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Abstract  This study examines the effects of board of directors’ quality and audit committee quality on capital structure 
and the mediating role of financial reporting quality on the relationship between audit committee quality and capital 
structure using a sample of Omani listed firms during the period 2009-2011. The study used multiple regression analysis 
under the fixed effects model approach. First, the results show that financial reporting quality has a significant mediating 
role on the relationship between audit committee quality and a firm’s leverage market value on the one hand, and an 
insignificant mediating role on the relationship between audit committee quality and a firm’s leverage book value, on the 
other. Second, the results reveal that leverage market value is significantly influenced by the audit committee quality. Third, 
the board of directors’ quality is significantly and negatively correlated with a firm’s leverage market value, suggesting that 
the firms in Oman are usually large family-owned business groups with concentrated ownership. Thus, the board of 
directors may serve the purpose of family controlling shareholders. Further, directors on the board were influenced by the 
Arab traditional values and norms (e.g. personal relations and preference for individuals from influential tribes) which 
might affect their orientation and behavior. Fourth, the results also reveal that audit committee quality and board directors’ 
quality are not significantly correlated with leverage book value. 
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1. Introduction 
Over the last few decades, a large body of literature has 

addressed the issue of a firm’s financing (e.g.[1],[2],[3]), 
and such issue is still attracting the attention of many 
researchers at the present time (e.g.[4],[5],[6]). It has been 
argued that an important financial decision facing firms is 
the choice between debt and equity capital, because not 
only can it maximize returns to various organizational 
constituencies, but also because of the impact such a 
decision has on a firm’s ability to deal with its competitive 
environment ([7],[8]). Further, it is argued that the 
importance of choosing a portfolio of capital structure for 
firms comes from the objective of maintaining 
sustainability and generating more wealth[6].  

In addition, as suggested by the agency theory the 
conflicts between shareholders (principals) and managers 
(agents) can be solved by the control of corporate resources. 
It has been argued that a firm’s leverage plays an important 
internal governance mechanism role to mitigate the costs of  
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the manager-shareholder agency conflict by reducing the 
cash flow available for spending at the discretion of 
managers ([2],[3]). Several studies have been conducted to 
investigate the relationship between corporate governance 
and capital structure decisions (e.g.[4],[9],[10]). It is argued 
that the better the corporate governance frameworks the 
greater the access to financing, lower cost of capital, better 
performance and more favorable treatment of all 
stakeholders[11]. Prior studies suggest that corporate 
governance correlates with the firm’s financing decisions 
([4],[12],[6]). In fact, most of the prior research studies on 
corporate governance and firm capital structure issues have 
been limited to those of developed economies or large 
emerging economies. It seems, then, that small economies, 
such as those of the Gulf Cooperation Council (GCC) 
countries, including Oman, are very much understudied in 
the literature. In addition, the previous studies that have 
been conducted in Oman showed that the leverage ratio in 
the listed firms on the Muscat Securities Market (MSM) is 
still below that found in developed countries. For instance, 
reference[13] reported that the ratio of leverage is relatively 
low in Omani firms. They found that the ratio of 0.46 is 
much lower than the 0.73 (Germany), 0.69 (Japan), 0.58 
(US), or the 0.54 (UK) reported by[14]. These results are 
supported by a recent study conducted by reference[15], 
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who reported that the leverage ratio in Omani firms is 0.497 
for book leverage and 0.446 for market leverage. Therefore, 
this paper contributes to the literature by filling this gap by 
looking at the impact of the board of directors’ quality and 
audit committee quality on the capital structure of Omani 
firms. Further, this paper also contributes to the literature by 
investigating the mediating effect of financial reporting 
quality on the relationship between audit committee quality 
and a firm’s debt financing.  

2. Literature Review 
2.1. Board of Directors’ Quality and Capital Structure 

The theories of corporate governance suggest that the 
important part of the governance structure of business 
corporations is the board of directors ([16],[17]). It is 
argued that the board of directors, as one (if not the only) of 
the internal control mechanisms of corporate governance, 
can reduce the agency conflicts by exercising its power to 
monitor and control management ([16],[18]). Further, the 
board of directors has the power to resolve conflicts of 
interest among decision makers and residual risk bearers, 
which, in turn reduce the level of information asymmetry 
between the firm and its lenders ([19],[20]). Further, it has 
been argued that directors on boards exercising their 
functions include hiring and firing the top managers, 
determining executive pay and otherwise monitoring 
managers to ensure that they do not expropriate 
stockholders’ interests[21]. The board of directors’ 
characteristics have been identified in previous empirical 
studies (e.g.[6],[10],[22]) to influencing a firm’s capital 
structure decisions. For example, reference[10] reported that 
a larger board size is associated with low leverage, 
suggesting that larger boards are relatively less effective 
because coordination, communication and decision-making 
are more cumbersome in large boards. Further, reference[2] 
concluded that firms with higher leverage have rather 
relatively more outside directors on the board due to the fact 
that outside directors generally care about their reputation 
and social status, and, thus, have an incentive to monitor 
management[16].  

However, this paper, unlike prior studies, aims to examine 
the relationship between the board of directors’ quality and 
capital structure by omitting the direct relationship with 
board characteristics. It is argued that firms with a high 
quality of board benefit from higher credit ratings on debt 
issuance[23]. Empirical studies showed that a high quality 
of the board was associated with the cost of debt[24]. Their 
results support the notion that the high quality of board 
reduces corporate borrowing costs, suggesting that higher 
quality boards may complement the monitoring role of 
banks, and, thus, reduce the costs and ameliorate the 
non-price terms of bank debt. Therefore, the following 
hypothesis is proposed: 

Hypothesis1a: There is a positive relationship between 

the board of directors’ quality and firm leverage (book 
value). 

Hypothesis1b: There is a positive relationship between 
the board of directors’ quality and firm leverage (market 
value). 

2.2. Audit Committee Quality and Capital Structure 

Although prior research has established the positive 
relationship between the board of directors’ characteristics 
and a firm’s capital structure (e.g.[6],[10],[22]), few studies 
addressed the relationship between audit committee and a 
firm’s financing decisions. It is argued that the existence of 
the audit committee is to protect shareholders’ interests 
through its oversight responsibility in the area of financial 
reporting, internal control, and external auditing activity[25]. 
The relation between audit committee quality and capital 
structure decisions is based on the rationale that if the audit 
committee is effective in performing its oversight duty of 
the financial reporting process, it will affect the quality of 
financial reporting, which may lead to the lower cost of 
debt[26], which serves as a motivation for firms using more 
debt financing. Moreover, prior studies advanced empirical 
evidence that suggested that firms that have adopted 
corporate governance mechanisms have easier and less 
costly access to loan capital ([27],[28],[29]). It would be 
expected, therefore, that firms that implement corporate 
governance mechanisms, specifically audit committees, 
would be highly leveraged.  

A number of empirical studies have investigated the 
relationship between the presence of the audit committee 
and capital structure (e.g.[30],[27]), and concluded that the 
presence of the audit committee affects the firm’s financing. 
Further, reference[26] found that fully independent audit 
committees, audit committee size and meeting frequency 
are associated with a significantly lower cost of debt 
financing. Thus, this paper presents the following 
hypotheses: 

Hypothesis 2a: There is a positive relationship between 
the audit committee quality and firm leverage (book value). 

Hypothesis 2b: There is a positive relationship between 
the audit committee quality and firm leverage (market 
value). 

2.3. Mediation the Relationship between Audit 
Committee Quality and Capital Structure 

As mentioned earlier, a few studies have addressed the 
relationship between the presence of audit committee and a 
firm’s financing decisions. For example, a study conducted 
by reference[27] examined the effect of the audit committee 
as one of the corporate governance mechanisms on a firm’s 
financing. The results revealed that corporate governance 
mechanisms, such as the audit committee are associated 
with higher a firm’s leverage. However, the important thing 
for researchers in the area of corporate governance and a 
firm’s financing decisions is in the understanding of how 
and why such a relationship occurs. Therefore, this paper 
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expects that financial reporting quality acts as a mediating 
variable that transmits the effect of audit committee quality 
to the firm’s capital structure. Prior empirical studies have 
provided evidence that audit committees can strengthen 
financial reporting quality. For instance, reference[31] 
asserted that the audit committee is negatively associated 
with earnings management. Reference[32] reported that 
firms with audit committees are less likely to manipulate 
earnings. Reference[33] also provided evidence that audit 
committees reduce earnings management. In addition, 
reference[34] affirmed that audit committees have a 
positive effect on reliable financial reporting.  

Further, the investigation of the effect of financial 
reporting quality on a firm's external finance, specifically 
debt financing relates to a large body of literature, which 
recognizes that lenders restrict their flow of loan to the firm 
or require a higher interest rate for higher risk. According to 
the trade-off theory, higher risk should be associated with 
less debt, because future cash flows may not be high 
enough to repay the debt. This potential bankruptcy cost 
increases the cost of debt and reduces the firm’s ability to 
raise debt capital[35]. Thus, firms that have financial 
information with higher quality experience significantly 
lower problems with gaining access to external finance than 
other firms. Prior empirical studies confirm that higher 
quality of reported accounting numbers is associated with a 
lower cost of debt (e.g.[36],[37],[38]), which, in turn, 
increases a firm’s debt financing. Therefore, financial 
reporting quality should mediate the relationship between 
audit committee quality and capital structure. 

Hypothesis3a: Financial reporting quality mediates the 
relationship between audit committee quality and a firm’s 
leverage (book value). 

Hypothesis3b: Financial reporting quality mediates the 
relationship between audit committee quality and a firm’s 

leverage (market value).  

3. Methodology 
3.1. Sample and Variables 

The sample period covers the years from 2009 to 2011. 
The sample firms were extracted from the population of all 
firms listed on the Muscat Securities Market (www.msm.
gov.om). Banks, finance, and insurance firms were excluded 
from the sample because of their special capital structure, 
which is substantially different from the firms in other 
industries and due to the differences in the regulatory 
requirements. Firms with incomplete data were deleted from 
the sample. The final sample consisted of 78 firms, resulting 
in 234 firm-years. 

Two broad definitions of a firm’s capital structure are 
commonly used in the literature. The first definition is based 
on book value, which is the ratio of total debt divided by total 
assets (book leverage). The second definition is based on 
market value, which is the ratio of total debt to the sum of 
book debt and the market value of equity (market leverage). 
The board of directors’ quality index consists of six 
characteristics. The score for the board of directors’ quality 
is the sum of all six elements, which means that the 
maximum possible score for each firm is 6. Meanwhile, the 
audit committee quality index consists of four characteristics. 
The score for the audit committee quality is the sum of all 
four elements, which means that the maximum possible 
score for each firm is 4. Table 1 presents the measurements 
of board of directors’ quality and audit committee quality.  

Following prior studies for example,[39] this paper 
measures financial reporting quality using the residuals 
obtained from the following equation: 

CFOi,t+1 = β0 + β1CFOi,t + β2ΔARi,t + β3ΔINVi,t + β4ΔAPi,t+ β5DERPi,t + β6OTHERSi,t + εi,t+1      (1) 

Table 1.  Indexes of Board and Audit Committee Quality 

Dimension Proxies 
Board Quality The sum of all six elements. 

Board size Coded “1” if the average number of directors is less than the sample median and “0” otherwise. 

Board independence Coded “1” if the average proportion of outside directors is equal or higher than the sample median, and “0” 
otherwise. 

Director financial expertise Coded “1” if the average proportion of director financial expertise is equal or higher than the sample median, 
and “0” otherwise. 

Board meetings Coded “1” if the average of meeting numbers held by the board during the year is equal or higher than the 
sample median, and “0” otherwise. 

Directorship Coded “1” if the average proportion directorship is equal or higher than the sample median, and “0” otherwise. 
Foreign directors Code “1” if the board has at least one foreign director, and “0” otherwise. 

AC Quality The sum of all four elements. 

AC size Coded “1” if the average number of members on the AC is equal or higher than the sample median, and “0” 
otherwise. 

AC independence Coded “1” if the average proportion of outside members on the AC is equal or higher than the sample median, 
and “0” otherwise. 

Member financial expertise Coded “1” if the average proportion of member financial expertise is on the AC equal or higher than the 
sample median, and “0” otherwise. 

AC meetings Coded “1” if the average number of meetings held by the AC during the year is equal or higher than the sample 
median, and “0” otherwise. 
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Where i represents the firm and t represents the time, 
CFOit+1 cash flow from operations minus accrual portion of 
extraordinary items and discontinued operations per the 
statement of cash flows in period t+1, CFOit cash flow from 
operations minus accrual portion of extraordinary items and 
discontinued operations per the statement of cash flows, 
ΔARit changes in accounts receivable per the statement of 
cash flows, ΔINVit changes in inventory account per the 
statement of cash flows, ΔAPit changes in accounts payable 
per the statement of cash flows, DERPit total depreciation 
and amortisation expenses, OTHERSit this variable is 
calculated as EARN - (CFO + ΔAR – ΔINV – ΔAP - DERP) 
where EARN is income before extraordinary items and 
discontinued operations, εit+1 error term is assumed to have 
zero mean and constant variance. Consistent with prior 
studies, this paper includes several control variables namely 
firm size (measured by the natural logarithm of total assets), 
firm age (measured by the difference between observation 
year and establishment year), firm profitability (measured 
by the Return on Assets (ROA)) and tangible assets 
(measured by the ratio of fixed assets to total assets). 

3.2. The Models 

This paper employed a panel data methodology, which 
was adopted by prior empirical accounting studies (e.g.[5], 
[15]). This paper used the Hausman specification test to 
compare the appropriateness of the fixed and random 
effects method of panel data regression which are able to 
control for unobserved firm and/or year effects[40]. In all 
models the null hypothesis is rejected; hence the fixed 
effects model should be used to estimate Hypotheses 1and 2, 
which predict a positive relationship between the board of 
directors’ quality and audit committee quality (independent) 
variables and capital structure (dependent), and Hypothesis 
3 that predict the mediating effects of financial reporting 
quality on the relationship between audit committee quality 
and a firm’s capital structure. 

LEVit = αi + β1BDQit + β2ACQit + β3FSIZit + β4AGEit 
+ β5PROFit + β6TSSTit + εit             (2) 

Where for a i at year t. LEV is the capital structure 
measures (LEV-BV= book leverage and LEV-MV is 
market leverage), BDQ is the score for the board of 
directors’ quality, ACQ is the score for audit committee 
quality, FSIZ is the firm size, AGE is the firm age, PROF is 
the profitability of the firm and TSST is the tangible assets 
of the firm. In addition, to test Hypotheses 3, which predicts 
the mediating effects, this paper adhered to the procedure 
outlined by reference[41]. 

4. Empirical Results 
4.1. Descriptive Statistics 

Table 2 presents the descriptive statistics of all the 
variables. Descriptive statistics include the mean, standard 
deviation, minimum and maximum values.  

Table 2.  Summary of Descriptive Statistics 

Variable Obs. Mean Std. Dev Min. Max. 
LEV-BV 234 0.45158 0.26492 .01 1.38 
LEV-MV 234 0.39239 0.24779 0 0.96 

BDQ 234 3.67521 1.09489 1 6 
ACQ 234 2.17949 1.05729 0 4 
FRQ 234 -0.0661 0.06778 -0.334 0 
FSIZ 234 16.6173 1.39622 13.4 20.3 
PORF 234 0.05936 0.10159 -0.34 0.33 
AGE 234 18.52564 8.33791 5 0.37 
TSST 234 0.5794 0.24730 -0.18 1 

BDQ = Board of Directors’ Quality; ACQ=Audit Committee Quality;  
FSIZ = Firm Size; PROF= Firm Profitability; AGE=Firm Age;       
TSST = Tangible Assets. 

The table shows that the mean book leverage (market 
leverage) of the firms is 0.45 (0.39) suggesting that firms on 
MSM prefer equity than debt to finance their operation. 
Board of directors’ quality has a mean of 3.675. Audit 
committee quality registers a mean value of 2.1795. 
Financial reporting quality records 0.066. Firm size records 
an overall mean of 16.617, whilst average age of firms on 
MSM is 18.525. The profitability of firms records an overall 
mean of 0.0593, whilst tangible assets record a mean of 
0.579. 

4.2. Regression Analysis 

Table 3 reports the empirical regression results. The 
result of the first model reports that the independent 
variables explain the book value of leverage determination 
of the firms at 16.7% and 13.5% for the second model.  

Table 3.  Regression Model Results 

Variables 
Book leverage Market leverage 

Coef. t-test Prob. Coef. t-test Prob. 
BDQ -.00934 -0.85 0.395 -.02691 -2.19 0.030 
ACQ .01697 1.51 0.133 .038987 3.10 0.002 
FSIZ .05748 1.74 0.085 .08411 2.27 0.025 
PROF -.40524 -3.75 .000 -.16530 -1.37 0.174 
AGE -.00683 -1.08 0.283 .00012 0.02 0.986 
TSST .0660 0.77 0.244 -.02274 -0.24 0.813 

R-squared 0.1687 0.1352 
Prob > F 0.0001 0.0012 

The result of the board of directors’ quality shows a 
negative insignificant relationship with book leverage 
(-.009, p>0.10). However, in the case of market leverage, 
the relationship is negative and statistically significant 
(-.026, p<0.05). Although the results may appear surprising, 
we conjecture that one reason why board of directors prefer 
the equity financing is the fact that firms in Oman are 
usually large family-owned business groups with 
concentrated ownership. Thus, the board of directors may 
serve the purpose of family controlling shareholders. 
Further, another reason that may explain the results is that 
directors on the board are influenced by the Arab traditional 
values and norms (e.g. personal relations and preference for 
individuals from influential tribes), which might affect their 
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orientation and behavior. Further, the results are consistent 
with a study conducted by reference[4] who reported that a 
weaker corporate governance quality is associated with 
higher leverage. They argued that higher leverage plays an 
important internal governance mechanism role to mitigate 
the costs of agency conflict, which act as substitutes for 
weaker governance mechanisms in alleviating agency 
conflicts. For the audit committee quality, there is a positive 
and statistically significant relationship with market 
leverage (.038, p<.01) but statistically insignificant in the 
case of book leverage (.016, p>0.10).  

Hypotheses 3a and 3b predict that financial reporting 
quality mediates the relationship between audit committee 
quality and a firm’s leverage (book and market value). 
According to Baron[41], testing for mediation consists of 
four critical steps. First, the relationship between the audit 
committee quality (independent) and a firm’s leverage 
(dependent) should be significant. Second the relationship 
between the audit committee quality (independent) and 
financial reporting quality (mediator) should be significant. 
Third, the relationship between financial reporting quality 
(mediator) and a firm’s leverage should be significant. 
Finally, a previously significant relationship between the 
audit committee quality (independent) and a firm’s leverage 
(dependent) should be reduced in the presence of the 
mediator.  

Table 4.  Mediating Results 

Variables 
FRQ LEV-MV 

3 b2 b3 b4 
ACQ 0.017* 0.035***  0.0332** 
FRQ   0.168* 0.093 
FSIZ    0.083*** 
PROF    -0.204** 
AGE    -0.001 
TSST    -0.048 
R-sq 0.021 0.048 0.014 0.111 

Prob>F 0.06 0.005 0.088 0.0003 

*p< 0.10;** p< 0.05;*** p< 0.01 

Table 4 shows the results of Hypothesis 3, which predicts 
that the financial reporting quality mediates the relationship 
between the audit committee quality and a firm’s leverage. 
There is a positive but an insignificant relationship between 
audit committee quality and a firm’s leverage book value 
(.012, p>.10). Therefore, since the first step of the Baron 
[41] approach was not met, Hypothesis 3a is not supported. 
The results indicate that there is a statistically significant 
relationship between audit committee quality and a firm’s 
leverage market value (.0346, p<0.01). The relationship 
between audit committee quality and financial reporting 
quality is supported (.0168, p<0.10). The third step of the 
Baron[41] approach was met, which found that there is a 
positive and significant relationship between financial 
reporting quality and a firm’s leverage market value (.1686, 
p<0.10). In addition, the results also show that the inclusion 
of the mediator in the model causes the coefficient for audit 

committee quality to decrease (.0332, p<0.05), which 
indicates that the relationship between audit committee 
quality and a firm’s leverage market value is partially 
mediated by financial reporting quality[41]. Thus, these 
results support Hypothesis 3b. 

5. Conclusions 
This paper examines the effects of board of directors’ 

quality and audit committee quality on a firm’s capital 
structure decisions of listed firms in MSM. The results, 
however, report that there is an insignificant relationship 
between board of directors’ quality and audit committee 
quality and a firm’s leverage book value. The results show 
the positive and statistically significant relationship between 
audit committee quality and firm’s leverage market value, 
suggesting that audit committee gained the confidence of 
bondholders, where they believe that a higher quality of 
audit committee  is better able to protect the reliability of 
the accounting process and ensures that their investments 
will be used to finance projects that will increase the firm 
value, which, in turn, will reflect positively on the firm’s 
ability to meet its obligations and credit worthiness. Further, 
the result reveals that Hypothesis 1b is rejected, which 
shows that the board of directors’ quality negatively and 
statistically significantly correlates with the leverage market 
value. This paper also examines the mediating role of 
financial reporting quality between audit committee quality 
and a firm’s leverage. The results of this paper reveal that 
Hypothesis 3b is supported, which indicates that the 
relationship between audit committee quality and a firm’s 
leverage market value is partially mediated by the financial 
reporting quality. The results of this paper, however, show 
that Hypothesis 3a is rejected, which suggests that the 
relationship between audit committee quality and a firm’s 
leverage book value is not mediated by the financial 
reporting quality. However, as with any study, the findings 
in this paper are subject to at least two limitations. First, 
financial firms are excluded from the sample because the 
capital structure of such firms is substantially different from 
the firms in other industries and the differences in the 
regulatory requirements. Thus, the findings of this paper 
cannot be generalized to the financial institutions. Second, 
this paper examines two internal mechanisms of corporate 
governance: namely, board of directors and audit committee. 
It is possible that other external mechanisms also determine 
the capital structure decisions. 
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