
 

 

  
Abstract—Recent financial international scandals around the 

world have led to a number of investigations into the effectiveness of 
corporate governance practices and audit quality. Although evidence 
of corporate governance practices and audit quality exists from 
developed economies, very scanty studies have been conducted in 
Egypt where corporate governance is just evolving. Therefore, this 
study provides evidence on the effectiveness of corporate governance 
practices and audit quality from a developing country. The data for 
analysis are gathered from the top 50 most active companies in the 
Egyptian Stock Exchange, covering the three year period 2007-2009. 
Logistic regression was used in investigating the questions that were 
raised in the study. Findings from the study show that board 
independence; CEO duality and audit committees significantly have 
relationship with audit quality. The results also, indicate that 
institutional investor and managerial ownership have no significantly 
relationship with audit quality. Evidence also exist that size of the 
company; complexity and business leverage are important factors in 
audit quality for companies quoted on the Egypt Stock Exchange.  

 
Keywords—Corporate governance, Boards of directors, 

corporate ownership, Audit Committees, Audit quality, and Egypt. 

I. INTRODUCTION 
HE weakness of corporate governance is perhaps the most 
important factor blamed for the corporate failure 

consequences from the economics and corporate crises [1]. 
There is much that can be done to improve the integrity of 
financial reporting through greater accountability, the 
restoration of resources devoted to audit function, and better 
corporate governance policies [2]. Previous research shows 
that there has been much debate over audit quality. Reference 
[3] defines audit quality as the probability that the auditor will 
both detect and report a breach in the contract to provide fair 
accounting information. However, recent empirical 
researchers suggest that big audit firms guarantee audit 
quality. Reference [4] found that the firms audited by Big 4 
had lower discretionary accruals in the United States than the 
firms audited by Non-Big 4. In summary, audit quality is 
associated to the Big 4 brand name. 

The literature adequately identifies some aspects of the 
motivations behind auditor choice decisions but there are 
many significant shortcomings in the extant literature. First, is 
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that the literature is centered mainly on developed capital 
markets in the US and Europe, as a result, there is no 
knowledge of the auditor choice dynamics in a developing 
country context where capital markets are still 
underdeveloped, equity markets are still not considered a 
primary source of raising corporate finance, the auditing 
profession is still maturing, and the audit services markets is 
not as densely concentrated as such markets are in developed 
countries. Second, the literature focuses primarily on 
explaining why and when firms choose big auditors. 
However, it falls short in answering who hires a big auditor. 
In other words, it does not explain the firm characteristics that 
may explain the choice of auditor. Third, the existing literature 
with the exception of [5], and, to some extent, [6], does not 
link auditor choice to firm corporate governance attributes. 

The purpose of this study is to examine the impact of 
corporate governance practices on audit quality in Egypt. In 
fact Egypt, as one of the emerging or transition economies, is 
a unique case. Egypt, among others, responded to the growing 
attention surrounding corporate governance by reforming the 
Egypt Code of Corporate Governance: Guidelines and 
Standards in October 2005. The rules included in this code 
focus on various aspects of corporate governance, especially 
boards of directors, audit committees, internal audit 
departments, external auditors, disclosure of social policies 
and avoiding conflicts of interest. The main difference 
between corporate governance environment in Egypt and 
other developed countries – especially the USA – is that the 
corporate governance rules included in the Egypt Code of 
Corporate Governance: Guidelines and Standards are neither 
mandatory nor legally binding. Rather, the purpose of these 
rules is to promote responsible and transparent behavior in 
managing corporations according to international best 
practices and means that strike equilibrium between various 
parties’ interests [7]. In an institutional setting where the 
adoption and monitoring of corporate governance practices is 
not mandatory and lacks legislative force, such as Egypt, it is 
not clear how auditors would react to client’s voluntary 
adoption of corporate governance practices [8]. 

The remainder of this paper is organized as follows: Section 
II discusses the relevant literature including board 
independence, CEO duality, ownership structure, audit 
committees and audit quality. The methodology adopted to 
lend empirical weight to the findings was outlined in Section 
III. Section IV provides the results while Section V concludes 
the paper. 
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II.  LITERATURE REVIEW AND HYPOTHESES DEVELOPMENT   
A. Overview of Audit Quality  
The various changes in accounting, financial reporting and 

auditing were all designed to provide protection to investors. 
This is being achieved by imposing a duty of accountability 
upon the managers of a company [9]. In essence, auditing is 
used to provide the needed assurance for investors when 
relying on audited financial statements. More precisely, the 
role of auditing is to reduce information asymmetry on 
accounting numbers, and to minimize the residual loss 
resulting from managers’ opportunism in financial reporting. 
Effective and perceived qualities (usually designated as 
apparent quality) are necessary for auditing to produce 
beneficial effects as a monitoring device [1]. The perceived 
audit quality by financial statements users is at least as 
important as the effective audit quality.  

According to previous literature the size of the auditor can 
be considered as subrogate of the audit quality [5], [10], [11], 
[12] and [6]. Reference [14] assert that larger audit firms are 
better than smaller audit firms at detecting errors because they 
have greater resources at their disposal and can attract 
employees with superior skills and experience. Consequently, 
larger firms are able to conduct their audits to a higher 
standard than smaller firms. 

B. Board Composition and Audit Quality  
The board of directors assumes an important role in 

corporate governance. Owing to the separation of corporate 
management and ownership, boards exist to protect the 
interests of shareholders [14] and [7]. The board of directors is 
charged with monitoring and disciplining senior management, 
and therefore assuring the quality of financial reporting. 
Several studies [15], [16] and [12] provide evidence regarding 
the importance of the role of the board of directors in 
monitoring financial reporting, and therefore mitigating the 
manipulation of accounting information. 

The linkage between the board and the quality of audit 
services performed may be formal or informal. In terms of 
formal linkage, the board of directors typically collaborates 
with management in selecting the external auditor, often 
subject to shareholder ratification [1]. Since the auditor is to 
look to the board as its client, it is reasonable to expect the 
board to review the overall planned audit scope and proposed 
audit fee [17] and [18]. The board also may influence audit 
quality through informal means. The board's commitment to 
vigilant oversight may signal to management and the auditor 
that the expectations placed on the audit firm are very high. If 
the auditor understands that the client (that is, the board) is 
particularly of high quality and demanding, the auditor may 
perform a higher-quality audit so as not to disappoint the 
client and jeopardize the relationship. Studies of references 
[19] and [20] found that the proportion of non-executive 
directors had a significant positive impact on audit quality. 
They suggested that non-executive directors encouraged more 
intensive audits as a complement to their own monitoring role 
while the reduction in agency costs expected through 

significant managerial ownership resulted in a reduced need 
for intensive auditing. Therefore, this lead to the following 
hypothesis: 

H1: There is a significant positive relationship between 
non-executive Board of Directors and audit quality. 

C.  CEO Duality and Audit Quality 
This study also intended to discover the relationship 

between the CEO duality and audit quality. The CEO duality 
refers to non-separation of roles between Chief Executive 
Officer (CEO) and the Chairman of the board. In the normal 
situation, boards with CEO duality are perceived ineffective 
because a conflict of interest may arise. This is often attributed 
to the nature of family owned business in developing 
countries. Reference [21] posits that large companies that have 
separate persons for both functions normally trade at higher 
price and have higher return on assets and cost efficiency 
ratios [22]. Also, reference [23] believes that duality of the 
CEO and chairman roles will improve the mechanisms of 
monitoring management performance, thereby increasing the 
possibility of choosing a larger audit firm. Therefore, this lead 
to the following hypothesis: 

H 2: There is a significant negative relationship between 
CEO duality and audit quality. 

D.  Ownership Structure and Audit Quality 
The relationship between outside shareholders and 

managers is marked by moral hazard and opportunism, which 
result from information asymmetry [1]. It is assumed that 
institutional investors have more influence than other 
individual investors. With the high portion of ownership, 
institutional ownership has the importance of monitoring role 
in the process auditing. It is rational that institutional investors 
demand high quality information from the company. 
Reference [11] observed that the greater the level of 
institutional ownership, the more likely it is that a firm 
purchases audit services from large audit firm in order to 
ensure high audit quality. Reference [24] found that diffused 
institutional ownership was significantly and positively related 
to audit fees. It is expected that the portion of institutional 
ownership will have impact on audit quality of the company. 
Also, reference [25] believes that the growth of institutional 
ownership will increase demands for audit services with 
higher quality.  

 Based on existing literature, institutional investors, 
including banks, insurance companies, pension fund 
associations, investment companies, and others, are 
institutions that buy and sell large amounts of securities; and 
because of their right to vote in annual general meetings, they 
directly affect the managerial decisions of investees [11]. 
Therefore the hypothesis is that growth in the ownership 
percentage of institutional investors will increase the demand 
for high-quality audit services and the plausibility of choosing 
big audit firms.  
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It is believed that an increase in the managers’ ownership 
percentage through a reduction of information asymmetry will 
decrease the conflict of interest between managers and 
shareholders [26] and [27]. Reference [26] investigated the 
relation between ownership structure and demand for audit 
quality by using information taken from 478 Finnish firms 
from 2000 to 2006. The results show that an increase in 
managerial ownership decreases the likelihood that the firm 
will engage a Big4 auditor, but it has no impact on the 
demand for certified auditors. Their findings also suggest a 
nonlinear connection between managerial ownership and 
demand for audit quality in terms of Big4 audits. Further, they 
find that the probability of choosing a Big4 auditor increases 
with an increase in firm size and the presence of foreign sales. 
According to reference [27], increasing the managerial 
ownership percentage will decrease the possibility of choosing 
a larger audit firm. Therefore, this lead to the following 
hypotheses: 

H3: There is significant positive relationship between 
institutional ownership and audit quality. 

H4: There is significant negative relationship between 
managerial ownership and audit quality. 

E.  Audit Committees and Audit Quality  
Audit committees are increasingly being seen as one of the 

more effective corporate governance levers used in both the 
Anglo-Saxon and Japan-German models of corporate 
governance. Since Cadbury (1992) Committee 
recommendations, all the so-called corporate governance best 
practice codes recommend institution of audit committees in 
order to improve monitoring quality of both internal and 
external audits. The audit committee is responsible for 
recommending the selection of an external auditor, ensuring 
the soundness and quality of internal accounting and control 
practices, and monitoring the external auditor’s independence 
from senior management [15]. Reference [28] suggested that 
the existence of an audit committee was associated with a 
lower incidence of shareholder litigation alleging management 
fraud, quarterly earnings restatements, SEC enforcement 
actions, illegal acts, and auditor turnover due to accounting 
disagreement with management. 

In addition, reference [29] suggested that interaction 
between external auditors and the audit committee can 
potentially improve the quality of information provided to the 
external stakeholders. In the context of Egypt, according to 
the Egyptian Code of Corporate Governance (2005), the board 
should establish an audit committee with at least three 
independent directors or more. Therefore, this lead to the 
following hypothesis: 

H5: There is a significant positive relationship between 
existence of audit committees and audit quality 

F. Corporate Governance and Auditing Profession in Egypt 
On October 2005, the Institute of Directors an agency 

authorized by the ministry of investment in Egypt, issued the 
Egypt Code of Corporate Governance: Guidelines and 
Standards, which includes a number of rules to be considered 
in addition to the corporate-related provisions stated under 
other laws (i.e. Law 159/1981 of shareholding joint stock, 
partnerships, and limited liability companies, and Capital 
Market Authority Law 95/1992, which regulates companies 
listed on the Egyptian Stock Exchange). The rules included in 
this Code focus on various aspects of corporate governance, 
especially general assembly, boards of directors, internal audit 
departments, external auditors, disclosure of social policies, 
and avoiding conflicts of interest. 

Regarding auditing profession, Egypt has a combined 
structure of the auditing firms. All the major international 
auditing firms have a presence in Egypt in addition to well-
established local auditing firms. It might be expected that 
international auditing firms working in Egypt would be more 
familiar with IAS including parts of the IAS which are not 
publicly available in Arabic. As a result, it is expected that 
Egyptian companies audited by one of the international 
auditing firms will comply more closely with the IAS. KPMG, 
Ernst and Young, Deloitte Touche Tohmatsu, and Price 
Waterhouse Coopers are the major international accountancy 
and legal firms with local partnership. 

Almost all ISA are applicable in Egypt. Auditors are 
required to follow the six Egyptian auditing standards that 
relate to an auditor’s report, and any ISA that relates to other 
aspects of the auditing process. Knowledge deficiencies of 
most practitioners by ISA in practice restrict ensuring sound 
auditing practice. Although large auditing firms have greater 
competence to provide high auditing quality, compliance with 
the applicable auditing standards is not always ensured: in this 
respect the large firms differ from the small firms. References 
[30] noticed in Egypt that international auditing firms, in most 
cases, stated that the financial statements were prepared 
according to the IAS. In many cases, international auditing 
firms referred to compliance with IAS, but not the ISA. In 
contrast, local auditing firms, in most cases, stated that the 
financial statements were prepared according to Generally 
Accepted Accounting Principles (GAAP) without giving any 
further explanation of what the phrase meant. 

III. METHODOLOGY 
A.  Sample Selection  
We selected the Egyptian companies from amongst the top 

50 most active-traded companies listed in the Egyptian Stock 
Exchange over the period 2007-2009. The banking and 
insurance sectors are not included in this study as the 
characteristics of these firms are different from the firms in 
other industrial sectors in terms of financial statement 
profitability measures and liquidity assessment. Also, they 
were specialized in nature and were subject to different 
regulations, tax and accounting rules [31]. This gave us a 
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sample of 42 firms. As no relevant Data Stream exists in 
Egypt, the annual reports and the Board of Directors reports, 
covering the three year period 2007-2009, were purchased 
from the Egyptian Company for Information Dissemination 
(EGID) to extract the information on the variables needed to 
test each of our hypotheses. 

B. Definition of Variables 
The dependent variable is audit quality (AQ). This variable 

is dichotomous in nature. Size of audit firm (big 4 and non-big 
4) was used as proxy for audit quality [32] and [27]. Audit 
quality was set equal to one (1) if the information obtained 
from companies audited reports show that it is audited by one 
of the “big 4” audit firms, otherwise zero (0). This 
operationalization follows the approach used in [11] and [9], 
where big audit firms are assumed to have quality audit 
services than other smaller audit firms. 

The choice of the independent variables was informed by 
previous studies [32], [12], [20], and [32]. Board 
independence (BI) was measured through the composition of 
non-executives in the board of directors in form of percentage. 
The variable of CEO duality (CD) was a dichotomous variable 
that operated as one (1) if the position of Chairman and Chief 
Executive Officer is occupied by same person and zero (0) if 
otherwise. Furthermore, institutional investors (IO) were 
measured using percentage of shares owned in relation to the 
issued capital of the company. The percentage of shareholding 
for insiders, managerial ownership (MO), is computed as the 
number of shares held by corporate insiders divided by the 
number of shares of outstanding common stock. A dummy 
variable, labeled (AC), is used whereby a value of 1 is 
awarded to firms having audit committees and zero otherwise. 
The inclusion of other variables like size of the company (SZ), 
business complexity (CM) and leverage of the company (LE) 
was based on the findings of [11] and [32]. The studies noted 
that these variables have significant relationships with audit 
quality. The size of the company was measured by taking the 
logarithm of the total firm assets while business complexity 
was measured by the summation of total accounts receivable 
and total inventory divided by total asset. Finally, firm’s 
financial leverage, was measured as the ratio of debt to total 
assets. 

There are a number of companies that were in the top 50 
most active-traded companies listed in the Egyptian Stock 
Exchange in 2007 that are not in 2009 raising concerns 
regarding the effect that non-surviving firms have on the 
results. To control the effect of non-survivorship firms on the 
results, a dumpy variable (SU) is created which is equal to 1 if 
the firm is continuously present in all the years of the 
sampling period from 2007 to 2009, otherwise it is equal to 0. 

C.  Empirical Model 
The hypotheses formulated for this study were tested with 

the use of logistic regression. This was used to examine the 
relationship between dependent and independent variables. 
The logistic regression for this study takes the form: 

AQ = β0 + β1BI + β2 CD + β3 IO + β4MO + β5 AC + β6SZ 
+ 
 β7 CM + β8LE + β9 SU + ε 
 
Where:  
AQ, audit quality; BI, board independence; CD, CEO duality; 
IO, institutional investors; MO, managerial ownership; AC, 
audit committees; SZ, size of the company; CM, business 
complexity;  LE, firm’s financial leverage; SU, firm survival.  

IV. RESULTS AND DISCUSSION 

A.  Descriptive Statistics 
This section of the study is devoted to presenting the results 

of the analysis performed on the data collected to test the 
propositions made in the study and answer the research 
questions. Analyses were carried out with the aid of the 
Statistical Package for Social Sciences (SPSS). Table I 
provides the minimum, maximum, mean, and standard 
deviation of the variables in the study. The results reveal that 
(31%) of companies sampled are audited by the big 4 audit 
firms. Regarding the composition of the board of directors, the 
average ratio of independent directors is (71%), with a 
maximum of (87%) and a minimum of (50%). 

As far as CEO duality is concerned, our results show that 
(88.1%) of companies in the sample have not separated the 
role of CEO and board chairperson. In general, therefore, 
Egyptian boards seem to be dominated by one person. With 
regard to the percentage of institutional investors, the results 
indicate that the average of (52%) of shares owned by 
institutional investors in relation to the issued capital of the 
companies. 

 
TABLE I 

DESCRIPTIVE STATISTICS 
Variable Min Max Mean Std. Dev. 

Audit Quality  
Board Independence 
CEO Duality 
Institutional Investors 
Managerial Ownership 
Audit Committees 
Size of the Company 
Business Complexity 
Financial Leverage 
Firm Survival 

0.00 
0.50 
0.00 
0.100 
0.00 
0.00 
9.96 
0.00 
-0.12 
0.00 

1.00 
.87 

1.00 
.95 
.51 

1.00 
17.82 

.46 

.98 
1.00 

.3095 

.7188 

.8810 

.5243 

.0867 

.4286 
13.92 
.1560 
.3567 
.3095 

0.46790 
0.10816 
0.32777 
0.30141 
0.16412 
0.50087 
2.6087 

0.15277 
0.31554 
0.46790 

 

B. Results of Logistic Regression Model 
The analysis of logistic regression was done to test the 

hypotheses proposed for this study. Table II represents a 
correlation matrix for the selected variables; The Pearson’s 
correlation matrix shows that the degree of correlation 
between the independent variables is either low or moderate, 
which suggests the absence of multicollinearity between 
independent variables. As suggested by [33], the Pearson’s R 
between each pair of independent variables should not exceed 
0.80; otherwise, independent variables with a coefficient in 
excess of 0.80 may be suspected of exhibiting 
multicollinearity. The highest correlation as disclosed in the 
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table is between audit quality (AQ) and audit committees 
(AC) with the amount of 0.778. This confirms that there is no 
multicollinearity among the variables.  

 
TABLE II 

CORRELATION COEFFICIENTS MATRIX OF THE VARIABLES USED IN THE 
STUDY 

 AQ BI CD IO MO AC SZ CM  LE  

AQ 1         

BI .349 1        

CD -.520 .237 1       

IO -,554 .442 .524 1      

MO .507 .0269 -.678 -.640 1     

AC .778 .223 -.424 .123 .391 1    

SZ .428 -.607 -.555 -.291 .528 .384 1   

CM .345 .129 .308 .036 -.145 -.429 -.472 1  

LE .555 .139 -.322 -.249 .405 .488 -.111 -.333 1 
 

This section of the results, the multivariate analysis, is 
devoted to provide information about the regression model. 
Table III shows the results of the regression analysis. The 
results show the explanatory power of the model as measured 
by the R Square and adjusted R Square. The later, the adjusted 
R Square provides a better estimation of the true population 
value, especially with a small sample [34]. The value of the 
adjusted R Square in the current study is 84.3%. Therefore, 
the model adequately describes the data. 

As far as the corporate governance variables are concerned, 
board independence has a positively significant association 
with audit quality, p-value <0.05, supporting Hypothesis 1. 
This finding is consistent with the finding of [19] and suggests 
that independent directors have a positive impact on audit 
quality by requiring more extensive auditing. The result also 
suggests that independent board of directors seek to purchase 
differentially higher-quality audit services in order to protect 
their reputation capital and to promote shareholders’ interests. 

 
TABLE III 

 THE REGRESSION RESULTS OF THE VARIABLES USED IN THE STUDY 
Model Unstandardized 

Coefficients 
Standardized 
Coefficients 

 
t. 

 
Sig. 

B Std. 
Error 

Consta
nt 
BI 
CD 
IO 

MO 
AC 
SZ 
CM 
LE 

5.785 
0.392 
-5.705 
-0.291 
7.976 
0.719 
-0.214 
-5.497 
-1.962 

16.65 
.279 
1.127 
0.093 
1.727 
0.134 
0.040 
0.733 
0.381 

 
0.089 
-3.960 
-0.184 
4.808 
0.755 
-1.172 
-1.755 
-1.298 

0.356 
1.415 
5.115 
-0.504 
5.124 
5.390 
-5.363 
-7,497 
-5.154 

0.0211 
0.036 
0.000 
0.142 
0.174 
0.000 
0.000 
0.000 
0.000 

R squire                       0 .887 
Adjusted R Squire      0 .843 
F                                 18.875 
Significant                   0 .000 

Dependent variable: AQ 

Our second hypothesis deals with the CEO duality. 
Empirical results show that there is a negative and statistically 
significant link between CEO duality and audit quality, p-
value <0.05, supporting Hypothesis 2. This is often attributed 
to the nature of family owned business in developing 
countries. The result also suggests from Table III that 
institutional investor (IO) and   managerial ownership (MO) 
have no significant correlation with audit quality, with a p-
value of 0.142, and 0.174 respectively, and hence we do not 
find support for Hypothesis 3 and 4. This finding is consistent 
with the finding of [26], [27] and [1]. Also, empirical results 
show that there is a positive and statistically significant link 
between audit committee and audit quality, p-value <0.05, 
supporting Hypothesis 5. This finding is consistent with the 
finding of [15] and suggests that audit committee is 
responsible for recommending the selection of an external 
auditor, ensuring the soundness and quality of internal 
accounting and control practices, and monitoring the external 
auditor’s independence from senior management. 

Table III also, shows results from control variables size of 
the company (SZ), business complexity (CM) and leverage of 
the company (LE), have positive and statistically significant 
link relationship with audit quality, p-value <0.05. This 
finding is consistent with the finding of [11] and [33]. 

V.   CONCLUSION 
The purpose of this study is to examine the impact of 

corporate governance practices on audit quality in Egypt. 
Results from the study indicate that board independence; CEO 
duality and audit committees significantly have relationship 
with audit quality. The results also, indicate that institutional 
investor and managerial ownership have no significant 
correlation with audit quality. However, all the other variables 
that were not found to have significant relationship still had 
correlation with audit quality at certain levels 

The results of the study have significant implications for 
regulators and researchers in Egypt. First, the results 
mentioned above signify the importance of corporate 
governance mechanisms in enhancing the quality of financial 
reporting process. Thus, these results should be considered by 
regulators in Egypt in order to begin the necessary actions for 
legally pending the Egypt Code of Corporate Governance, 
issued on October 2005 by the Ministry of Investment and as 
yet still voluntary. 

Limitation of the study is that this study is using a small 
sample of 42 companies. This sample may be small in size 
and, by construction, composed of the most active Egyptian 
listed companies and thus may not be representative of the 
population of Egyptian firms, consequently, caution should be 
considered in evaluating the results. Thus, it might have been 
better to look at companies from a wider range. 
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