and came up with
distinct empirical results.

The second stream is more prominent than above, and many studies follow this
approach. For example, An (2019) used four measures, Francis et al. (2004) used seven
measures, and Perotti and Wagenhofer (2014) used eight measures. The present study
belongs to the second stream as it selects nine EQ measures that are commonly used as
reported by empirical literature and then examines the effect of EQ on foreign investors.

This study used nine measures for three reasons. Firstly, no study uses various
proxies to measure EQ in Gulf Cooperation Council (GCC) countries. For example,
Assad and Alshurideh (2020) examined three proxies (accruals) to measure EQ as
mediator variables between audit quality and investment efficiency in GCC countries.
Ezat et al. (2019) used three proxies, namely, accrual, predictability, and persistence,
only in the Kingdom of Saudi Arabia. Shubita (2015) used income smoothing to
measure EQ in GCC countries, and Alfraih and Alanezi (2015) used value relevance
only in Kuwait. No comprehensive study introduces various EQ measures to provide
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useful information for stakeholders as many proxies are not addressed. Secondly, the
use of different proxies is required to generalize the findings. When using such proxies,
the bias in one proxy is presumed to be offset by other proxies. Thirdly, since the
decrease of oil and gas prices, all GCC countries start to find other sources for revenues
by diversification of the economy. As one of the main sources is attracting more foreign
investments, the quality of financial reporting receives much interest.

Accordingly, this study uses nine EQ measures from two categories, namely,
accounting-based and market-based measures. Perotti and Wagenhofer (2014) pointed
out that accounting-based measures only use accounting earnings and their elements,
whereas market-based measures are focused on accounting earnings and market returns.

From accounting-based measures, we used persistence, accrual quality,
predictability, earnings smoothness, earnings surprise, and conservatism. From market-
based measures, we used value relevance, earnings response coefficient (ERC), and loss
recognition timeliness.

Another classification of EQ measures was used by Ball et al. (2003) and Schipper
and Vincent (2004), as cited by An (2019). In this classification, EQ is categorized by
two approaches: user needs and investor protection. The concern of the user needs
approach is that EQ should provide useful information to assist stakeholders in building
their decision models. The measures under this approach include persistence,
predictability, value relevance, and loss recognition timeliness. The second approach
focuses on providing faithful information and a high level of transparency to protect
investors. Conservatism, smoothness, and accruals quality are examples of this
approach.

Given the many measures of EQ, Perotti and Wagenhofer (2014, p. 546) raised a
question about ‘how good the proxies for earnings quality really are and what the best
measure in any given circumstances may be’. According to this quotation, researchers
should select the measure relevant to the area of interest they want to address. To date,
EQ is analysed in relation to many variables such as corporate governance, cost of
capital, accounting conservatism, earnings management, stock return, excess returns,
and firm value. Constructing different measures is the best solution to measure the
relationship between EQ and these variables. Following Perotti and Wagenhofer (2014),
the main question addressed in the present study is ‘which measure has a significant
effect?” Specifically, which measure has a significant effect on the foreign investor (FI)?
Accordingly, this study is designed to answer the following research questions:

Q1: How to use different proxies of earnings quality to measure the quality of earnings
in the non-financial firms in GCC countries?

Q2: How to assist the foreign investors in evaluating their investment in GCC countries
by using different proxies of earnings quality?
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This study selected FI as a dependent variable for three reasons. Firstly, all the six
GCC countries have issued new foreign investments laws (Oman, 2019; Qatar, 2019;
UAE, 2018; Bahrain, 2016 [amendment]; Kuwait, 2001; the Kingdom of Saudi Arabia,
2000) (Salman & Nobanee, 2019). These laws provide many advantages to foreign
investors, such as 100% foreign-owned enterprises, tax holidays for up to 10 years and
10-year investment visas. Increasing foreign investments is at the core of the economic
diversification of GCC economies. For example, ALHarithi (2018) points out that GCC
policymakers make the foreign direct investment as one of the main plans to diversify
the economy in GCC countries and attract additional foreign portfolio investments. The
capital markets in GCC countries encourage foreign ownerships to invest their money
in these markets through enhanced monitoring, improved corporate governance, and
access to credible financial information. Secondly, although few studies investigate the
effect of EQ in emerging markets, such as GCC markets (e.g., Al-Amri et al., 2017;
Alfraih & Alanezi, 2015; Ezat et al., 2019; Shubita, 2015), the role of EQ in attracting
foreign investors remains unexplored in the current literature. Thirdly, International
Monetary Fund classified GCC markets as weak corporate governance and, as such,
they need improvement to protect foreign investors.

ALHarithi (2018) found determinants related to foreign investments in GCC
countries, such as inflation, laws and regulations, and accountability. Elheddad (2018)
found that political instability is the most important determinant affecting foreign
investments. These studies conclude a good opportunity for GCC markets to attract
foreign investments. These determinants may equip foreign investors with stronger
incentives to protect their investments. In addition, these studies point out that
improvement in corporate governance, stronger foreign investment laws, stronger
accountability, and access to credible financial information have a positive effect on
attracting foreign investors. To the best of our knowledge, no studies examine the effect
of EQ on attracting foreign investors in GCC countries. To fill this gap, this study
examines the relationship between a firm’s EQ and foreign ownership in the context of
GCC countries, an important emerging market. Naturally, whether EQ influences
foreign investors in GCC countries must be addressed.

The Gulf Cooperation Council (GCC) countries include Bahrain, Kuwait, Oman,
Qatar, Saudi Arabia, and the United Arab Emirates. The GCC countries share acommon
economy, culture, social background, politics, language, and religion. The economies
of GCC countries are highly reliant on the oil sector. The GCC is a fast-growing
regional union, and all its members have had “vision” for twenty or thirty years. They
have also issued Corporate Governance Code-CGC in 2006 (except for Oman which
has implemented the code in 2002) (Shehata, 2015). In all visions of the GCC countries,
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the importance of economic diversification is accentuated, which is one of the most
attractive topics in these visions. Khayat (2020) indicates that the GCC countries have
started to implement a policy of economic diversification.

This study has two main objectives. The first objective is to measure the EQ of the
six GCC countries using a sample of 1827 firm-year observations from 2008 to 2016.
Examining EQ by using proxies containing one-dimensional angles may lead to
insufficient conclusions. To address this shortcoming, we used nine proxies to measure
EQ. The second objective is to examine the effect of various EQ measures so as to give
current foreign investors a good opportunity to assess their investments and build a
reliable decision model about these investments and attract more foreign investments
through the EQ measures.

LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT

Researchers have yet to reach a universally agreed definition of EQ. The definition
varies because EQ is important for many financial statement users, such as investors,
analysts, managers, and other stakeholders. The many definitions of EQ are based on
the perspective of the users.

Penman and Zhang (2002) defined EQ as a measure for future earnings in relation
to future earnings. The main issue of this definition is that EQ is used to predict future
earnings. The definition is also referring to the consistency of using accounting methods
which leads to improving EQ.

EQ is discussed in the frame of firm performance as reported earnings are used to
predict the future performance of a firm (Chan et al., 2006). According to Francis et al.
(2004), EQ is used to extract value-relevant information from the earnings trend. Radzi
et al. (2011) defined EQ in the frame of characteristics of useful financial information;
reliability and relevance. An (2017) pointed out that investors use EQ for contracting
purposes.

Leal et al. (2017) discussed that most of the studies on EQ seek to provide valuable
information for stakeholders about EQ and reduce uncertainties in the capital markets.
Therefore, the content of information presented in financial statements is an essential
source of relevance and reliability.

As per the International Financial Reporting Standards (IFRS) conceptual
framework, relevance and reliability or faithful representative are the most important
qualitative characteristics of financial reporting. Relevance means that information has
predictive value in the future and is related to decision usefulness, whereas reliability
means complete, neutral, and free from error and is related to accountability. An (2017)
indicated that EQ is measured with these two types of approaches. The first approach
focuses on the quality of financial reporting as EQ is associated with the relevance of
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the financial information and measured by earnings persistence and value relevance.
The second approach, i.e., accountability, is related to the reliability of financial
information and measured by conservatism and accruals quality. Perotti and
Wagenhofer (2014) and Vo and Chu (2019) used two types of approaches: accounting-
based and market-based measures. Accounting-based measures only use accounting
earnings and their elements, whereas market-based measures focus on accounting
earnings and market returns. The study of An (2019), Perotti and Wagenhofer (2014)
and Vo and Chu (2019) are useful for this study. Perotti and Wagenhofer (2014) used
eight EQ proxies: persistence, predictability, smoothness (two proxies), abnormal
accrual, accrual quality, ERC, and value relevance. This study is also close to Perotti
and Wagenhofer (2014) in using many different EQ proxies. Vo and Chu (2019) uses
only two measurements of EQ, namely, accounting measure (earnings management and
earnings persistence) and market measure (earnings informativeness). An (2019) uses
four proxies: persistence, conservatism, value relevance, and accruals quality. On the
other side, the study of An (2019) and Vo and Chu (2019) are close to our study in terms
of using the variable of foreign investors.

This study uses nine measures of EQ to predict the behaviour of foreign investors,
allowing them to assess EQ using different proxies and to give a clear picture of the
investment decision.

The main issue with EQ is how to measure it and how to interpret the result of this
measure in terms of predicting the behaviour of foreign investors. The literature lists
different proxies for measuring EQ (An, 2017, 2019; Dechow et al., 2010; Lyimo, 2014;
Perotti & Wagenhofer, 2014; Radzi et al., 2011). This study uses nine proxies of EQ
due to the availability of data of our sample and useful interpretation of the relationship
between EQ and foreign investors. The following hypotheses are based on each measure.

Persistence

Persistence is a commonly used measure of EQ. It means how much of the present
earnings can remain and continue from time to time in the future. More stable earnings
are more sustainable and of high quality, whereas earnings that are less stable are
considered more transitory and of less quality (An, 2017).

Firms with more persistent earnings have more ‘sustainable’ earnings, which are
more useful for predicting future earnings. Perotti and Wagenhofer (2014) found that
investors use persistence because high persistence has a positive relationship with high
EQ as it implies a reliable, continuous, and less volatile earnings generation mechanism
that investors especially value. Ben-Nasr et al. (2015) found that foreign ownership is
associated with higher EQ in terms of persistence as foreign investors prefer to invest
their money in firms with higher earnings in the future.
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The criterion used to interpret EQ is the value of B in the regression model of
persistence as it is close to highly persistent earnings, whereas the value close to zero
indicates highly unsustainable earnings. In GCC countries, foreign ownership is less
than domestic ownership, but GCC markets are expected to attract more foreign
ownership by improving EQ and sowing more persistence. An (2019) stated that doing
so helps foreign ownership invest more in firms with higher EQ.

H1: Highly sustainable EQ attracts foreign ownership.

Predictability

Predictability tests the ability of recorded earnings to predict future earnings or
operating income components (Penman & Zhang, 2002). More predictability reflects
high-quality earnings, but low predictability suggests low-quality earnings. Financial
statements are the main source of information, and predictability is one of the most
important characteristics of financial statements, which help investors assess the ability
of firms to survive and succeed. Therefore, the predictive value of information gives
investors a good indicator of the quality of financial reporting.

Perotti and Wagenhofer (2014) found that predictability has a positive EQ because
it improves the precision of earnings prediction. In addition, Lee and Kim (2019) found
a positive association between earnings and predictability in terms of generating
positive long-term cash flow in the future, which are more useful for investors.

The credibility of financial statements is one of the most important challenges of
financial reporting in GCC countries. Assad and Alshurideh (2020) pointed out that the
GCC markets are characterized by unreliable financial reporting and low investor
protection. Positive predictability is the critical form of data available to investors and
other participants of markets. According to this discussion, we expect that improving
the credibility of financial reporting and EQ will attract more foreign investors.

H2: High predictability of EQ attracts foreign ownership.

Value Relevance and ERC

Hellstrom (2006), as cited by Mirza et al. (2019), defined value relevance as the
relationship between firm market value and accounting information. Barth et al. (2001)
pointed out that value relevance is a practical concept of relevance determined by FASB.
Most of the researchers (e.g., Adetunji, 2016; Barth et al., 2001; Mirza et al., 2019)
agreed that relevant accounting information is the information that has the ability to
reflect the firm value or share price.

Chandrapala (2013) examined EQ in Colombo by using value relevance, book
value, and return on share price and found a negative association between book value
and earnings. An (2017) measured EQ in Korea by using value relevance as the
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explanatory power of earnings and book value, and share price. Dechow et al. (2010)
used ERC to measure EQ which is measured by B value, whereas value relevance is the
explanatory power of coefficient of determination (R?) as large (small) R? indicates
more (less) value-relevant EQ.

Perotti and Wagenhofer (2014) discussed that value relevance is a good indicator
to measure the informativeness of financial reporting, which lead to improving EQ as
more informative components of earnings will have a higher ERC, which means that
high-value relevance has a positive relationship with the quality of financial reporting.
Maditinos et al. (2013) pointed out that ERC is an important indicator from the
perspective of investors as it informs them about the market reaction to the accounting
data. Jiang and Kim (2004) found that foreign investors prefer to invest in an
environment with high informational advantages and low information asymmetry to
enhance their informational advantages about their investment. Choi et al. (2013)
pointed out that an increase in foreign ownership leads to increased demand and
pressure for increased informational content by domestic firms, resulting in higher value
relevance of financial reporting. An (2019) points out that the value relevance in terms
of the explanatory power of earnings, book value, and the share price has a positive
relationship with foreign investors because they want to protect their wealth, reduce
monitoring costs, and monitor firms. Therefore, higher foreign investor ownership
induces firms to improve transparency and to decrease opportunistic choices and
decisions of the managers. Accordingly, this study expects that the relationship between
value relevance and foreign ownership is positive.

H3a: High value relevance of EQ attracts foreign ownership.
H3b: The high ERC of EQ attracts foreign ownership.

Earnings Surprise Indicator

Earnings surprise indicator (ESI) is a case of reported earnings that are above or
below the expected earnings by analysts. ESI is a good indicator to predict a firm’s
earnings behaviour (Okoro & Ofor, 2019). The level of earnings surprise works as a
function of managers’ previous recognition and measurement decisions of the firm.
Barton and Simko (2002) argued that earnings surprise is a good indicator of EQ
because it indicates managers’ biased estimates and judgments about earnings and net
assets. Basically, managers have many incentives to bias earnings and avoid negative
earnings surprises. Firstly, firms use ‘meeting or beating analysts’ earnings forecasts’
as an incentive to manage earnings and avoid negative earnings surprises. Barton and
Simko (2002, p. 2), found that investors use earnings surprises to investigate ‘the
pressure imposed on management to meet analysts’ earnings projections’. Secondly,
Matsumoto (2002) argued that high institutional ownership, the increased value
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relevance of earnings, and greater reliance on implicit claims by stakeholders are the
Important reasons that drive firms to take actions to avoid negative earnings surprises.
Barton and Simko (2002) reported that a large ratio of earnings surprise indicates
poor EQ, whereas a small ratio indicates high EQ. Poor EQ indicates that the investors
will not show any interest in the investments in such business while they focus on the
investments in the business where the ESI is small, and EQ is high. This indicator gives
the investors a positive signal about EQ of the firms, which as the investors tend to
decide on investments based on this indicator. In GCC countries, many investors rely
on analysts’ earnings forecasts to build their decision models. The study expects that
firms’/markets’ earnings surprise is a good indicator of EQ, giving foreign investors
more information. Therefore, this study expects a positive relationship between small
ESI and foreign ownership.
H4: Small ratio of earnings surprise will attract more foreign ownership.

Accrual Quality

The earnings reflect future cash flows when accruals quickly convert into cash
(Dechow & Dichev, 2002). The difference between accounting earnings and cash flows
from the operating activities of a firm is referred to as accrual quality. As decided by
Desai et al. (2006), the operating accrual used to measure EQ does not include accruals
resulting from investing and financing activities. According to Dechow et al. (2010),
the two types of measures of accruals are the magnitude of accruals and residuals from
accrual models. In the first type, the low magnitude of accruals should be less to convert
earnings into cash quickly. In the second type, the residual should be also less to reflect
low estimation error. The standard deviation of residuals is a measure of EQ as less
residual means higher quality. As the other participant in the market, foreign investors
prefer less accrual for three reasons. Firstly, they prefer less accrual because less accrual
quality mitigates the firm’s risks of future cash flows and earnings (Shin & Oh, 2017).
Secondly, participants in the market, including foreign investors, prefer quick
conversion of accruals into cash, as foreign investors tend to decide on their investments
based on operating cash flow in predicting future cash flow (Lee & Kim, 2019). Thirdly,
Dechow and Dichev (2002) pointed out that earnings will be more representative and
informative of future cash flows when accruals contain lower estimation error.
Therefore, this study expects a positive relationship between the quick conversion of
accruals into cash (low residual) and foreign ownership.
H5: Low residual of accrual quality attracts foreign ownership.

Earnings Smoothness
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Allayannis and Simko (2009) defined earnings smoothness as a reduction of
volatility in the earnings as reported in the financial statements. Earnings smoothness
Is measured as the ratio of the standard deviation of earnings to the standard deviation
of cash flows. The literature presents two different points of view regarding the
desirability and interpretation of earnings smoothness. The first view is that lower
smoothness indicates good EQ (Francis et al., 2004), and it is a desirable practice
because the smoothness of earnings narrows down the gap between earnings and cash
flow and provides good forecasting information. In the second point of view, lower
smoothness refers to lower EQ (Leuz et al., 2003), and it is not a desirable practice
because earnings smoothness is considered a consequence of earnings management
(Perotti & Wagenhofer, 2014). Nezlobin et al. (2019) presented evidence from the
literature that the first point of view is more acceptable and used by the researchers than
the second one.

Cheng and Li (2014) argue that earnings smoothness improves EQ because it
improves earnings informativeness. Improved earnings informativeness means that the
firms have rich information, making the market an environment with rich information
wherein investors can utilise all available information to build a good decision model
about their investment.

As mentioned earlier, the GCC market is classified as a less informative
environment, so foreign investors are unable to interpret earnings smoothness as a good
indicator of EQ. We thus expect earnings smoothness not to attract foreign investors to
invest in the GCC market.

H6: High earnings smoothness does not attract foreign ownership.

Loss Recognition Timeliness

Loss recognition timeliness is an important measure of EQ. Bissessur (2008)
suggested that losses may impact capital markets as the efficient functioning of these
markets will improve through high levels of information asymmetry. The use of
accruals for loss recognition timeliness for firms mitigates this problem by
incorporating losses in a timely manner, thus reducing uncertainty about firms’ futures.

The more timely the recognition of losses, the higher the EQ has a positive effect
on EQ because recognising losses on a timely basis, as Ball and Shivakumar (2005)
suggested. Dobre et al. (2015) also argued that loss recognition timeliness gives
shareholders, including foreign investors, more confidence about financial reporting in
the market because timely loss recognition means the size of earnings management done
by the managers can be mitigated. Dechow et al. (2010) pointed out that the investors
and financial analysts require loss recognition timeliness is to curb the management’s
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natural optimism. | expect that using loss recognition timeliness as an indicator of EQ
in GCC markets will attract more foreign investors.
H7: Loss recognition timeliness attracts foreign ownership.

Conservatism

Basu (1997, p.4) defined accounting conservatism as ‘the quicker recognition of
bad news in earnings than good news’ and devised several tests. Most of the studies in
this area used the same definition as Basu (1997), but these studies reached mixed
results about the association between EQ and conservatism.

Strong evidence suggests that accounting conservatism has a positive effect on EQ.
Watts (2003a), Kim et al. (2013), and Zhong and Li (2017) explored the opportunistic
behaviour of managers on accounting conservatism and EQs, and they found a strong
relationship between AC and EQ. Shubita (2015) concluded that income smoothing
improves EQ in the GCC countries. With respect to the relationship between EQ and
foreign investors, Khalil et al. (2020) found that foreign investors demand conservative
reporting of earnings. Ferreira et al. (2017) reached the same conclusion regarding the
foreign investors’ preference for conservative reporting of earnings because they have
informational disadvantage. Foreign investors cannot access the data as their domestic
peers, so they are more careful about financial statements. In GCC countries, all listed
firms use IFRS to prepare financial statements; therefore, accounting conservatism
practices are less followed by these firms. For example, Hamdan et al. (2011) pointed
out that the Kuwaiti capital market authority forces listed firms to keep a reasonable
level of conservatism. | expect that using conservative financial reporting will not affect
foreign ownership.

H8: Using accounting conservatism practices does not attract foreign investors.

Table 1 summarizes the nature of relationships between EQ and foreign investors
according to our hypotheses.
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Table 1 Nature of Relationships between EQ Measures and Foreign Investors

Nature of Expected
EQ proxy Relationship Relationship Reference
. o Ben-Nasr et al. (2015),
Persistence Positive ¥ Perotti & Wagenhofer (2014)
Predictability Positive + Lee & Kim (2019)
Value Relevance Positive + An (2019), Jiang & Kim (2004)
ERC Positive + Maditinos et al. (2013)
Earnings Surprise Positive + Barton & Simko (2002)
. . (Lee & Kim, 2019),
Accrual Quality Positive + (Shin & Oh, 2017).
Earnings Smoothness Positive No sign Cheng & Li (2014)
Timely Recognition . Dechow et al. (2010),
Loss Positive * Dobre et al. (2015)
i . : Hamdan et al. (2011),
Conservatism Negative No sign Khalil et al. (2020)
METHODOLOGY

Sample Selection

The sample in the study consists of listed firms on the GCC exchange stock
markets. The GCC countries include Bahrain, Kuwait, Oman, Qatar, the Kingdom of
Saudi Arabia, and the UAE. This study used secondary data which were collected from
Capital 1Q database from 2008 to 2016. Other data were calculated manually from the
capital markets and firms in each country. Table 2 shows that the total number of firms
in this study is 683. This study excludes 326 banking and financial institutions due to
both organisations’ different rules and regulations. It also excludes 15 non-financial
firms under liquidation (losses 75% of capital) and 145 non-financial firms with missing
data for some variables. Accordingly, the final sample of the study includes 1827 firm-
year observations.

Table 2 Sample Distribution by Country

KSA OMN QAT BAH KUW UAE Total
Total Listed Firms (1) 171 107 43 42 173 147 683
Financial firms (2) 50 31 17 24 118 86 326
Non- Financial firms 3 (1-2) 121 76 26 18 55 61 357
Firms with losses (4) 4 0 0 0 11 0 15
Firms with missing data (5) 39 10 12 9 35 34 139
Number of firms in sample 6 (3-4-5) 78 66 14 9 9 27 203
Number of observations 6*(9 years) 702 594 126 81 81 243 1,827
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The data are processed in two stages. In the first stage, | measure the EQ by using
nine proxies, and in the second stage, the models of the association between EQ and FI
are tested in all GCC countries.

Data

The study required sufficient data to calculate all nine EQ proxies for each firm
and in each country in a sample. To avoid excluding too many firms from the sample,
we did not require data availability for each firm over the full nine-year period and for
the nine EQ proxies. Accordingly, the composition of observation in the samples varies.
The total sample includes 1827 firm-year observations, and the number of observations
in each measure is different. For example, in calculating the conservatism measure, the
number of observations (number of firms * 9 years) in KSA is 758; Oman, 724; Qatar,
119; Bahrain, 69; Kuwait, 60; UAE, 219, whereas in calculating the persistence of
earnings, the number of observation is 760, 726, 120, 71, 63, and 221, respectively.
These differences in the number of observations among the EQ proxies are because
some data are missing when | calculate some of the EQ proxies. Most of the variables
are measured by the currency of each country. Given the differences between these
currencies, we converted the unit of these variables into an algorithm. Owing to the
nature of data, GLS - panel data random effect regression model was used to estimate
the association between EQ and FIl. This study uses GLS- random effect without
calculating the value of Hausman test (as a criterion between random effect and fixed
effect) due to the flowing facts. Firstly, according to Greene (2000), if the sample was
extracted from a large population (such as listed firms on the GCC in this study),
individual-specific constant terms are regarded as randomly distributed across cross-
sectional firms. Secondly, Greene (2000) suggests that a Hausman test which is
normally used to choose between fixed effect and random effect, becomes problematic
when using unbalanced panels, as the case in this study. For example, there are around
594 observations in Oman, whereas the number of observations is 81 in Bahrain.
Therefore, this study employs random-effect regression (RE) to test robustness. Thirdly
and finally, Bell et al. (2019) prefer to use random effects in multilevel analyses as it
allows the researcher to extend the analysis by using random slopes and distinct within
and between effects which cannot be as effectively implemented under a fixed effect.

Model Specifications

This study has two main objectives. The first one is to measure EQ by using nine
different proxies. The second objective is to find the effect of the different proxies of
EQ on attracting foreign investors. For these purposes, this study constructs the
following models for measuring EQ in GCC countries:
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Model 1: Persistence:
Following Perotti and Wagenhofer (2014), persistence is measured as the slope-
coefficient 3 as expressed in the following equation:

EQ(PRE)it = a + BEarningsit — 1 + ¢it (1)
Where for firm i and year t, a is Constant,  is Beta, Earningsi: is the net income before
extraordinary items in the current year; Earningsit-1 is earnings before extraordinary

items in the previous year; it is the residuals. When the value of B is close to one, EQ
is high; close to zero, low EQ.

Model 2: Predictability:

Again following Perotti and Wagenhofer (2014), predictability is the R? of
regression of EQ (PRE) as in Equation 1. R? (coefficient of determination) is the
explanatory power of the regression. More predictability means high EQ; low
predictability, low EQ.

Model 3: Value Relevance:

We used two proxies to measure value relevance. The first proxy follows Perotti

and Wagenhofer (2014). The value relevance is measured by the following equation:

EQ(VRi,t) = a + BEIi,t/Pi,t + «€i,t (2)
Where for firm i and year t, a is Constant,  is ERC, Pitis the share closed price at the
end of the year; E is the earnings before extraordinary items in the previous year; & is
the residuals. The value relevance is the ERC which is the f in the equation. Large [
indicates more value-relevant EQ); less B, less value-relevant EQ.

Following Ali and Hwang (2000), the second proxy that we used is the relationship
between earnings, book value, and share price. The value relevance is the explanatory
power of R? of earnings and book value of equity for stock returns as in the following
equation:

Pi,t = a + B1BVi,t + B2EPSi,t + €i,t (3)
Where for firm i and year t, o is Constant,  is Beta, Pj  is the stock price at the end of
the year; BV is the book value of the stock at the end of the year; EPS; is the earnings
per share at the end of the year; &i; is the residuals. Large R? indicates more value-
relevant EQ; less R?, less value-relevant EQ.

Following the prior studies (e.g., Adetunji, 2016; Perotti & Wagenhofer, 2014;
Ragab & Omran, 2006), this study uses two proxies to measure VR as the two proxies
give a comprehensive picture about the market reaction to accounting data.


https://www.emerald.com/insight/search?q=Aiman%20A.%20Ragab
https://www.emerald.com/insight/search?q=Mohammad%20M.%20Omran
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Model 4: ESI:

Following Barton and Simko (2002), the equation of earnings surprise is Earnings
Surprise Indicator= net operating assets at beginning / total sales
SEit — CMSit + TDit

TSit
Where ESI is earnings surprise indicator, SE is shareholder equity, CMS is cash and
market securities, TD is total debts, and TS is total sales. The smaller the earnings
surprise, the higher the EQ); the greater the earnings surprise, the poorer the EQ.

EQ(ESD)it =

(4)

Model 5: Accrual Quality:
Following Dechow and Dichev (2002), the equation below is used to measure the
residual of accrual quality:

EQ(VWCi,t) = a + B1CFOi,t —1 + B2CFOi,t + 3CFOi,t+1 + €i,t (5)
Where for firm i and year t, a is Constant, § is Beta, VWC is the variation of working
capital, CFO stands for operating cash flow in the current year, CFO-1 is operating cash
flow in the previous year, and CFO+1 is operating cash flow in the future year. A low
residual of regression indicates high EQ, and a high residual of regression means poor

EQ.

Model 6: Earnings Smoothness:
Following Dechow et al. (2010), the equation of earnings smoothness which is
used to measure the EQ is
SD of Earningsit

EQ(SMit) =
Q(SMit) SD of cash flowit

(6)

Where SM is earnings smoothness; SD, standard deviation. Lower smoothness indicates
good EQ; higher smoothness indicates poor EQ.

Model 5: Loss Recognition Timeliness:
Following Dechow et al. (2010), loss recognition timeliness is measured in
Equation 7.

EQ(TRL)it = a + a 1Dt + B ORett + B 1Dt Ret, + €1i,t (7)
Where Dt=1 if Rett<0; otherwise, 0. a is Constant, and higher B1 implies more timely
recognition of the incurred losses in earnings.

Model 8: Conservatism:

Following Ball and Shivakumar (2005), we measured conservatism as the
relationship between accruals and negative cash flows over the association between
accruals and cash flows.
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EQ(Con)it NCFOit CFOit NCFOit CFOit
raie TP T YR YR T  Taw
Where for firm i and year t, o is Constant, EQ (Con)i; is the earnings; NCFOi; is a
dummy variable which takes 1 if CFOi is negative; otherwise, 0; CFO is operating cash
flows; it Is the residuals. The degree of conservatism is the value of the incremental
coefficient (B3) from Equation 8. The larger (smaller) the value of the incremental
coefficient (B3) is, the more (less) conservative the earnings are.

+ ¢1,t(8)

Measuring Foreign Investors

Following An (2019), FI is the percentage of equity shares held by all foreign
investors by the end of the year, and it is calculated as the total number of shares held
by FI over the total number of shares outstanding.

The study uses the below regression models to investigate whether EQ through
different proxies plays an active role in attracting more foreign investors. To make the
analysis robust, we used three control variables which are named in prior studies (e.g.,
An (2019); Perotti and Wagenhofer (2014); Vo and Chu (2019)). These variables are
firm size (S), auditor type (Big4), and leverage (R). Firm size is measured by the
algorithm of total assets. Auditor type is measured by big 4 and non-big 4 audit firms.
Leverage is measured by total assets divided by total liabilities.

Model 1: Persistence (EQ-PER) and FI
Flit = a + B1EQ(PER)it + B2Sit + B3Big4it + B4Rit + eit (1 —1)

Model 2: Predictability (EQ-P) and FI
Flit = a + B1EQ(P)itB2Sit + B3Big4it + B4Rit + ¢it (1-2)

Model 3: Value relevance (EQ-VR) and FlI
Flit = a + B1EQ(VR)itB2Sit + B3Big4it + B4Rit + cit (1-3)

Model 4: ERC (EQ-ERC) and FI
Flit = a + B1EQ(ERC)itB2Sit + B3Big4it + B4Rit + it (1—4)

Model 5: Loss recognition timeliness (EQ-TRL) and FlI
FIit = a + B1EQ(TRL)itB2Sit + B3Big4it + f4Rit + it (1-75)

Model 6: Accrual quality (EQ-AQ) and FI
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Flit = a + B1EQ(AQ)itB2Sit + B3Big4it + B4Rt + €it (1-6)

Model 7: Earnings smoothness (EQ-SM) and FI
Flit = a + B1EQ(SM)itB2Sit + B3Big4it + B4Rit + cit (1-7)

Model 8: ESI (EQ-ESI) and FI
Flit = a + B1EQ(ESI)itB2Sit + B3Big4it + B4ARit + it (1-8)

Model 9: Conservatism (EQ-CON) and FI
Flit = a + B1EQ(CON)itB2Sit + B3Big4it + BARit + it (1-9)
Note. i = firm, t = year, o = constant, B =beta

EMPIRICAL RESULTS

This section has two subsections: results of measuring EQ and regression results
between each measure and FI. As discussed earlier, each measure of EQ has different
variables, so the results of descriptive statistics of each measure are presented along
with the measure itself. To maximize the benefit of the results, we present the results of
measuring EQ and its effect on FI together. Only the descriptive statistics of control
variables and dependent variables are presented in the beginning. Descriptive statistics
are used to describe data using numbers or statistical measures that may best represent
all data collected during research and give a good picture of the sample. The mean tells
the average value, which is a perfect representative figure for the data set to ensure that
there are no extreme values in the data set. Also, standard deviation estimates the degree
to which the value of a particular variable deviates from the mean (Vanlalhriati & Singh,
2015). Also, the value of standard deviation is used to measure the value of EQ in terms
of smoothness. Correlation and regression are used in this study. Correlation is used to
find the association between the EQ and FI, and regression is used to examine the effect
of EQ on FI. In the regression model, GLS - panel data random effect regression model
Is used to examine the effect of EQ on FI. In some of the EQ proxies, such as
predictability and value relevance, the result is dependent on the value of R? to
determine whether the EQ is high or low. For example, a high value of R? indicates
more predictability and high EQ, whereas a low value of R? indicates low predictability
and low EQ.

Descriptive Statistics of FI and Control Variables
Table 3 shows the descriptive statistics of the dependent variable (FI) and control
variables.
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Table 3 Descriptive Statistics of Foreign and Control Variables

Variable | Min Max Mean S_td i Min Max Mean S_td i
Deviation Deviation
KSA QAT
Fl 0.00 0.50 0.0188 0.078 0.00 0.036 0.00083 0.005
BIG4 0.00 4.00 0.672 0.499 0.000 1.00 0.936 0.245
R 0.01 6.44 0.889 0.920 -67.02 20.45 -10.28 0.939
S 1.14 5.17 2.865 0.712 1.84 4.55 3.25 0.629
OMN BAH
Fl 0.00 0.74 0.064 0.168 0.00 100 .0198 0.033
BIG4 | 0.00 100 0643 0.480 0.00 1.00 838 0.371
R -710.0 189 -8.021 262.8 0.038 1.47 .369 0.327
S 0.674 3.47 1.82 0.601 1.09 3.63 2.32 0.696
KUW UAE
Fl 0.00 2.00 .0409 0.784 0.00 0.20 0.0323 0.055
BIG4 | 0.0 1.00 661 0.477 0.00 1.00 0.778 0.417
R 0.00 4.74 1.325 1.261 0.04 13.84 1.33 2.305
S 1.56 3.58 2.646 0.617 1.99 4.68 3.063 0.622

The mean of Fl is very low in all GCC countries as it is between 0.00083 (Qatar)
and 0.0643 (Oman). The highest mean is in Oman (0.0643), KUW (0.0409), UAE
(0.0323), BAH (0.0198), KSA (0.0188) and finally QAT (0.00083). This indicates that
Fl is very low in GCC, but OMN has the better capital market for FI during the period
of the study. Firm sizes (S) have mean values between 1.82 (Oman) and 3.25 (Qatar).
With this range, firms have adequate assets to sustain their growth and survival. These
results indicate that Qatari firms offer a strong asserts structure than UAE, KSA, KUW,
BAH, and the lowest is in OMN. The mean of risk is between 1.33 (UAE) and —10.28
(Qatar), suggesting that risk is high in this sample because of the nature of the sample
(non-financial firms) and the situation in the GCC region. The highest mean of risk is
in UAE, which is around 133%, then KUW (132.5%), KSA (88.9%), BAH (36.9%),
and the lowest mean of risk is in QAT (-10.28), and OMN (-8.021) which means that
QAT and OMN are the best of GCC countries for investment. All GCC countries prefer
to hire big 4 audit firms as the highest mean is for Qatar, which is around 94% and the
lowest one is for Oman, which is around 64%. These results indicate that the GCC non-
financial firms prefer to hire the Big 4 audit firms to audit their financial statements
because they strongly believe that Big 4 audit firms offer high audit quality.
Accordingly, the descriptive statistics of this research give a good presentation of the
data, and we can process the data for analysis.

Measuring and Analysis of EQ-PER and FI
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The required information to calculate the persistence of EQ is the NIBE in the
current year and in the previous year. Table 4 shows the mean, SD, and correlation of
the variables of persistence.

Table 4 Descriptive Statistics and Measuring of Earnings Persistence

NBIE NBIE-1
Country Mean SD Mean SD R Prvalue EQIPER): B
KSA 161 0.784 2.32 12.89 0.329** 0.000 0.333**
OMN 0.615 0.738 0.084 0.736 0.618** 0.000 0.610**
QAT 1.99 0.550 1.15 0.632 0.607** 0.000 0.490**
BAH 1.20 0.720 0.213 0.846 0.628** 0.000 0.504**
KUW 1.12 0.730 0.504 0.919 0.621** 0.000 0.518**
UAE 1.65 0.643 1.099 0.810 0.466** 0.000 0.405**

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

As shown in Table 4, all means of NIBE are positive. The highest mean is for Qatar
(2.99), and the lowest is for Oman (0.615). The NIBE and NIBE-1 are positively
correlated in all GCC countries at the significant level of 0.000. The correlation is quite
high to conclude that earnings are stable and high. The highest correlation is in Bahrain
(0.628) (p-value<0.01), and the lowest one is in KSA (0.329) (p-value<0.01). The
criterion which is used to rank the EQ measured by persistence is the value of slope-
coefficient . The value of B in Oman is closer to one than the other countries. Although
the values for the other countries are good, the value of B in KSA is closer to zero than
the other countries. This result means that the earnings of Omani firms (and other
countries except for KSA) are more persistent and sustainable. Hence, we expect that
the decision usefulness of EQ is high and thus provides valuable financial information
to stakeholders, including foreign investors. These results are different from the results
of An (2017) which found the value of  in Korea very close to zero. Our results align
with those of Ahn and Kwon (2010), which found that earnings are highly persistent in
Korea due to the high levels of cash flows.

Table 5 shows the regression results of the effect of EQ-PER on FI.
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Table 5 Regression Results between PER and FI

ountry KSA OMN QAT BAH KUW UAE
Variab B vatl-ue B vatl-ue B vatl-ue B vatl-ue B vatl-ue B vz;l-ue
(PEE%) (_c()).ffsl) e (8823) 2.183 (8:3(7)%) 0.426 (gﬁggg) 0.605 (8224?77) 1172 (8:233) 1.319
Bit | ooy ooy U2 0404 0130 Jon 4756 (el o6 osee 098
Risk (8:8cng) 2.95 (8:(7)%(13) 0.285 (0.7631) 0.496 (88033?) 3123 (859171) 0.130 (c?gfg) 0651
Size (82232) 966 (8833) 3.848 (_(()).ggf) 3618 (880202) 3.922 (8288% 2.824 (8:983) 0.265
(M?del) 0.136 0.206%* 0.390%* 0.609%* 0.417+ 0.196
R? 0.019 0.051 0.152 0.371 0.174 0.038
F-value 3.329 8.605 4.436 10.170 2577 1.137
Sig. 0.010 0.000 0.006 0.000 0.049 0.343

Note.**Correlation is significant at the 0.01 level (2-tailed).
*Correlation is significant at the 0.05 level (2-tailed).

Table 5 shows that the regression model in KSA, Oman, Qatar, and Bahrain is
significant at 0.01 and Kuwait at 0.05 (but not in UAE). However, EQ-PER has a
significantly positive effect on attracting foreign investors only in Oman as the
coefficient is 0.031 (p-value<0.05), and the R? of EQ-PER explains 5.1% of the
variation in attracting foreign investors. This result indicates that the sustainability of
earnings in Oman will attract more foreign investors. H1 is accepted only in Oman but
not in other GCC countries. To provide useful information to foreign investors, the
sustainability of earnings appears only with large firms and firms audited by big 4 audit
firms as the coefficients (0.031 and 0.042, respectively) are significant at 0.01.

The result of this study is not in line with that of Ahn and Kwon (2010), which
found that Korean investors do not have any reaction to the persistence of earnings. This
result is also not in line with that of Wang (2014), which found that a high degree of
persistence is not real as the reaction of investors is negative. The result of this measure
in Oman is in line with Ben-Nasr et al. (2015), which found that FI is associated with
more earnings persistence.

Measuring and Analysis of EQ-P and FI

The required information to calculate the predictability of earnings is the same as
the information on persistence. Table 6 shows the regression of predictability in
Equation 1.
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Table 6 Results of Measuring Predictability

Country

KSA OMN QAT BAH KUW UAE

Variable
EQ(P)-R?

10.8% 38.2% 36.8% 39.4% 38.6% 21.8%

The criterion used to rank EQ measured by R? is calculated as in EQ-PER.
Generally, the results of Table 6 indicate that R?is low in all six GCC countries. The
first rank is Bahrain as its R? is the highest one among the other countries (39.4%) then
the second rank is Kuwait (38.6%), followed by Oman (38.2%) and then Qatar (36.8%).
The R? for the other two countries (KSA and UAE) is low, and the lowest one is for
KSA (10.8%). These results indicate that the predictive value of earnings is more in
Bahrain, Kuwait, Oman, and Qatar, but it is low in the KSA and UAE. In general, the
predictive value of earnings in GCC countries as measured by R? is below 50%, which
is low. The EQ measured by predictability may not help investors decide about their
investment in the future.

The result of this study is inconsistent with Holt (2013), which found that
predictability is a good indicator to predict future earnings when the average of R? is
around 70%.

Table 7 shows the results of the regression between EQ-P and FI.

Table 7 Results of Regression between P and FI

ountry KSA OMN QAT BAH KUW UAE
i t- t- t- t- t- t-
Variab B value B value B value value value B value
EQ (P) -0.045 -2.481 0.052 2.58 -0.005 -1.43 0.015 1.26 -1.416 0.044 1.856
(0.013) (0.01) (0.157) (0.208) (0.019) 2.436  (0.066)
Big4 -0.013 -2.064 0.042 4.105 0.105 1.235 0.039 3.411 0.040 0.168 0.021 1.427
9 (0.039) (0.000) (0.001) (0.001) (0.867) (0.156)
Risk 0.010 3.093 0.012 0.302 0.089 0.832 0.003 0.89 -0.026 - -0.003 -
(0.002) (0.783) (0.408) (0.371) (0.754) 0315  (0.560) 0585
Size 0.006 1.448 -0.031 -3.836 -0.004 -1.68 -0.018 -2.34 0.076 3.637 0.004 0.438
(0.148) (0.000) (0.098) (0.019) (0.001) (0.662)
R 0.168** 0.222** 0.199 0.459** 0.492** 0.229
(Model)
R? 0.028 0.049 0.040 0.210 0.242 0.052
F-value 5.038 7.91 2.04 8.44 3.920 1.573
Sig. 0.001 0.01 0.158 0.001 0.008 0.186

Note. **Correlation is significant at the 0.01 level (2-tailed).
*Correlation is significant at the 0.05 level (2-tailed).

Table 7 shows that the model is significant in KSA, Oman, Bahrain, and Kuwait
at 0.01 level. As expected, in KSA and Kuwait, the coefficients (-0.045 and -1.416) of
EQ are significant but negative (p-value < 0.05), indicating a negative association
between predictability and foreign investors. Investors cannot depend on current
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earnings to predict future earnings. H2 is accepted only in Oman as the coefficient
(0.052) is positive and significant (p-value < 0.05). Foreign investors tend to decide on
their investments based on current earnings when predicting future earnings. This result
is in line with that of Lee and Kim (2019).

In Bahrain, Qatar, and UAE, the coefficients (-0.005, 0.015, and 0.044,
respectively) are insignificant at the 0.05 level, indicating that the predictability of
earnings does not influence foreign investors. The control variables have different
effects on foreign investors, confirming the significance of these variables.

Measuring and Analysis of EQ-ERC, EQ-VR, and FI
The required information to calculate ERC is the NIBE and NIBE/P, as shown in
Table 8 which lists the mean, SD, B of the variables of EQ-VR.

Table 8 Descriptive Statistics and Measuring the ERC and Value Relevance

Country KSA OMN QAT BAH KUwW UAE
Variable Mean SD Mean SD Mean SD Mean SD Mean SD Mean SD

NIBE 161 0.784 0615 0.738 199 0550 120 0.720 112 0.729 165 0.643
Return (Ret) | 1.35 0.495 129 0660 132 0531 1.08 0421 118 0549 143 0.575
P 0.96 0.288 0.072 0.465 0.827 0544 0.035 0.247 151 0.370 0.228 0.826
NIBE/P 0.655 0.739 0.627 0.689 0.827 0544 140 0.604 125 0.611 190 0.626

Correlation 0.019 0.288** 0.223* 0.078 0.110 0.224*

EQ (ERC)- 0.058 0.268** -0.228 -0.064 -0.091 -0.222*

Note. **Correlation is significant at the 0.01 level (2-tailed).
*Correlation is significant at the 0.05 level (2-tailed).

The means of Ret are positive. The highest is for UAE (1.43), and the lowest is for
Bahrain (1.08). Most GCC firms have positive earnings. The stock price as measured
by closing price is more than the par value in all GCC countries. The slope of coefficient
B is very low in all six GCC countries, which means that the decision usefulness of EQ
is low. The correlation between the Ret and NIBE/P supports this conclusion as it is
very low in all GCC countries.

The results of this study are against the results of Perotti and Wagenhofer (2014),
Chandrapala (2013), and An (2017), which indicate that value relevance of earnings,
stock price, and returns of listed firms should be improved. The results are in line with
Callao et al. (2016) study, which found that the value relevance of earnings is low.

Table 9 shows the results of the relationship between value relevance (ERC) and
FI.
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Table 9 Regression Results between VR-ERC and FlI

Country

KSA OMN QAT BAH KUW UAE

. - - -
. B B B t-value B B t-value B
Variables value value value value
EQERC)& | -0.004 _ 0.100 0050 0007 -0041 _ 0.056 0075
sig. ©00000 %% o109 2% (0.960) ©0.729) 93 (00199 2%0  (o53ay 0623
: -0.017 0.043 0.521 0.047 0.014 0.013
Big4 ©0006) 2™ ©ooo) **° (oooo) 2276 (0ooo) 47 (ogsy) 0061 (gzgg 0904
: 0.009 0.015 0.055 20.032 0.007 -0.004
Risk 0005) >89 (0ese) 40 (0ee2) 4%  (oo3) 9% (0gs0) 0088 (04e5) 073
) 0.007 ~031 -0.301 ~041 0.596 0.003
Size 0lon 1B oo BT ooy 33T gooy B4 (o 323 (00 0230
R (Model) 0.188** 0.233% 0.380%* 0.609%* 0.491% 0.164
R? 0.035 0.054 0.150 0.370 0.241 0.027
F-value 6.417 9.128 4.366 10111 3.898 0.791
Sig. 0.000 0.000 0.007 0.000 0.008 0.533

Note. **Correlation is significant at the 0.01 level (2-tailed).
*Correlation is significant at the 0.05 level (2-tailed).

Table 9 shows that the model is significant in all GCC countries except for UAE
at 0.01. H3a is accepted in Oman and Kuwait as the value relevance (ERC) significantly
affects attracting foreign investors in Oman and Kuwait at 0.05. In Oman, the
coefficient is 0.100 (p-value<0.05), and the R? of ERC explains 5.4% of the variation
of attracting foreign investors. In Kuwait, the coefficient is equal to 0.056 (p-
value<0.05), and the R? of ERC explains 24.1% of the variation in attracting foreign
investors. In KSA, the value relevance (ERC) has a significantly negative effect on
attracting foreign investors as the coefficient is -0.004 (p-value<0.01). The R? of ERC
explains 3.5% of the variation of attracting foreign investors. The result indicates that
any improvement in the informativeness of financial reporting measured by ERC will
attract more foreign investors in Oman and Kuwait. This result is consistent with Jiang
and Kim (2004) which found that foreign investors prefer to invest in an environment
with high informational advantages and low information asymmetry. The result is
supported by Choi et al. (2013) which pointed out that the pressure for increased
informational content and increased value relevance of financial reporting will attract
more foreign investors. In the case of KSA, foreign investors seem to have doubts about
the relationship between ERC and the informativeness of financial reporting of listed
firms, although the value of ERC is good in this country.

The required data to calculate R? of the second measure of value relevance are EPS,
the book value of shares, and share price. Table 10 shows the results of this measure.
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Table 10 Descriptive Statistics and Measuring of Value Relevance (R2)

Country KSA OMN QAT BAH KUw UAE
Variable Mean SD Mean SD Mean SD Mean SD Mean SD Mean SD
EPS 0438 0746 0.155 0440 154 113 0108 0076 0073 0071 0047 0.159
BV 376 257 149 276 1012 812 0943 0369 0742 0425 0702 0.687
p 096 0288 0072 0465 0827 0544 0035 0247 151 0370 0228 0.826
CorrEIatlon **k *xk *% *%x Kk *k
(EPSEP) 0.357 0.603 0.817 0.841 0.840 0.283
Correlatlon *%k *xk *% *% *x *x
(BVER) 0.387 0.728 0.614 0.453 0.582 0.514
Correlation 0.467** 0.733** 0.819%* 0.843%* 0.848%* 0.524%*
(Model)
EQ(VR)- R2 0.219 0.537 0.671 0.711 0.720 0.274
Cofégg')e”t 2.982%* 0.908* 10.12%* 6.676%* 10.095** 0.634
Co‘szf{f;e”t 1.045%* 0.749%* 0.137 0.105 0.337 0.693%*

Note. **Correlation is significant at the 0.01 level (2-tailed).
*Correlation is significant at the 0.05 level (2-tailed).

Table 10 shows that the mean value of share price (P), book values of share (BV),
and earnings per share (EPS) for the GCC firms have positive values. All positive values
of the three variables suggest that most GCC firms are financially stable. The highest
mean is Qatar (1.54), and the lowest is UAE (0.047). The R? in Kuwait (72%) is the
highest among the GCC countries, and the lowest is in KSA (21.9%). The second rank
is for Bahrain (71.1%), then Qatar (67.1%), followed by Oman (53.7%) and UAE
(27.4%). These results indicate that the explanatory powers of accounting data of book
values and earnings per share jointly explain 72% of the share price variation in Kuwait,
whereas the explanatory powers of accounting data of book values and earnings per
share jointly explain only 21.9% in KSA.

The model in all GCC countries is significant at 0.000, and the associations
between EPS, book value, and share price are positively significant at 0.000. This result
implies that the share price of GCC firms is significantly reflected by EPS and book
values ranging from high in Kuwait, Bahrain, and Qatar to low in Oman, UAE, and
KSA. The correlations among independent variables (EPS and BV) in all GCC countries
are smaller than 0.8, but multicollinearity is not a serious issue in regression models
(Hair et al., 2006). The results of measuring EQ-VR are in line with Ragab and Omran
(2006), which found a positive relationship between earnings and share price. Table 11
shows the results of the relationship between EQ-VR and FI.
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Table 11 Regression Results between VR and FlI

ountry KSA OMN QAT BAH KUW UAE
Variab B t-value B t-value B t-value B t-value B t-value B t-value
EQ(VR) | 0382 _ 0200 0.005 0071 18.388 0056
&sig. | 0002) 129 0002 987 0163 1499 (g319) 1098 (ggo;y 3384 (gorp) 250
. -0.014 0.044 0.203 0.049 -0.133 0.023

Bigd | 0o23) 2%® 0000y 43?2 (0000) 3751 (oo0) 4% (o528 0% 0105y 1634
. 0.007 0.010 0.035 -0.029 -0.103 -0.006

Risk = | 0oa2) 297  (0eog) 0388 (g746) 0326  (0ms) 247 (0.226) oy 0209) -1.281
_ 0.008 20.029 20015 0024 0.280 0.012

siz | oo 7 0o B oo 8% ooy B8 (o1 1555 (0lgy 1318
R 0.175%* 0.241%* 0.415%* 0.614%* 0.557%* 0.278
(Model)

R? 0.031 0.058 0.173 0.378 0.310 0.076
F-value 5,557 9.850 5.144 10.461 5.505 2.357
sig. 0.000 0.000 0.003 0.000 0.001 0.058

Note. **Correlation is significant at the 0.01 level (2-tailed).
*Correlation is significant at the 0.05 level (2-tailed).

Table 11 shows that the model is significant in KSA, Oman, and Bahrain at 0.000
level of significance and in Qatar and Kuwait at 0.01 level of significance, but it is
insignificant in UAE at 0.01 and 0.05. In KSA, the association between EQ-VR and FI
Is significantly negative as the coefficient is -0.382 (p- value<0.01) and the t-value is -
3.129. In Oman, EQ-VR is associated significantly negatively with FI as the coefficient
IS -2.209 (p- value<0.01), and the t-value is -3.087. In UAE, the association between
EQ-VR and FI is significantly negative as the coefficient is -0.056 (p-value<0.05) and
the t-value is -2.550. These results reflect that foreign investors are concerned about the
book value and earnings per share in these countries. The investors are not sure whether
the increasing book value and EPS is a good thing or not. These results are matched
with the lower explanatory power of earnings in these three countries as they ranked as
the last three among the GCC countries.

H3b is accepted only in Kuwait as value relevance has a significant positive
association with FI, making the accounting information of earnings and book value
relevant, significant, and faithfully presented for investor decision-making. This result
is in line with Mirza et al. (2019), which found that the accounting information of
earnings and book value (and cash flow) is relevant for investors in the Malaysian
capital market as the information significantly and positively explains the variation in
the share price.

In Qatar and Bahrain, no statistically significant association is noted between EQ-
VR and FI. The coefficient is 0.005, (p-value>0.05) and the t-value is 1.409 in Qatar;
0.071 (p- value>0.05) and 1.003 in Bahrain. This result implies that the accounting
information of earnings and book value are irrelevant and insignificant for the decision-
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making purposes of foreign investors. The result is in line with Kadri et al. (2009),
which pointed out that earnings are irrelevant in the Malaysian capital market.

To a large extent, the results of the two measures of value relevance are the same
in KSA and Kuwait, which means that the two EQ measures are consistent in their effect
on attracting foreign investors. In Oman and UAE, the study finds different results as
there is a positive association between ERC and FI and no effect in UAE, whereas there
IS a negative association between EQ-VR and FI in both countries. However, foreign
investors should be careful when using value relevance to decide about their
investments in Oman, especially for the second measure, as increasing earnings and
book value may not reflect the higher share price. The control variables have different
effects on foreign investors, confirming the significance of these variables.

Measuring and Analysis of EQ-ESI and FI
The required information to calculate EQ-ESI is SE, CMS, TD, and TS. Table 12

shows all the required variables.

Table 12 Descriptive Statistics and Measuring of Earnings Surprise Indicator

ountry KSA OMN QAT BAH KUW UAE
Variab Mean SD Mean SD Mean SD Mean SD Mean SD Mean SD
SE 256 0643 144 0630 288 0549 214 0.649 219 0517 272 0.533
CMS 151 0845 0243 0945 220 0.740 123 0.841 1114 0600 179 0.861
TD 219 103 108 0773 262 0924 175 0744 209 0797 222 0.989
TS 243 0743 150 0.768 264 0659 207 0753 199 0451 253 0.672

EQ
(ES)) 1.33 1.52 1.25 1.28 1.59 1.24

Table 12 shows that the highest SE, TD, CMS, and TS among all countries are in
Qatar with 2.88, 2.62, 2.22, and 2.64, respectively, whereas the lowest means of these
variables are in Oman with 1.44, 1.08, 0.243, and 1.5. The ESI in all countries is more
than one, which means that the net operating assets are more than total sales and that
the net assets are overstated. This proxy is consistent with the assumption that
overstated net assets are less efficient at generating a given level of sales (Barton &
Simko, 2002). In addition, ESI is positive in all GCC countries, which means that the
actual results of the firms are higher than the expectation of the analysts, which may be
questionable news for the investors. The smaller index of ESI is for UAE. The indices
of ESI for the other countries are relatively equal except for Kuwait (1.59) which is the
highest one among the GCC countries. Accordingly, the EQ of firms in UAE, Qatar,
Bahrain, and KSA is higher than in Kuwait and Oman.



Contemporary Management Research 249

According to Barton and Simko (2002), the correlation between ESI and net
operating assets should be negative as the probability of reporting ‘larger positive or
smaller negative earnings surprises’ decreases with the extent to which net operating
assets are already overstated on the balance sheet. We tested this hypothesis and found
that the Spearman rank correlation is positive and significant in all GCC countries
except for Bahrain as the Spearman rank correlation is negative but insignificant at 0.01
and 0.05. In UAE, Oman, and KSA, the Spearman rank correlation is 0.148, 0.143, and
0.296, respectively, whereas Qatar's Spearman rank correlation is 0.553. The highest
spearman rank correlation is in Kuwait (0.789).

These results are against the hypothesis of Barton and Simko (2002), which
indicates that the net assets are overstated, or there is a level of earnings management
in the preparation of financial statements. Table 13 shows the results of the relationship
between EQ-ESI and FI.

Table 13 Regression Results between ESI and FI

Country KSA OMN QAT BAH KUW UAE
Variable B t-value B t-value B t-value B t-value B t-value B t-value
EQ(ES) | 0012 0017 0001 0.003 0.061 0020
&sig. | 0951) 092 (0geay 0147 gggs) 00O (ose7) 05 goeg) 18 (ggayy 024
. -0.013 0.042 0.302 0.055 -0.539 0.012
Biot | Dose 2 0om 40 oom 305 ooum 319 (owy L8 ol 082
) 0.009 0.013 0.051 -0.032 -0.006 -0.004
Risk | 0oo 2832 (020 0348 0% 0300 0% 3007 D00 0066 ool 0813
: 0.004 -0.030 -0.004 -0.021 0.042 0.007
Size | 0% 084 o0y 375 oo 358 oo 4O opms 012 ouas 078
R (Model) 0.131* 0.210%* 0.388 0.609%* 0.445 0.155
R2 0.017 0.044 0.150 0.371 0.207 0.024
F-value 3.068 7.364 4.365 10,194 3.201 0.703
sig. 0.016 0.000 0.007 0.000 0.051 0.501

Note. **Correlation is significant at the 0.01 level (2-tailed).
*Correlation is significant at the 0.05 level (2-tailed).

Table 13 shows that the model of EQ-ESI and FI is significant in KSA, Oman,
Qatar, and Bahrain at both 0.05 and 0.01 levels, but it is insignificant in Kuwait and
UAE. Again, the significance of the model is because the control variables, as the
coefficients of ESI, are insignificant among all GCC countries. H4 is rejected as the
result of this model is supported by the higher value of ESI. Foreign investors prefer to
use the forecasting provided by analysts when they want to invest their money for the
first time. The higher ESI may have a negative effect on the perception of investors
about firms. Therefore, with less knowledge about the new capital market, foreign
investors believe that the managers use ‘meeting or beating analysts’ earnings forecasts’
as an incentive to manage the earnings and avoid negative earnings surprises. The result
of this indicator is in line with Sen (2009), which found that ESI is not a key factor used
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by sophisticated institutional investors. The control variables have different effects on
foreign investors, confirming the significance of these variables.

Measuring and Analysis of EQ-AQ and FI

The required information to calculate the earnings accrual is the operating cash
flow in the current year, the previous year, and the future year. Table 14 shows the mean,
SD, and correlation of the variables of accruals.

Table 14 Descriptive Statistics and Measuring of Accrual Quality

ountry KSA OMN QAT BAH KWU UAE
Variable Mean SD Mean SD Mean SD Mean SD Mean SD Mean SD
CFO 177 0843 0733 0790 213 0626 130 0898 137 0643 187 0.757
CFO-1 139 0845 0433 0828 169 0675 0721 0794 103 0776 147 0.776
CFO+1 208 0830 1028 0785 244 0591 158 0888 1.69 0661 217 0.732
vwcC 141 0850 0387 0703 171 0761 0882 0723 114 0677 162 0.747
Correlation
(VWC and 0.644%* 0.597** 0.583** 0.814** 0.637** 0.581**
CFO)
Correlation
(VWC and 0.716%* 0.545** 0.536** 0.686** 0.632** 0.422%*
CFO-1)
Correlation
(VWC and 0.683** 0.556%* 0.692** 0.843** 0.762%* 0.558**
CFO+1)
P-value 0.000 0.000 0.000 0.000 0.000 0.000
EQ(VWC)- 63.866 48.685 8.385 2,549 3.760 16.552
Residual
SD of Residual 0.577 0.504 0.504 0.348 0.457 0.559
R-Square 56.3% 46.2% 59.3% 77.5% 66.8% 51.8%

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

The mean of operating cash flow is more than the mean of NIBE in all GCC
countries, but the difference between them is small. There is also a positive and
significant correlation between accruals and current, past, and future operating cash
flow in all six GCC countries. The result of the correlation between accruals and past
and future CFO is in alignment with the argument of Dechow and Dichev (2002), but it
Is inconsistent with respect to the correlation between accruals and current CFO.
However, the most important point in this theory is the relationship between accruals
and the future operating cash flow, as suggested by Dechow and Dichev (2002), which
defined good EQ as a good relation between accruals and future operating cash flow.

The results of EQ-AQ) shows that the less magnitude of residual or error
estimation is found in Bahrain (2.549) with less SD (0.348), and the highest magnitude
of residual or error estimation is found in KSA (63.866) with high SD (0.577). The R?
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supports these results and provides reasonable explanatory power for variation in
working capital as the highest one is found in Bahrain (77.5%) and the lowest one is
found in Oman (46.2%).

In general, these results are supported by Dechow and Dichev (2002) with respect
to the association between accruals and cash flows, but they are inconsistent with Leal
et al. (2017) which found that accruals quality are affected by extreme values of SD of
residual. Table 15 shows the results of the relationship between EQ-AQ and FlI.

Table 15 Results of regression between AQ and FI

ountry KSA OMN QAT BAH KUW UAE
\\:mg\ B t-value B t-value B t-value B t-value B t-value B t-value
FQAQ) (%)?)11? -2.584 ((13:?)?12) Lore (82??) 1.368 (8:(;?8) 0.662 (38376) -0.042 (gigslag) 1.669
R R
Risk (g:gﬁ) 3.201 (8:838) 3839 ('gffll) 0776 (6.%%3) -3.164 (859132) 0135 ('gfff) 0-.327
Rl el el e
(Mfdel) 0.162%* 0.220%* 0.450%* 0.610%* 0.388 0.217
R2 0.026 0.048 0.203 0.372 0.151 0.047
F-value 4765 8.089 4,656 10.236 2.174 1.404
Sig. 0.001 0.000 0.006 0.000 0.086 0.237

Note. **Correlation is significant at the 0.01 level (2-tailed).
*Correlation is significant at the 0.05 level (2-tailed).

Table 15 shows that the regression model in KSA, Oman, Qatar, and Bahrain is
significant at the 0.01 level, but it is insignificant in Kuwait and UAE. EQ-AQ has a
significantly positive effect on attracting foreign investors only in Oman as the
coefficient is 1.992 (p-value<0.05), and the R? of AQ explains 4.8% of the variation of
attracting foreign investors. This result indicates that foreign investors can use the
earnings to predict future cash flows and which will attract more foreign investors. The
model is inversely significant in KSA as the coefficient is -1.616 (p-value<0.05), and
the R? is 2.6%. The result in KSA indicates that the foreign investors have doubts about
the sing earnings of KSA firms to predict the future cash flow. H5 is accepted in Oman
and rejected in KSA and other GCC countries. Risk has a positive effect (0.011 in KSA
and 0.039 Oman), and firms audited by big 4 audit firms have a negative effect (-0.014
in KSA and -0.031 in Oman) as the coefficients are significant at 0.05 and 0.01.

The results of this measure in GCC (except for Oman and KSA) are not in line
with An (2019) which did not find a significant association between FI and EQ-AQ.
The results are (except for Oman and KSA) in line with Vo and Chu (2019) which found
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no clear evidence of the association between FI and EQ-AQ. The control variables have
different effects on foreign investors, confirming the significance of these variables.

Measuring and Analysis of EQ-SM and FI
The required information to calculate the earnings smoothness is the NIBE and its

SD and CFO. Table 16 shows SD for all required variables.

Table 16 Descriptive Statistics and Measuring of Earnings Smoothness

Country KSA OMN QAT BAH KWU UAE
Variable SD SD SD SD SD SD

NIBE 0.784 0.738 0.550 0.720 0.729 0.643

CFO 0.843 0.790 0.206 0.898 0.643 0.757

SM 0.930 0.934 2.67 0.802 1.134 0.849

The SD of smoothness in Bahrain (0.802) is the lower one among the GCC
countries, indicating that EQ is good. The highest SD of smoothness is found in Qatar,
indicating lower EQ.

Although earnings smoothness is discussed in relation to many variables such as
earning management (Aflatooni & Nikbakht, 2010), firm value (Allayannis & Simko,
2009), earnings informativeness (Cheng & Li, 2014), and stock price (Lyimo, 2014),
there is limited evidence that smoothness practices are either desirable or not in GCC
countries. For example, Shubita (2015) found that income smoothing improves EQ, but
we did not find any reversed evidence against this association. The interpretation of a
higher degree of smoothness is that the managers in GCC firms exercise the practices
of earnings smoothness to reduce the fluctuations in earnings. However, this result leads
to an increased degree of smoothness, which makes the SD high. This proxy of EQ is
less useful for stakeholders because they have less knowledge about earnings
management in GCC-listed firms.

Table 17 shows the results of the relationship between EQ-SM and FI.
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Table 17 Regression Results between SM and FlI

Country KSA OMN QAT BAH KWU UAE
Variable B t-value B t-value B t-value B t-value B t-value B t-value
EQSM)& | -0.002 -0.003 0.001 0.003 -0.046 0.020
sig. ©0440) %72 0pag) 08 (oese) O oesg) 0% (o72) 938 gggg 1710
Bigd -0.013 0.041 0.111 0.046 -0.180 0.018
0083 297 ooy 301 0oon) 325 ooo) AT (oase) 0780 ooy 124
Risk 0.009 0.322 0.017 -0.031 -0.015 -0.003
©005) 28% o718 932 (0ggz) 018 gooay 28 (0gse) 010 (gse1) 0999
Size 0.004 -0.031 -0.005 -0.021 0.463 0.009
03 %1 ooon) P70 o3 %0 ooy 39 o) 238 a1
R (Model) 0.134* 0.211** 0.055 0.608 0.391 0.219
R2 0.018 0.044 0.003 0.370 0.153 0.048
F-value 3.218 7.413 0.113 10.141 2211 1.440
Sig. 0.012* 0.000 0.893 0.000 0.081 0.225

Note. **Correlation is significant at the 0.01 level (2-tailed).
*Correlation is significant at the 0.05 level (2-tailed).

Table 17 shows that the model of EQ-SM and Fl is significant in KSA, Oman, and
Bahrain at 0.05 and 0.01, but it is insignificant in Qatar, Kuwait, and UAE. The
significance of the model is because the control variables as the coefficients of EQ-SM
are insignificant in all GCC countries. The result of this measure is matched with what
we predicted. H6 is accepted in that using earnings smoothness will not attract more
foreign investors and that earnings smoothness is not a desirable practice. With less
knowledge about this measure in GCC region, foreign investors are unsure whether
earnings smoothness is a consequence of earnings management or a good indicator for
future cash flow.

The result of this measure is not in line with Jung et al. (2020) which found a
positive association between FI and income smoothing as foreign investors demand
more sustainable earnings, and this can be done by earnings smoothness. This result is
also not in line with Rountree et al. (2008) which found that investors evaluate earnings
smoothness negatively.

Measuring and Analysis of EQ-TRL and FI
The required information to calculate the TRL is the NIBE, Ret, and dummy
variables. Table 18 shows all required variables.
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Table 18 Descriptive Statistics and Measuring of Timely Recognition Losses

Country KSA OMN QAT BAH KWU UAE
Variable Mean  SD Mean  SD Mean SD Mean  SD Mean SD Mean SD
NIBE 161 0784 0615 0738 199 0550 120 0720 112 0729 165  0.643
Return(Ret) | 135 0495 129 0660 132 0531 1.08 0421 118 0549 143 0575
(Ret*D) 103 144 083 141 076 0161 071 176 096 006 105  0.014
ES(TRL)' 0.898 0.249 2121 -4.857 -0.074 1578

The higher B1 is found in Qatar, which means that the financial reporting of Qatar-
listed firms is more useful than that of the other GCC countries. The lowest value of B1
which is found in Bahrain, indicates that the financial statements of Bahraini-listed
firms are less timely in recognising the incurred losses in earnings and that this does not
provide useful information for the investors.

This result indicates that the GCC firms exercise loss recognition timeliness, and
In some countries, the evidence shows more timely loss recognition.

Table 19 shows the results of the relationship between EQ-TRL and FI.

Table 19 Regression Results between TRL and FlI

ountry KSA OMN QAT BAH KWU UAE
Variabl B vatl-ue B vatl-ue B t-value B vatl-ue B t-value B vatl-ue
E%(‘;g'\') o2y 1080 Joon 0009 (700 0208 i 1307 ()0 0885 (9% 0360
Big4 (882145) -2.257 (81838) 4.086 (8:388) 3.742 (8:88513) 3.635 ((?517327) -0.569 (8:%) 0.828
R | ooy 2% oo 0% gem %% poin 245 ooy 0012 agyy O
Size (8:ggg) 1.181 ((')%gg) -3.723 ('gggf) -3.573 ('8'32143) -2.329 (8:821) 2.638 (8:222) 0.748
R (EQ*FI) 0.153%* 0.210%* 0.389%* 0.562%* 0.398 0.157
R2 0.023 0.044 0.151 0.316 0.159 0.025
F-value 3.757 7.359 4399 6.230 2312 0.725
Sig. 0.005 0.000 0.007 0.000 0.071 0577

Note. **Correlation is significant at the 0.01 level (2-tailed).
*Correlation is significant at the 0.05 level (2-tailed).

Table 19 shows that the model of EQ-TRL and FI is significant in KSA, Oman,
Qatar, and Bahrain at 0.05 and 0.01, but it is insignificant in Kuwait and UAE. The
significance of the model is because the control variables as the coefficients of EQ-TRL
are insignificant in all GCC countries. H7 is rejected, and loss recognition timeliness
does not attract foreign investors.

Although the results indicate that the GCC firms exercise loss recognition
timeliness, foreign investors seem not to be influenced by this measure. One possible
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reason is that the GCC firms report less loss. In addition, the managers of GCC firms
tend to recognise sooner their financial loses to reduce the fluctuations in earnings
which then improve EQ. Moreover, the total assets in GCC firms are financed by
external debts with an average of 72%, which makes foreign investors very sensitive
towards future cash flows. If the loss recognition becomes timely, earnings management
seems to be considered by foreign investors. The result of this measure is not in line of
Dobre et al. (2015) which found the loss recognition timeliness is a positive exercise
that improves EQ.

Measuring and Analysis of EQ-CON and FI
The required information to calculate the conservatism is the NIBE, CFO, TA, and

dummy variable. Table 20 shows all required variables.

Table 20 Descriptive Statistics and Measuring of Conservatism

Country KSA OMN QAT BAH KWU UAE
Variable Mean SD Mean SD Mean SD Mean SD Mean SD Mean SD
NIBE (E) 161 0.784 0.615 0.738 1.99 0550 120 0.720 1.12 0.729 1.65 0.643

CFO 176 0843 0733 0790 0299 0206 130 0898 137 0643 187 0757
TA 2865 0712 182 0608 326 0629 232 069 265 0617 306 0338
EQ (BC3ON)' 0.301 -0.783 -0.678 -0.474 -0.165 0.503

In general, the degree of conservatism (B3) is less in all the GCC countries as the
highest one is found in UAE (0.503), and the lowest one is in Oman (-0.783). These
values are low compared with those of other countries, such as South Korea (An, 2017)
and Indonesia (Sari & Sarumpaet, 2019). One of the most important reasons for this
lower degree is that most listed firms in GCC countries apply IFRS in preparing their
financial statements which require less degree of conservatism.

Table 21 shows the results of the relationship between EQ-CON and FI.
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Table 21 Regression Results between CON and FlI

country KSA OMN QAT BAH KWU UAE
variable b t-value B t-value b t-value b t-value b t-value b t-value
EQ(CON) | 0087 _ 0017 0.006 0.001 0098 0002
&sig. | 0.026) 2% 0652) O™ 0os0) M9 (ogsny 910 (o703 05 gy 019
) -0.015 0.042 0.251 0.010 0.404 0.017
bigh | oy 23 ooy 4% (0o00) 2160 (0ooo) 500 (oagyy 1367 (gp75) 10%
: 0.010 0.014 0,012 -0.034 0.199 0.010
Risk | 000y 3038 079 0351 oo 0106 00oh 3310 (00l i7es (005 1056
: 0.006 -0.030 -0.006 0,022 0.830 -0.004
Size | 0oy 1416 o 3729 oo 4147 ol 4200 o) 03979 ol 0638
R (model) 0.155 0.211% 0.440% 0.632%* 0.602%* 0.203
R? 0.024 0.044 0.194 0.399 0.362 0.041
F-value 4331 7.412 5.926 11.301 4.830 1.016
sig. 0.003 0.000 0.001 0.000 0.003 0.403

Note. **Correlation is significant at the 0.01 level (2-tailed).
*Correlation is significant at the 0.05 level (2-tailed).

Table 21 shows that the model is significant in all GCC countries at 0.01except for
UAE, in which the model is insignificant. The level of conservatism has a significantly
negative effect on attracting foreign investors only in KSA as the coefficient is -0.087
(p-value<0.05), which indicates that the increase in conservatism does not attract
foreign investors. As we predicted, H7 is accepted (except in KSA) as the accounting
conservatism practices are rarely used in GCC countries, and conservatism is not used
as a tool to protect the investors, and foreign investors have no power in the board of
directors in GCC firms. For example, in KSA, as Naif and Ali (2019), the capital market
‘“Tadawul’ is considered one of the good markets for FI, but many issues are pending
and not implemented to attract more foreign investors. This result is supported by An
(2019) which found no relationship between FI and EQ-CON, but it is not in line with
Khalil et al. (2020) which found that conservatism practices are attractive practices for
foreign investors. In general, foreign investors prefer to invest in firms audited by the
big 4, have less risk, and are small in size as conservatism is low.

Ranking of EQ Measures

The ranking of EQ measures helps investors build their decision models carefully.
Perotti and Wagenhofer (2014) discussed that there is little discussion in the literature
addressing this point as this depends on the measures themselves and the association
between these measures and other variables. Lyimo (2014) used consistency among the
EQ measures as more consistency indicates good measures. Therefore, researchers can
use their own method to rank the EQ measures.

In this study, we ranked the EQ measures in the respective country based on the
high and low EQ measures in that country. Table 22 shows the results of high and low
EQ measures in each country.
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Table 22 Ranks of EQ by Country

Country KSA OMN QAT BAH KUW UAE
EQ measil Value Rank Value Rank Value Rank Value Rank Value Rank Value Rank
EQ(PER)-

B 0.333 6 0.610 1 0.490 4 0.504 3 0.581 2 0.405 5

EQ(P)-R? 10.8% 6 38.2% 3 36.8% 4 39.4% 1 38.6% 2 21.8% 5

EQSQR)' 219% 6  537% 4 674% 3 T1A% 2 72% 1 274% 5
EQ(ERC)-
B

0.058 2 0.268 1 -0.228 6 -0.064 3 -0.091 4 -0.222 5

EQ(ESI) 1.33 4 1.52 5 1.25 2 1.28 3 1.59 6 1.24 1

EQ(AQ) 0.577 6 0.504 3 0.504 2* 0.348 1 0.457 4 0.559 5
EQ(SM) 0.930 3 0.934 4 2.67 6 0.802 1 1.134 5 0.849 2

EQ(glR'-)' 0898 3 0249 4 2121 1 -487 5 0074 6 1578 2
EQ(§3ON)' 0301 5 -078 1 0678 2 0474 3 0165 4 0503 6

Note. *R? of AQ in Qatar is more than Oman.

Table 22 shows the degree of each EQ measure. Firstly, Oman and Bahrain never
came at the last (sixth) rank, which means that the earnings have higher quality in these
two countries. In addition, Oman and Bahrain came in the first rank three times out of
nine; Qatar, UAE, and Kuwait, one time. KSA never came first in all EQ measures,
which means that the EQ in this country is questionable.

In terms of accounting-based measures, Oman and Bahrain are the better countries
that focus on the sustainability of earnings. Bahrain, Qatar, and Oman are the better
three countries in terms of the quick conversion of earnings into cash flow. In addition,
the accruals contain lower estimation error which is a good indicator for the protection
of investors. With respect to earnings smoothness, all GCC countries have a problem of
earnings volatility as the degree of smoothness is high, making EQ questionable. ESI
refers to the case that the firms' actual results meet and beat analysts' expectations.
However, the high value of earnings surprise in all GCC countries makes EQ
questionable. With conservatism as a tool to protect the stakeholders, Oman is the better
country that protects the investors, followed by Qatar and Bahrain. The protection of
investors in UAE, KSA, and Kuwait is an issue, though.

Regarding market-based measures, as all GCC countries have bad indicators about
value relevance in terms of ERC, the information that the investors need to build their
decision model is an issue. Nevertheless, the earnings per share and book value of the
share reflect the share price. Qatar and UAE rank the first and second for the measure
of loss recognition timeliness, indicating that the stakeholders can assess the
management’s optimism about the future.
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DISCUSSION OF RESULTS

The GCC countries struggle to attract more foreign investment to compensate for
the ongoing decrease in oil and gas prices and to implement the economic
diversification policy. Due to this situation, Khayat (2020) indicates that GCC countries
start to implement an economic diversification policy. ALHarithi (2018) points out that
GCC policymakers make foreign direct investment one of the main plans to diversify
GCC countries' economies and attract additional foreign portfolio investments. Aziz
and Mishra (2016) and Hussein (2009) find that foreign investments positively and
significantly affect GCC economies. Accordingly, GCC countries improve foreign
investments' policy and regulatory environment to attract more foreign investors, which
reflects the countries’ economic solid prospects. On the other side, one of the most
important steps on this road is improving the financial reporting quality through
enhancing EQ. Typically, foreign investors need relevant and reliable information to
improve their investment decision models, and this can be done through using multiple,
competing, and integrated EQ measures. As the GCC markets are relatively new for
foreign investors, this study aims to provide a wide range of relevant and reliable
information about EQ. In terms of earnings persistence, all GCC have high and
sustainable earnings, but only the model in Oman positively affects attracting foreign
investors as Oman is more stable than other GCC countries. Pauceanu (2016) finds that
political and economic stability is one factor to motivate foreign investors to invest in
Oman. Foreign investors seem to have a problem using the relationship between past
and future earnings in the other GCC countries as they fail to use earnings persistence
information and usually underestimate earnings. This result is supported by Ben-Nasr
et al. (2015) which found that more stable countries refer to higher EQ. Also, this result
Is consistent with the findings of Vo and Chu (2019) and An (2019) which find a
significant positive association between PER and FI as using PER improves the
decisions of Fl. The predictability of earnings positively affects attracting FI only in
Oman, indicating that foreign investors can use the current earnings to predict future
earnings. On the contrary, they cannot do the same in other GCC countries as the
earnings components are less important than other data such as cash flow and market
data.

In terms of accruals, EQ in Oman has a positive effect on attracting foreign
investors. This result gives more credibility to accounting information when deciding
about foreign investment, and it serves as a good indicator for protecting foreign
investors. The situation in KSA is different as EQ has a negative effect on attracting Fl,
making accounting information questionable. The surprising result of Bahrain, as the
AQ, is less than that in other GCC countries, but it does not affect attracting foreign
investors owing to political issues in the country from 2011 onward (Nuruzzaman, 2013).
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GCC countries (except for Oman) have difficulties in converting the accruals into cash
flows quickly and completely. This is because EQ-AQ has a significantly positive effect
on attracting foreign investors only in Oman as the coefficient is 1.992 (p-value<0.05),
and the R2 of AQ explains 4.8% of the variation of attracting foreign investors. The
results of AQ are not in line with Bloomfield et al. (2015) and An (2019) which found
that good EQ is there when the accruals are more quickly and completely converted into
cash flow.

In terms of ERC, EQ is very low in all GCC countries, indicating that the
informativeness of financial reporting is a matter of concern as the market's reaction to
the accounting information is low. However, ERC in Oman and Kuwait has a positive
association with foreign investors, which means that the foreign investors use the
accounting information to predict the variations in share price as these variations are
associated with the earnings announcements. In addition, foreign investors predict to
achieve more profits in Oman and Kuwait as these countries are neutral against the GCC
political crisis in 2017 (Pradhan, 2017). In relation to another value relevance measure,
EQ of Kuwaiti firms is matched with R? as a value relevance measure which means that
foreign investors can use the book value and EPS to predict the share price. This result
Is consistent with An (2019) finding, which finds a positive relationship between value
relevance and FI. This result is supported by Alfraih and Alanezi (2015) which found
that the financial reporting of non-financial Kuwaiti firms is associated positively with
investors. This result is also supported by Kumar and Singh (2013) which found that
the investors in the Omani capital market can achieve abnormal returns using the
accounting information. In KSA, both measures of value relevance have a negative
association with foreign investors, indicating a weak market reaction to financial
reporting and the relationship between book value, EPS, and share price. The result of
EQ in KSA is supported by Asiri and Alzeera (2013) which found that the KSA capital
market is weak and that all investors are not expected to generate abnormal returns. In
the UAE, value relevance negatively affects attracting foreign investors, indicating that
they do not use the accounting information to build their investment decisions.
Marashdeh and Shrestha support this result (2008) which found that the efficiency
market of UAE is weak and that the reaction to the earning information is also weak.
However, the result of this EQ (value relevance) in QAT and BAH is consistent with
the findings of Vo and Chu (2019), which find no clear evidence about the relationship
between this measure of EQ and FI.

In all GCC countries, EQ in terms of ESI does not affect attracting foreign investors,
which means that there are differences between earnings reported and analysts’
predictions. As a new entry into the market, foreign investors depend on analysts'
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expectations more than the earnings reported by the firms because they have less
information, low knowledge about the market, and a high level of uncertainty.

In terms of earnings smoothness, there is no association between EQ-SM and Fl,
indicating that foreign investors do not prefer earnings smoothness as they consider it a
type of earnings management. Basically, the information environment in GCC is
categorized as less informative, so foreign investors encounter difficulties when trying
to understand whether the earnings smoothness practices improve earnings
informativeness. This result is not in line with Jung et al. (2020) which found that
foreign investors demand earnings smoothness to improve the earnings informativeness
in Korea.

Although loss recognition timeliness is not common in GCC firms, the degree of
EQ-TRL is high in some countries because the GCC firms report less loss as they have
good experience with the profit. The unknown effect of EQ-TRL in the period of high
persistence of earnings, as Basu (1997) pointed out, affects the decision usefulness of
earnings. In GCC, we agree with this conclusion as the effect of EQ-TRL is unknown.
No evidence confirms that this effect is positive or negative from the FI perspective.

Finally, the effect of conservatism on attracting foreign investors is insignificant
in all GCC countries except for KSA as the coefficient of conservatism is negative and
significant. This is because KSA firms have good experience with accounting
conservatism, as pointed out by Abdul-Malik (2017), which found that conservatism
positively affects the financial reporting quality in KSA. In other countries, the level of
conservatism is reasonable as the governmental authorities responsible for the capital
market have enough power to force firms to present a reasonable level of conservatism,
as pointed out by Hamdan et al. (2011) in Kuwait. This result is consistent with An
(2019), which finds no relationship between conservatism and FI.

CONCLUSIONS
This study is one of the first to explore a comprehensive set of EQ measures in the
GCC region. It has two main objectives. The first is to measure EQ in GCC countries
using nine proxies: persistence, predictability, accrual quality, earnings smoothness,
earnings surprise indicator, value relevance (two proxies), and loss recognition
timeliness and conservatism. The second one is to examine the effect of these nine
proxies on attracting foreign investors.

Results of EQ Proxies in GCC Countries

Using a large sample of GCC non-financial firms throughout 2008-2016, we first
confirm that EQ in terms of user needs has higher quality in Oman for earnings
persistence and ERC, Kuwait for value relevance (R2), Bahrain for predictability, and
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UAE for ESI. EQ in terms of earnings persistence, predictability, value relevance (R2)
is low in KSA, whereas EQ is low in Qatar in terms of ERC and in Kuwait in terms of
ESI. EQ has higher predictability in Bahrain and Oman, but the predictability is low in
KSA.

In terms of investor protection, EQ is higher in Bahrain and Kuwait with respect
to accrual quality. EQ is higher in Bahrain and UAE with respect to earnings
smoothness, it is high in terms of TRL in Qatar and UAE, and finally, it is high in Oman
in terms of conservatism. Foreign investors have less protection in terms of accrual
quality in KSA, smoothness in Kuwait, TRL in Bahrain, and conservatism in UAE.

Foreign Investors and EQ

Foreign investors can take their decision in Oman as persistence and predictability
positively affect attracting FI but not in other GCC countries. Predictability has a
negative effect on attracting FI in KSA and Kuwait, which means that this measure is
not a good indicator for FI and cannot use the current earnings to predict future earnings.
ERC has a positive effect on attracting FI in Oman and Kuwait, indicating that FI can
predict the variations in share price, but it has a negative effect in KSA as FI cannot
predict these variances in share price. Value relevance in Kuwait positively affects Fl,
which means a good relationship between book value, EPS, and share price. However,
this relationship is negative in KSA, Oman, and UAE, indicating that foreign investors
have doubts about increasing share prices. Accruals quality positively affects attracting
FI in Oman, indicating that accrual can be quickly converted into cash. Accrual needs
more time to convert into cash in KSA, though, as the association between accrual and
Fl is negative. Conservatism negatively affects KSA, indicating that the firms should
keep reasonable conservatism to attract more foreign investors. Finally, ESI, SM, and
TRL do not affect attracting foreign investors to GCC capital markets. Control variables
have different effects on foreign investors, confirming the significance of these
variables. They also improve the regression models. Table 23 summarized the results
of the effect of EQ proxies on Fl in all six GCC countries.
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Table 23 Summary of Results of the Study

EQ Expected KSA OMN QAT BAH KUW UAE

PER + No effect + No effect No effect No effect No effect

P + - + No effect No effect - No effect
VR-ERC + - + No effect No effect + No effect

VR-R? + - - No effect ~ No effect +

ESI + No effect No effect No effect No effect No effect No effect
AQ + - + No effect No effect No effect No effect
SM No sign No effect No effect No effect No effect No effect No effect
TRL + No effect No effect No effect No effect No effect No effect
CON No sign - No effect No effect No effect No effect No effect

In general, the results of the effect of EQ on FI are different in all six GGC
countries. Firstly, the study results match all GCC countries' expected SM (smoothness)
and CON (conservatism) results. The results of PER match with the expected results
only in OMN. Also, the results of P are different across GCC countries as it matches
with the expected results in OMN, unmatched in KSA and KUW, and no effect in QAT,
BAH, and UAE. The value relevance results in ERC match the expected results in OMN
and KUW while it is negative in KSA and has no effect in BAH, UAE, and QAT. The
value relevance in terms of R2 has the same result in KUW but is negative in KSA,
OMN, and UAE. The results of ESI and TRL are unmatched with the expected results
in all GCC countries as the expected result is positive, whereas the statistical result of
this study is no effect. The results of AQ matches with the expected results in OMN and
unmatched in other GCC countries. Finally, the results of the effect of conservatism on
FI are matched in all GCC countries except for KSA as the effect is negative.

Study Contributions

This research intends to make four contributions. Firstly, this research is done in
emerging markets, particularly GCC capital markets, where few studies on EQ are done.
Secondly, notable measures commonly used to measure the quality of reported earnings
include accrual quality, loss recognition timeliness, persistence, predictability,
smoothness, timeliness, conservatism, and earnings surprise. As previously discussed,
very limited proxies are used to measure EQ in GCC countries. Thirdly, all GCC
countries issued new foreign investment laws and regulations to attract more
institutional and individual investors. Hence, improving EQ is crucial to improve the
disclosure and transparency of financial information. Finally, this study introduces a
framework to measure and compare EQ as an across-the-board factor that plays an
important role in influencing investors’ decisions. This study complements existing
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research on the association between EQ and foreign investors. Most studies in this area
aim to examine the effect of foreign investors on EQ (e.g., Khalil et al., 2020; Vo &
Chu, 2019), but very limited efforts are conducted to examine whether Fl is influenced
by different measures of EQ which is the main theme in this study.

Policy Implications

The findings of this study have several policy implications. Firstly, multiple EQ
measures have different interpretations, and foreign investors should accept each
measure carefully and according to their preferences. Secondly, foreign investors are
interested in more relevant information as well as more reliable or protection
information. Therefore, regulators of the capital market should use EQ measures as
guidelines to improve the informativeness of financial reporting for better allocation of
resources in capital markets. Thirdly, the regulators should increase the awareness and
comprehensive understanding of the role of foreign ownership in GCC capital markets.
Fourthly, the findings have implications for the managers of the firms as they should
manage the EQ information carefully to avoid any misuse of each EQ measure. For
example, if the managers decide to smooth the earnings, they should study the
consequences of this decision on attracting foreign investors.

Study Limitations and Future Studies

There are several limitations to this study. Firstly, the study is based on the non-
financial listed firms in GCC markets, excluding listed firms in the banking and
financial sectors. The generalisation of findings to all sectors in the GCC capital markets
may be problematic due to the different regulatory frameworks for these firms. Further
study can be carried out in the banking and financial sectors. Secondly, the findings
may also not be generalised to the other developing countries such as the Middle East
region due to the different legal, institutional and economic environments. Further
research can also be carried out in these regions. Thirdly, in calculating the EQ measures,
the study uses some common measures in reputable studies. Nonetheless, other
measures may give different results and interpretations, so future studies should use
other EQ measures. Fourthly, the number of observations in each measure is different
due to missing data, which may have a different effect on EQ. We advise completing
the data by using the research database as well as the financial reports of the firms in
each country. Finally, due to limited time and resources, some topics are not discussed
in this study, such as the rank of EQ measures as the best measure and the relationships
between the EQ measures. Future studies can pursue these topics.
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