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Abstract
Family-owned companies in Saudi Arabia often fail in the third generation due to
lack of succession planning, family conflicts, and communication gaps among
family members. In addition to the distress and economic insecurity that failure
brings to individual families, failed family companies cause instability for the Saudi
Arabian economy where they constitute about 95% of registered companies,
provide around 80% of employment opportunities, and provide about 25% of the
gross domestic income. In this research, I propose that family-owned companies
should implement corporate governance roles and principles to oversee and prevent
potential family conflicts; provide a mechanism for communicating with all family
members; and most importantly, anticipate the need for successor directors or CEOs
by recommending candidates and training successors to run the business.
The proposal will suggest amending the Saudi 2015 companies law to
require any company meeting certain threshold adopted by the legislator to have in
place a governance committee with majority independent people, along with the
adoption of comply or explain principle. Thus, if a company believes or decides not
to have the committee or not consisting of majority independent people or believes
not to give it the function of implementing corporate governance roles and
principles, then, it must explain why it is going against these guidelines, roles and
laws.
I will support my argument by analyzing existed published empirical
research studies on succession planning and conflict of interests in family-owned
companies as well as drawing from scholarship written on the topic. I hope that my

iii

research will contribute to the scholarship of succession planning and conflict of
interests in family-owned companies as well as offer a roadmap for family-owned
companies to survive for future generations.
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Chapter 1:
Introduction to The Study
1.1 A Fictional Failed Family Company In Saudi Arabia
The First Generation
Suppose that a family-owned company founded in Riyadh, Saudi Arabia,
55 years ago, included a founder who exclusively managed the company. Within
two decades, the founder expanded that business to own more than ten large
companies, providing major services throughout the country. Each company’s
value was more than twenty million dollars. The total value of those companies
claimed to be worth more than two billion dollars. However, when the founder died
there was no corporate governance framework to manage succession planning,
conflicts of interests among family members and communication between family
members who work in the company and other family members who do not work
within the companies.
The Second Generation
This founder’s ten sons and daughters were not at all familiar with managing
the business due to a lack of succession planning. They were away from the
business, and had no experience in managing the business. Thus, six of them
decided to withdraw from the companies and sell their shares to the other three sons
and one daughter.
The other four siblings started managing the companies, and one of them
became the owner-manager of those companies. In the first few years, the
performance of those companies was steady due to the short-term legacy business
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plan left by the founder. Later, the performance of those companies started to
decline, and the management of the companies was poor. A conflict of interest arose
among the four siblings. A lawsuit was filed by one of them against the ownermanager claiming that he wasted the companies’ capital by contracting with some
of his own companies to provide a service to the family companies.
Another continuing issue causing the low performance was the ambiguity
about who should manage this company or that company. What about the salary of
the manager of each company? A request to employ unqualified family members in
high positions, or hiring one of their sons without the approval of others, and how
much the employed sons’ salaries would be, also created tension among them.
Another conflict among the second generation was that the oldest son who
managed the biggest company did not inform his siblings about a contract signed
with one of his companies. The decision was made solely by him as the manager of
the biggest company. He believed that the cost of the contract was fair and similar
to comparable companies in the market. However, the lack of communication with
other family members made the owner-manager’s actions suspicious and the
conflict with his siblings took a turn for the worse.
The Collapse of The Family Companies
After many years, the value of these family companies declined
significantly due to lack of clear and solid succession planning, conflict of interests
and the lack of communication among the family members. This particular factor
or issue eventually led to slowing down the progression of the family companies,
which resulted in a severe drop in the profit levels. The situation relating to the
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conflict of interests among the brothers and the sisters gained high momentum,
which resulted in discontinuing the business.
Ten years later, the Vice President of Saudi Arabia stepped in and tried to
solve the conflict by bridging the communication gap, which persisted among the
siblings. He sat down with the four siblings and discussed solutions to the conflicts
and helped to restore the family’s harmony. The only possible solution was that the
oldest sibling, who never worked in the business bought his siblings’ shares in all
companies and he became the sole owner by the end of 2005. In 2017, the company
faced a number of allegations in court, including the company’s inability to pay 150
employee’s salaries even though it had a net worth exceeding two billion dollars.
1.2 Background
Family-owned companies, which comprise 95% of all registered companies
owned and controlled by families in Saudi Arabia,1 are vital contributors to
economic growth and diversification. However, many companies fail to transition
to the second generation and beyond because of cultural and legal factors, most
notably the lack of succession planning, conflict of interest and communication
gaps. An analysis of corporate governance laws and regulations in Saudi Arabia in
relation to family-owned companies and identification of the difficulties
experienced by family-owned companies relative to corporate governance supports
a two-pronged proposal to achieve a corporate governance framework for familyowned companies.

1

Mohammed Al-Ghamdi & Mark Rhodes. Family Business Agency Problems, Ownership
Concentration and Corporate Performance: Theory and Evidence From Saudi Arabia. Proceedings
of 26th International Business Research Conference, 4 (2014).
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The first prong of the proposal is to amend the new Saudi companies law to
require that family-owned companies that meet the threshold conditions must
establish a governance committee with a majority of independent members. The
threshold may be the number of shareholders, the number of employees, the amount
of capital, and/or annual revenue of the company. Enforcement of this threshold
requirement is through the “comply or explain” system. The second prong of the
proposal is to review and amend the draft corporate governance guide for Saudi
family companies issued by the Ministry of Commerce and Investment to make it
mandatory and to be adopted by the governance committee of family-owned
companies and to implement the draft using the “comply or explain” system. The
governance committee is required to properly list the roles and principles of
corporate governance proposed in the draft, which can help in solving conflict of
interest, reducing communication gap and ensuring proper succession planning, and
to ensure compliance to already existing laws and regulations.
Thus, the draft should be amended to include the creation of corporate
governance roles and responsibilities and the use of a governance committee with
a majority of independent directors when it becomes necessary, depending on the
size, maturity, and complexity of operation of a family-owned company. In the
proposed corporate governance framework, the role of the governance committee
is to comply with the guide and make recommendations to the board, general
assembly and managers on corporate governance practices that prevent family
conflicts, facilitate effective communication and ease succession, such as by
recommending candidates for the CEO and director positions as well as training
programs for successors. Adoption of the draft and having a governance committee
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should enable family-owned companies to perform better and survive to the second
generation and beyond.
The motivation of this study is that in today’s business world, organizational
leaders are normally faced with numerous challenges and tasks, which make such
issues as succession planning to have a low priority within their main objectives.2
Whereas this might be an insignificant issue for many companies, when it comes to
family-owned companies, their longevity can be very vulnerable if they fail to
properly plan for succession.3 In addition to that, conflict of interests and
commination gaps are the major issues for failure.4 The fact is that only 10% of
family companies, out of 621.4 thousand companies survived on the third
generation, and 20% of them are on the second generation.5
The insignificant use of corporate governance by the founders or managers
of most family-owned companies in Saudi Arabia has been highly linked to the
failure of such companies to go or live beyond their founders.6 Researchers have
concluded that the absence or the use of weak corporate governance limits a
company ability to plan for succession, which is one of the main causes of a
company’s demise.

2

Pramodita Sharma et al., Determinants of Initial Satisfaction With The Succession Process in
Family Firms: A Conceptual Model. Entrepreneurship Theory and Practice, 25(3), 17 (2001).
3
John Ward, Keeping The Family Business Healthy: How to Plan for Continuing Growth,
Profitability, and Family Leadership, Springer, 8 (2016).
4
Said Al-Abyad, 3 Initiatives to Ensure That Family Businesses Stay Away From Conflicts, Asharq
Al-Awsat Newspaper, April 13, 2016, https://aawsat.com/home/article/614851/3--ﻟﻀﻤﺎن-ﻣﺒﺎدرات
اﻟﺨﻼﻓﺎت-ﻋﻦ-ﺑﻌﯿﺪًا-اﻟﻌﺎﺋﻠﯿﺔ-اﻟﺸﺮﻛﺎت-( اﺳﺘﻤﺮارLast visited January 17, 2018).
5
Mustapha M. Achoui, HRD in Saudi family business: A case study. 6th International Conference
of the Academy of HRD (Asia Chapter), 4 (2007).
6
Fahad Al-Buqmi, Ministry of Commerce Warns of The Risk of Not Applying Corporate Governance
to
Their
Companies,
Asharq
Al-Awsat
Newspaper,
September
27
2014,
https://aawsat.com/home/article/189696#.VCaBWXxw9NY.twitter (Last visited October 14, 2018).
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However, people think of organizations as machines, which only produce
products and services. In actual sense, family-owned companies are populated by
individuals who need to lead, communicate, follow, motivate, and understand
defeat, challenges and victory.7 Therefore, managing family issues and
interpersonal relations is essentially the most delicate and ignored issues among
Saudi family owners which is very significant in ensuring a company’s ability to
last through generations.8 The notion that even though one is leading, but they are
leading to let go, results to the numerous complications concerning succession
planning. It leads to the issue of intergenerational incongruity making it appear that
perhaps the succeeding leader may not be the most suitable candidate for the job
since to all family members have the interest to join the business or the skill needed
for the business. This is because the skills required to ensure a family-owned
company successfully passes through different generations are essentially tied to
proper corporate governance and adherence to strict laws that do not have room for
soft laws. However, even though most family-owned companies realize this, they
still do not implement efficient corporate governance for a number of reasons; first,
they want to avoid spending more money to implement corporate governance.
Second, they do not want their work to be supervised by others either family
members or outsiders. However, this issue putting the company in danger of failure.
Another way to look at this research problem is that organizations that go
through ineffective family transitions hardly ever recover from the drop in business

7

Allison W. Pearson et al., Toward a theory of familiness: A social capital perspective. 32(6)
Entrepreneurship Theory and Practice, 957 (2008).
8
Faisal Al-Saadi, Family Disputes Threaten The Survival of Family Businesses in The Gulf, Asharq
Al-Awsat Newspaper, January 13, 2017, https://aawsat.com/home/article/829041/«-«اﻷﺳﺮﯾﺔ-اﻟﺨﻼﻓﺎت
اﻟﺨﻠﯿﺞ-ﻓﻲ-اﻟﻌﺎﺋﻠﯿﺔ-اﻟﺸﺮﻛﺎت-اﺳﺘﻤﺮارﯾﺔ-( ﺗﮭﺪدLast visited December 3, 2017).
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performance.9 This lack of post-succession recovery is proof of an almost likely
negative impact of family business management. Furthermore, in spite of this
awareness of the high rate of mortality of family-owned companies due to poor
succession planning, founders and managers still do not approve the methods of
corporate governance implemented in Saudi Arabia, but choose to stick to week
soft laws to run matters in their companies to avoid any legal responsibility by not
breach corporate governance roles and principles adopted by the company. Soft
laws do not emphasize the significance of written plans that can help companies
steer their way into the future or ensure their success. However, it is important to
note that the culture of Saudi Arabia is unique which lead to the fact that having
written plans is unaccepted culturally. More troubling, there are a culture obstacle
to discuss a household’s future during the life of their parents.
This is further complicated by the fact that 91% of middle eastern family
business do not have in place a succession plan.10 This makes it more important
than ever for family-owned companies in Saudi Arabia to accommodate different
world views and the consequential contrasting ideologies in order for them to
survive beyond the people who founded them. The manner in which such
companies plan for succession is considered the most significant factor that
determines their stability and continuity.11 Only 20% of family-owned companies
in Saudi Arabia enter into their second generation of leadership. This is because

9

Josiane Fahed-Srei, Founder Legacy in Arab Dynastic Entrepreneurship. In Family Businesses in
the Arab World . Springer International Publishing, 212 (2017).
10
PWC, Middle East Family Business Survey 2016.
https://www.pwc.com/m1/en/publications/family-business-survey.html (Last visited March 14,
2017).
11
Id.
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most of them fail to take into consideration having an effective succession planning,
which is one of the most significant factors that ensure the continuity of any familyowned companies.
The above arguments point to a number of research problems when it comes
to understanding family-owned companies in Saudi Arabia; they include: (1) there
is lack of research pointing to the significance of proper succession planning for
family-owned company and the dynamics of a family when it comes to running a
business,12 (2) there is a lack of the significance of proper corporate governance
when it comes to running family-owned companies and avoiding conflict of
interest,13 (3) there is a lack of awareness on the significance of having an
independent people to ensure the proper running and reporting of family-owned
companies, and (4) there is a clear lack of balance when it comes to distinguishing
between managing a family-owned company and the family itself. Whereas
strategic planning expertise is supposed to transcend each and every generation,
unavoidably the skills needed by the succeeding generation are different from the
founders. The present research will seek to narrow or close the above stated research
gaps by proposing a corporate governance model that takes into consideration both
the reasons why family-owned companies fail and what leads to the successful
succession of leaders in family-owned companies, avoiding conflict of interests,
and solving communication gap issues.

12

Sami Taisir Salman. Strategic Planning for Family Business in the Kingdom of Saudi Arabia.
Diss. University of Bradford, 3, (2010).
13
Mohamed Meteb Alotaibi, The importance of corporate governance in Saudi Arabia
Economy. Journal of WEI Business and Economics, 4(1), 14, (2015)
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However, as we will see in chapter two and for the purpose of this research,
family owned company is a company that is distinguished by a significant degree
of family ownership in the company’s assets and family management.14
Conceptually, family-owned companies depict the engagement of several family
members, wherein a greater proportion of the ownership or the control remains
within the hands of the family itself.
The various stages of a family company are likely to comprise Controlling
Ownership (CO), Sibling Partnership (SP) and the Cousin Consortium (CC). Based
on these stages, the theories found to be relevant with a family-owned company are
social capital theory along with agency theory. Literatures based on the stages,
significance and the theories associated with the family-owned businesses reflect
the distinctions existing among Arab and Western realities as well as with their
ideologies on business management, in addition to philosophy. Emphasizing the
issue, the present research intended to merge these distinctions so as to recommend
a policy, which considers the rareness of the Arabic socio-cultural context and the
beliefs about corporate governance.
The significance of family-owned companies in Saudi Arabia is noted for its
contribution to economic growth and development “in terms of investments,
employment, international agency alliances and capital flows”.15 Saudi familyowned businesses contribute 25% of the country’s gross domestic product (GDP).16

14

Id.
MOHAMED M. RAMADY, The Saudi Arabian economy: Policies, achievements, and challenges,
Springer, 196 (2ed ed 2010).
16
Economic Times. Family businesses in Saudi Arabia Make up 25% to GDP. July 26, 2012
Available at https://economictimes.indiatimes.com/news/international/family-businesses-in-saudiarabia-make-up-25-to-gdp/articleshow/15160203.cms (Last access November 12, 2017).
15
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In addition, family-owned businesses in Saudi Arabia are the largest employers in
the country with more than 80% of employment.17 Moreover, 95% of all registered
companies owned and controlled by families.18
In addition, the family-owned business in Saudi Arabia is common mainly
because, the family as a social unit is the most significant social institution.19 In this
regard, Saudis take their commitment and loyalty to their immediate family and
extended family or clan very seriously more than to the government.20 Saudi
employers are more inclined to hire family or clan members even they when he or
she lacks experience and training because trust is the primary consideration in all
relationships.21 Therefore, Saudis generally “prefer to work with people they know
and trust”.22 This explains why family-owned companies are so common in Saudi
Arabia.
Despite the popularity of family owned companies in Saudi Arabia, it is said
to be vulnerable to agency problems as we will see in chapter three. Agency theory
emerged during the 1960s and 1970s when economists attempted to explore the
risks shared between people and/or organizations.23 Agency theory widened this
concept and in doing so included the “so-called agency problem” that can occur

17

Al-Buqmi, supra note 6.
Al-Ghamdi & Rhodes, supra note 1.
19
Helen Chapin Mets. Saudi Arabia: A country study, 65 (1993) Available at
https://cdn.loc.gov/master/frd/frdcstdy/sa/saudiarabiacount00metz_0/saudiarabiacount00metz_0.p
df (Last visited March 14, 2018).
20
Theeb Mohammed Al-Dossry. Consumer Culture in Saudi Arabia: A Qualitative Study Among
Heads of Household. Diss. University of Exeter, 18 (2012).
21
Khalid S Alwekaisi. Management Training In Family-Owned Businesses in Kingdom Of Saudi
Arabia Status, Barriers, and Recommendations for Improvement. Journal of Business and
Management, 18 (1), 65 (2016).
22
Kenneth A. Hunt & William Hodkin. The Criticality of Cultural Awareness in Global Marketing:
Some Case Examples. Journal of Business Case Studies. 8 (1) , 8 (2012).
23
Kathleen M. Eisenhardt. Agency theory: An assessment and review. 14(1) The Academy of
Management Review, 58 (1989).
18
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when cooperative individuals or groups “have different goals and division of
labor.”24 In particular “agency theory is directed at the ubiquitous agency
relationship, in which one party (the principal) delegates work to another (the
agent), who performs work.
Therefore, it seems at first glance that agency problems are not relevant to
family-owned companies where ownership and management are one and the same.
However, family owned companies are vulnerable to agency problems in many
ways such as when one sibling manages the firm and another remains at a distance.25
Another source of conflict of interests is altruism because altruism can contribute
to risky behavior going unchecked and unaccounted for in the context of a family
owned and controlled or managed company.26 Conflicts of interests can also arise
between the majority and minority shareholders.27 Another sources of conflict in
family firms often arise around the extent to which family members are involved in
the firm.28 In Saudi Arabia, according to Achoui, there are four main ways in which
conflict of interests between family values and business values occur in the family
owned company in Saudi Arabia with negative outcomes for human resource
management.29 The four main ways are 1) recruitment, 2) compensation, 3)
evaluation, 4) training and development.30

24

Id. at 58.
Id.
26
James J. Chrisman, Jess H. Chua, Pramodita Sharma, Trends and directions in the development
of a strategic management theory of the family firm. Entrepreneurship Theory and Practice, 29 (5)
560, 2005.
27
Salloum Charbel et al., Impact of family involvement in ownership management and direction on
financial performance of the Lebanese firms. International Strategic Management Review 1(1-2)
36 (2013).
28
Id.
29
Achoui, supra note, 5 at 6.
30
Id. at 7.
25
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Therefore, despite the lack of agency costs in family owned companies in
Saudi Arabia, and the lack of management’s tool contains in the Saudi companies
law in regards to succession planning, conflict of interests and communication gap,
there is a significant need for proper corporate governance roles and principles, as
it will be demonstrated in chapter four.31 For the purpose of this dissertation,
corporate governance is defined as a regulatory and oversight system, which seeks
to: (1) monitor and control the behavior of an organization, (2) balance the interest
of its stakeholders, including shareholders, creditors, investors, consumers,
communities and employees, and (3) enable ‘responsible’ corporate behavior.32
International standards/principles of corporate governance were first introduced by
the Organization for Economic Cooperation and Development (OECD) in 1999 and
revised in 2004. They were further developed in 2015 by G20 and the OECD.33
Corporate governance can be said to have its history with the popularization of the
stakeholder theory by R. Edward Freeman. As provided in the stakeholder theory,
the management of a company is expected to make arrangements that promote the
interest of the stakeholders including employees, managers, owners, suppliers,
customers, shareholders, creditors, government, and society.34
The latest revision contains six principles that G20 and OECD countries are
expected to implement, include six corporate principles: (1) implementation of a
sound corporate governance framework that supports and promotes fair and

31

Al-Ghamdi & Rhodes, supra note 1.
JEAN JACQUES DU PLESSIS ET AL., PRINCIPLES OF CONTEMPORARY CORPORATE GOVERNANCE 21
(Cambridge University Press 2010).
33
OECD, G20/OECD Principles of Corporate Governance, 4 (2015).
34
Salma Damak-Ayadi & Yvon Pesqueux. stakeholder theory in perspective. Corporate
Governance: An International Review, Wiley, 5 (2), 3 (2005).
32
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transparent market and resources allocating, (2) identification of shareholder rights
and fair treatment, (3) protection of the stock market, institutional investors and
other intermediaries, (4) upholding the rights of stakeholders and the corporation’s
duty to identify and protect those rights, (5) the need for disclosure and transparency
in such areas as financial reporting, the company’s ownership, its goals, payments,
transactions, risks and board membership, and (6) supportive duties by the board.35
These principles will be further discussed in later stages of the study.
Even though Saudi Arabia is not a member of the OECD, it is a member of
the G20, which means that the abovementioned standards and principles apply to
the country, as well. The country is expected to implement a corporate governance
framework that is reflective of these international standards. According to a 2009
report by the World Bank, the laws, regulations and institutions for corporate
governance in Saudi Arabia are consistent with international practices and
standards. Nonetheless, the report also states that these laws are at their infancy
stage, thus they are yet to be effectively tested and practiced.36
As observed by a researcher that family-owned companies in Saudi Arabia
interact with and serve a large number of stakeholders.37 In addition, family-owned
companies in this region make significant contributions to its economy and are
highly ranked when it comes to offering employment to the country’s citizens.38
Therefore, family-owned companies in Saudi Arabia cannot relieve themselves of

35

Id. at 5.
The World Bank. Kingdom of Saudi Arabia - Report on the Observance of Standards and Codes
(ROSC): corporate governance country assessment, 7 (2009).
37
Saleh Hussain, Corporate governance; quantity versus quality, Middle Eastern Perspective,
Bahrain,19 (2009).
38
Id.
36
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the duty to implement and practice corporate governance in order to survive. With
such information in mind and also the insignificance of agency costs in the region,
a company’s management or executives typically wield sufficient power to make
business decisions in consultation with other managers and executives. The overarching tenet is found in the Islamic tradition which cautions against abusing power
and position.39 In family-owned companies, managers will often defer to the
patriarch of the family regardless of whether he or she is involved in the family
business.
Self-regulation is an important aspect of corporate governance practice
because it includes the implementation of corporate governance laws and codes and
the firm’s commitment to make adjustments in response to market conditions and
stakeholder interests and concerns. Self-regulation is a method for measuring a
firm’s level of “market discipline”. Moreover, self-regulation indicates to investors
the extent to which the firm adheres to corporate governance codes of practice and
standards.40 However, according to a study about corporate governance in Saudi
Arabia, only 17% of Saudi Arabia’s “listed companies” have implemented selfregulatory corporate governance policies. More troubling is that the study brings to
light that none of the 11,000 family-owned companies in Saudi Arabia have
implemented self-regulatory corporate governance standards,41 which render the

39

Id.
Ibrahim Abosag & Joong-Woo Lee, The formation of trust and commitment in business
relationships in the Middle East: Understanding Et-Moone relationships. International Business
Review, 22(3), 602 (2013).
41
Alotaibi, supra note 13.
40
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need of the intervention of the Ministry of Commerce and Investment to protect the
economics of the country and owners of those companies and their employees.
In addition, A.T. Kearney, an international corporate consultation firm
observed in 2016 that family-owned companies within the Golf Cooperation
Council region are in danger of dying out if they do not plan for the future through
corporate governance structures.42 In addition, a survey conducted by EY and
Kennesaw State University’s Cox Family Enterprise Center in 2015 found that
succession planning through corporate governance accounted for long-term success
in over 2,000 of the world’s largest and longest running family-owned companies.43
Thus, the research goals are focused on the correlation between corporate
governance and strong succession planning, conflict of interest and communication
among family members. To accomplish this, the corporate governance laws and
practices in the context of family-owned companies in Saudi Arabia will be
compared to corporate governance roles and principles in the United States and the
United Kingdom to in order to develop a model that fits Saudi owned companies.
Moreover, in Saudi Arabia, there is a general lack of awareness of the
significance of good corporate governance.44 Whereas such a situation spells
trouble for nearly each and every company in the region, the case is much worse
when it comes to family-owned companies. A study suggests that agency costs are
significantly reduced in family-owned companies in Saudi Arabia, which renders
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the need for corporate governance less important in this type of companies.45 This
is because in many family-owned companies, in most parts of the world, the board
or the management is made up of members of the same family who are involved or
influence the day-to-day management of the firm. The same is true in Saudi Arabia;
family members are very much involved in the daily running and management of
family companies.46 It is therefore expected that in most family-owned companies
in Saudi Arabia, corporate governance is not as important as it is imagined because
of the perception that agency costs are low or non-existent in such organizations.
However, as stated earlier, the corporate governance roles and principles are
necessary to improve succession planning, solve conflict of interests and
communication gaps among family members.
Evidence suggests that under Saudi companies law, the family-owned
companies are controlled and administered as per Sharia regulations.47 These
companies might run in the form of joint-liability Corporation, which is
acknowledged as “sharikat al-tadamun” under the Saudi Corporate Law. This
particular business firm is identified to be widespread all across Saudi Arabia, as
this promotes cultural accountability towards the families. This further helps in
ensuring that the creditors will pay back the loans or the debts along with increasing
capital to the maximum possible extent.48 The research gave utmost attention on
analyzing the topic of corporate governance, in addition to its emergence. This also
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plays a vital part while supervising and controlling family companies within Saudi
Arabia. It can be observed that in Saudi Arabia, the companies, which are owned
by family-owned companies possess in excess of 95% of registered companies.
These companies mainly experience failure due to the shortage within succession
planning and significant communication gaps. Under this circumstance, in order to
cope up with the failure, the family companies need to ensure a sound corporate
governance arrangement. This needs to be designed, executed, and followed
throughout while conducting various operations.
However, talking on the subject of corporate governance and its rules on
preserving Saudi family companies, it is very important to discuss comply and
explain model. This is because corporate governance codes in the UK never meant
to be a “one size fits all” regulatory structure for every company no matter who
owns them, how they are structured, how big they are etc.49 A corporate governance
code has been conducted which sets out a series of guidelines and principles to
which firms must either adhere or justify why they have not done so. This is
described as “soft standard” or “comply or explain” corporate governance
regulation, rather than “hard rules policed by law and regulation.”50 This research
will examine this “comply or explain” corporate governance model and examine
how applicable it might be in terms of preserving family-owned companies in Saudi
Arabia so they can be passed to the next generation.
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However, as we will see in chapter five that companies in Saudi Arabia are
either classified as joint-liability companies, limited partnership, joint stock
companies or single-partner limited liability company. Joint stock companies are
harder to form as they require a ministerial decree, and attaining one requires one
to go through long and multifaceted processes.51 A partnership or limited liability
company merely requires a notarized partnership agreement or incorporation
documents. Thus, a family-owned company is more likely to be formed as a limited
liability company. However, these types of incorporations are subject to the
supervision of The Ministry of Commerce and Investment, and governed only by
the Saudi companies law.
The difference between limited liability company and the limited
partnership is that in the later there is one or more general partner who is liable
personally for the debt of the company while in limited liability company all
partners have a limited financial liability that is limited to a fixed sum equal to the
value of their investment in the company, which is the reason for its popularity as a
preferable form of incorporation for families in Saudi Arabia. In addition, another
form of popular form of incorporation among Saudi families is the joint-liability
company where all partners are personally labile for the debt of the company.
Recently, the new Saudi companies law allow for the Single-partner limited liability
companies, which is the easiest form to establish and manage since it requires a
single person to found the company and manage it by himself while his liability
remains limited to the amount invested in the company.
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However, these forms of incorporations are operated and managed under
Saudi companies law, which provides certain guidelines for managing the business,
but still there is a lack of management’s tool in regards to succession planning,
conflict of interests and communication gap, which render the need for corporate
governance roles and principles to improve managing those type of incorporation
and helping them to survive through generations.
However, in order to show how useful it could be to employ effectual
corporate governance framework in order to experience success and preserve Saudi
family owned companies, chapter six will focus on details in a number of case
studies in Saudi family owned companies. One example was that of the Saudi
family that owned both the Money Exchange and TIBC; as will be demonstrated
below, both of these businesses collapsed because they were neither transparent nor
accountable, so significant agency costs arose with members of the family given
free rein with no external assessors to moderate their behavior. Such a scenario
creates conflicts of interest and also leads to communication breakdowns within the
family.
However, later in the research a review of two companies in family
ownership demonstrated that if a pattern of corporate governance has been carefully
instituted over a considerable time span, and then handed on to the next generation,
exceptional standards of ethical behavior may result. Additionally, when the
succeeding generation of the family joined the company, it was made clear to them
that they would have to justify any position they were given; there were also very
clear policies established to recruit, develop and retain workers who had talent and
commitment. This sort of governance promotes trust in external (i.e., non-family)
19

employees, and helps to incentivize the creation of monitoring systems. Effectively,
good corporate governance will make a firm more transparent and accountable; in
turn this mitigates the chances of risky or unethical behavior which are frequently
the reason why family-owned businesses in Saudi fail or are beginning to fail.
Therefore, the Ministry of Commerce and Investment has released a draft
corporate governance guide for this type of business in the hope that family
businesses can remain functioning across the generations, and indeed prosper. If
companies followed this model it would guarantee that management and ownership
were separated, and the following generations would be integrated into the company
already educated in behaviors that are beneficial for the business. Implementing this
policy would also tackle and solve familial tension, thereby mitigating against the
problem of family members clashing that can easily bring down family-owned
businesses. The draft also proposed ways of introducing corporate governance
models that would engender ethical ways of doing business. Specifically, any such
model should have an integral means of assessment and would have a code of
practice that would force companies to be accountable and transparent. If familyowned businesses in Saudi would adopt such policies, agency costs would be
reduced and the chances of company-threatening risk-taking or corrupt behavior
would be minimized.
It should be noted that this draft is only recommended at present, not
compulsory, and so a large number of Saudi Arabian family-owned companies have
not implemented it. Indeed, a large number of Saudi Arabia's family-owned
companies do not have any sort of corporate governance mechanism in place. Thus
these firms are lacking in a rigorous and regular system of oversight, and so any
20

family member may, if they please, choose a poor course of action that, if it does
not bring the business down on its own, may instigate a schism in the family that
will do so. Additionally, the business, and therefore the family, will be detrimentally
affected by an absence of succession planning in a company managed by its
founder.
A board of directors as it will be discussed in detail in chapter seven plays
a crucial rule in managing the business, and has an obligation to defend and advance
the best interests of a company, and in particular its key stakeholders, and even
more particularly shareholders.52 Such obligations are met via board committees
that have responsibility for ensuring adequate corporate governance. A board
committee generally comprises those directors who have expert knowledge that is
relevant to the remit of the committee. The committee will address all matters which
come under its remit and then provide the board of directors with the results of its
investigations, any problems it has found, recommendations it may have, and it will
also seek approval from the full board for the actions it deems necessary.53
Research by Klein has shown that companies whose boards form
committees are more likely to experience successful performance.54 Research by
Klein has shown that companies whose boards form committees are more likely to
experience successful performance. Subsequent to the worldwide financial crisis of
2008, which showed that businesses needed to protect themselves better against
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risks if they were to survive, the necessity for companies to have various different
board committees has been generally accepted.55
Such committees are known as standing committees; the most usual ones
are those responsible for risk management, nominations, remuneration, and
audits.56 Standing committees are an essential part of corporate governance as they
allow board members to investigate complex matters in a more forensic manner
than is possible in a full meeting of the board of directors.57 Furthermore, standing
committees

encourage

firms

to

be

more

transparent

and

place

responsibility/accountability family in the hands of managers and board members.58
This research, therefore, will essay to construct an effective working model for
family-owned businesses via the creation of a governance committee on which
independent directors hold the majority, and to define the remit of such a committee.
1.3 Methodology
This research will assume a systematic analysis approach into
accomplishing the above stated research aims and objectives. The systematic
approach will be qualitative in nature, which will be achieved by systematically
reviewing past literature on the topic of ensuring proper leadership succession in
family-owned companies and conflict of interest along with communication gap.
The data sources that will be used in this research include: books, peer reviewed
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journals, organizational publications, government publications, review of corporate
governance laws and regulations, etc.
The US is selected for comparative purposes to analyze the best practice of
corporate governance in regard to board of director, majority independent directors.
Along with the U.S. corporate governance sector, another on the list of comparison
with the Saudi system is the corporate governance set-up within the United
Kingdom. This has been selected for the reason that the models adopted for
explanation of different corporate governance aspects in family owned companies
are basically designed and implemented well in this region, for example the
adoption of comply-or-explain model.
The proposal will be based on five examples of family companies’ failure in
Saudi Arabia and family companies’ success. It is important for company leaders
to comprehend and manage the complexities and contradictions linked to
succession planning, and for the avoidance of family conflict of interests and lack
of communication gaps among family members, so as to make sure there is not only
business continuity, but also business growth.
1.4 Conceptual Framework
The main view that has conventionally influenced the research into family
companies in Saudi Arabia considers business and family as two separate entities
fighting for control and power in an organization that cannot adequately offer
proper insight into complex paradoxes and contradictions that arise from the
debates with people working in a family company.59 The dynamics of family
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companies are formed in the day-to-day conversations and interactions, which are
dominated by family issues.60 The social constructionist point of view, offers an
interpretive view of business and family that enables one to study the complex
paradoxes and contradictions that arise from discourses among individuals who
work in a family company. Such an approach signifies a paradigm change from a
rational, rigid and systemized perception to a more interpretive perception wherein
a family is analyzed as it is constructed and interpreted by people working in family
firms.61 The social constructionist model conceptualizes family companies and
succession planning with regards to their mapped realities and advocates for the
need of accommodating more multifaceted issues that are drawn from the day-today experiences, as well as interpretations of business survival as deemed by both
family and non-family members.62
1.5 Research Scope and Limitations
A research scope of the present research is limited to its research aim,
objectives and questions, plus the region under study, mentioned earlier. The study
was made in comparison with the US, UK and Saudi Arabia. This means that the
policies that will be studied will mainly be inspired by the best practices of
corporate governance in these countries. However, the findings, on the other hand,
will only be made in reference exclusively to family-owned companies in Saudi
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Arabia. It is also important to note that the recommendations will only be made in
reference to non-listed companies and not for listed companies, which are already
governed by corporate governance roles and principles.63
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Chapter 2:
Definition, Stages, Significance, and Theory of Family Owned Companies
2.1 Introduction
Family companies are popularly situated throughout the world and have
varying degrees of economic outcomes.64 Yet, there is very little research reported
in the literature on the corporate governance methods of family companies,
especially with regard to legal protection and equal treatment of diverse
shareholders, and how those methods account for diverse economic outcomes.65
While this paper is focused on the laws and practices of corporate governance in
the family-owned company sector in Saudi Arabia, the correlation between
corporate governance and economic outcomes is an important issue for family
companies worldwide. The economic outcomes of family companies are strong
indicators of the strengths of their corporate governance laws and practices.66
However, since family-owned companies in Saudi Arabia are doing well financially
despite weak corporate governance practices, we are forced to consider whether it
is necessary to reform or improve corporate governance frameworks for familyowned companies in Saudi Arabia to facilitate the preservation of family-owned
companies over generations. This study begins with the assumption that the longterm success of the family company, which is usually measured in terms of
economic outcomes, is strongly linked to the laws and practices of the firms’
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corporate governance framework.67 However, firm performance should not be the
only measure for family companies’ success, particularly in Saudi Arabia with its
unique culture. Rather, the longevity of the companies, and their ability to pass from
one generation to the next, should also be considered for its impact on the family
itself and on the economy of the country. In this measure, Saudi companies do not
have such favorable standings and should therefore employ corporate governance
principles to combine their first generation economic success with second and
subsequent generations successors’ sustainability of the family companies.
Thus, to effectively evaluate the preservation of Saudi Arabia’s familyowned companies over generations in the context of corporate governance, it is
necessary to analyze the link between corporate governance laws and practices and
the economic sustainability of the firm. While this research focuses on law and
practices of corporate governance in Saudi Arabia compared to those of the US and
the UK, because corporate governance laws and practices predict the economic
performance and therefore the success of the family-owned company beyond the
first generation. This research will therefore narrow a gap in the literature and
contribute to current knowledge on family owned companies by exploring how to
preserve family-owned companies in Saudi Arabia over generations through a
comparative study of corporate governance laws and practices in Saudi Arabia, US
and UK.
Family owned companies and corporate governance in Saudi Arabia is an
important and instructive area of study since most of the country’s more successful
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companies are family-owned.68 Corporate governance in family owned companies
in Saudi Arabia is a controversial issue. The main issue is that family owned
companies in Saudi Arabia are for the most part poorly governed.69 The issue is not
so much how the family-owned company performs within the first generation of
operation, but how the company remains successfully operational over
generations.70 This is an important issue since all around the globe the
intergenerational transition of family-owned companies is quite low.71 It is stated
that more than 70% of family-owned companies fail by the time the companies
transitions to the third generation.72 Considering that weak corporate governance
structures are common among family-owned companies in Saudi Arabia, and since
corporate governance strengths and weaknesses are linked to ownership and control
issues,73 corporate governance in Saudi’s family-owned company is central to any
discussion over the preservation of these companies over generations.74 This is
because corporate governance goes beyond directing how the companies is
controlled, but also how the business progresses into the future.75
2.2 Definition of a Family Company
The term family company or family business has been ambiguously defined
in the literature for decades.76 Most of the definitional problems arise out of
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attempts to distinguish the family business from the non-family business.77 Other
definitional problems are linked to the understanding of the term “family”. For
some researchers “family” refers to the company’s culture and for others, family
refers to relatives.78 In general, researchers have attempted to define family firms
but there is no real agreement on what constitutes a family company or business.79
The difficulty with defining family businesses is that these businesses are
unique organizations.80 In addition to being unique, family firms also differ within
this group.81 Family members’ participation in the ownership and management of
the business differs from one family to another.82 However, there are two general
approaches to defining the family business: the “components-of-involvement
approach” and the “essence approach”.83
Pursuant to the “components-of-involvement” approach, a family firm is a
firm that is owned, managed or controlled by a family.84 If one of these factors
exists, the firm can be regarded as a family firm.85 This does not appear to be a
satisfactory definition because if a family company is either managed or controlled
by a family, but not owned by the family, management and control are subject to
change at any time. Moreover, the owner of the company ultimately has control of
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the company and the family’s authority to manage or control the company depends
on the owner’s permission.
The essence approach focuses on defining the family business a one that
contains the involvement of a family that leads to distinct and specific behaviors.86
There are four primary features of the essence approach to defining the family
business. The first component is the family’s “influence” on the firm’s strategy.87
The second component involves the “family’s vision and intention” to remain in
control and hand the firm over to the next generation.88 The third component is the
firm’s behavior as a family and finally, there is “familiness” about the firm.89 Each
of the four components must be present for the firm to be considered a family
business under the essence approach.90 The essence approach to defining the family
firm is more consistent with this dissertation because in Saudi Arabia a company is
considered a family-owned company when it is owned and controlled by a family.
For the purpose of this research, the definition and conceptualization of
family firms is derived from Habbershon and Williams (1999). Habbershon and
Williams use the term “familiness” to shed light on how family firms can be
understood.91 In this regard, a family company is a company or firm that is
distinguished by a significant degree of family ownership in the company’s assets
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and family management.92 The degree to which a family owns and operates a firm
determines the level of familiness in a firm.93 For the purpose of this research, a
family company is one in which there is a high level of family ownership and
involvement. A high level of familiness exists where the majority ownership is
family and some members of the family manage and work in the firm. This
definition was adopted in the draft corporate governance guide For Saudi Family
companies released by the Saudi Arabia Ministry of Commerce and Investment,
which defines family company as one that is wholly or primarily owned and
operated by a family.94
2.3 Stages of a Family Company
A three-cycle model is used to explain the three stages of a family company.
The three-cycle model consists of three “overlapping” themes referred to as
ownership, family and business.95 Ownership occurs at the beginning and is the
founding stage where a family starts the business. This stage is referred to as the
“controlling ownership” (CO).96 In Saudi Arabia, approximately 70% of the familyowned companies are still run by their founders.97 This indicates that the company
is still in its infancy or has not yet transitioned to the second generation of family
members. However, transferring the management of the company from one
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generation to another generation is a difficult and important process.98 Therefore,
in order to accomplish a smooth and effective transition, preparing for the transfer
of control should take place at the earliest opportunity.99
In preparing for transitioning to the next generation, the implementation of
a sound corporate governance framework is necessary. In this regard, a corporate
governance framework that facilitates open and frank communications establishes
trust and encourages engagement and involvement, which are fundamental
contributors to the company and family loyalty.100 A sound corporate governance
framework for facilitating transitioning to the next generation should also include
methods for identifying and resolving all conflicts between family members
involved in the firm’s operations.101 The approach that the family is expected to
take with regards to the business should also be a part of the corporate governance
framework. This should include an assessment and a plan for the business.102
Unfortunately, many founders in Saudi Arabia’s family-owned companies
are reluctant to relinquish control to the next generation.103 Moreover, many
founders wait until the very last “minute” to prepare for transitioning to the next
generation.104 This leaves the next generation ill-prepared to carry on the company
and explains why “continuity of management and ownership” are the “two biggest
98
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challenges facing family businesses in Saudi Arabia.”105 This also explains why
only 15% of all family-owned companies in the GCC states survive.106 A majority
of the founders are young and therefore have more than enough time to implement
a corporate governance framework for ensuring a smooth transition into the next
generation.107 Corporate governance is especially important in the family owned
company in Saudi Arabia. This is because family owned companies are poised to
fail as family structure, coupled with family feuds arising out of polygamy and
conflicts among wives.108 Under the patriarchal system, the eldest male will be
handed control of the family business regardless of his inability to take on this
responsibility. In a polygamous marriage, family feuds arise over which wife’s son
should take control of the family. Therefore, a set of corporate governance rules
would resolve these issues.
The second stage of the family business is the stage where a new generation
of the family becomes involved in the family business. This stage is referred to as
a Sibling Partnership (SP).109 As the family business matures other generations
enter the firm and this stage is referred to as the cousin consortium (CC).110
According to Hussain, 20% of Saudi Arabia’s family-owned businesses are under
the control of the second generation, while another 10% are controlled by the third
generation.111 This pattern indicates that transferring the business into the next

105

Id.
Id.
107
Id.
108
Schumpeter, Succession failure. February 4th, 2016.
https://www.economist.com/news/business/21690027-family-businesses-arabian-gulf-needaddress-problem-succession (Last visited April 27, 2017).
109
Gersick et al. supra note 95.
110
Id.
111
Hussain, supra note 37.
106

33

generation is difficult and the difficulty increases as the firm progress to other
generations. It is clear that corporate governance framework calculated to ensure
risk and business strategy management, cooperation, transparency and participation
will eliminate, most, if not all of the difficulties involved in handing over control of
the business to future generations.
Where the organization is given to a Sibling Partnership (SP), those family
possessors have a unique set of resolutions for guaranteeing the functioning of the
system. Their ownership can be consolidated into one peer of the clan, or they might
split up the business among several siblings, they may sell the organization, or they
could hand the possession to many or all of the family members (cousins) of the
subsequent cohort. The choice of remaining an owner administered business,
turning the business into a cousins’ collaboration or an (SP), is one of the most
essential decisions aimed at a business-owning clan. Multiple families shall make
many various resolutions regarding the way the family best collaboratively operates
and how the family interacts. The transmission from founder to siblings remains the
first leading changeover that introduces more intricacy into the organization at a
governance and management level. And in cases that are not properly supervised,
the transmission turns into one more ambiguous reason why family companies
infrequently survive to the third generation. In order to make an (SP) work, the
struggle from parents is required along with the spouses as well as the siblings for
ensuring that the transmission can be evolved into groups and successfully work
together.112
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In other words, the family company starts out with founding members who
generally intend to own, operate and control the business for their family. As the
family company grows, family members, both current and future, join the company
and eventually the company reaches maturity as a family company.113 As the family
company moves through these stages, the company will move through periods of
uncertainty and stability as it grows and changes.114 In the absence of a good
corporate governance framework, these periods of uncertainty can interfere with
the transitioning of the family-owned company to future generations.
2.4 Family Company Theory
The resource-based view of the firm is often used to analyze the family
firm.115 According to the resource-based view of the firm, the firm’s “unique,
specific, complex, dynamic, and intangible resources,” can give the firm a
competitive advantage.116 Theoretically, the owner-manager dynamic of the family
firm can provide a competitive advantage as it leads to cost reduction in
administrative matters, efficient use of resources and quicker decision-making.117
Families tend to also have greater trust in one another and this can reduce the cost
of monitoring.118
Family-owned companies are turning out to be a gradually more significant
group of monetary entities classified through financial and social standards.
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Features of European family organizations are firm associations amid the business
and the family. A pivotal part is played by the family, not just officially but
unofficially as well, in the firm. These businesses center on maintaining longstanding sustainability instead of relying on making temporary profits. Family
companies have longer traditions as a decree in comparison to the non-family
companies.119 The subsequent generations compel the controls of such a business
to be encouraged not only for monetary reasons but out of the desire of sustaining
its social and cultural assets, as well, upholding virtues such as honesty, trust,
values, and reliability. One more feature of family owned companies remains the
fact that within managerial structures, the families are on the top and have greater
authority.120
Survey results from some of the world’s most successful family owned
businesses confirm the resource-based view of the firm.121 one of the key
ingredients of success is the cohesion of the family unit behind and within the
firm.122 Moreover, family owned companies usually enjoy closer ties as family
members within the firm, they usually have closer relationships and higher levels
of trust. This helps to cut down on administrative costs.123 The Same in Saudi
Arabia, families usually live together and do business together as trust is very
important to Saudi citizens.124
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The social capital theory has also been used to identify the positive attributes
of the family business.125 Social capital is comprised of structure, relationships and
cognition.126 Structure includes beliefs, values, norms, trust, and obligations that
link people within an organization and this leads to relationships. Cognition refers
to common understandings and languages. Within a family firm these three
dimensions are expected to be stronger than in non-family firms.127
Agency theory can also be used to analyze the corporate governance of
family firms.128 It is generally believed that the family firm reduces the cost of
agency in that family owned and managed companies are exempt from the
temptation to pursue self-interest at the expense of the firm.129 However, it has been
argued that family owned companies are vulnerable to agency costs as ownermanagers may be tempted to make decisions that are harmful to themselves and the
firm, especially since they are less likely to be subject to third party control and
influence.130 Moreover, due to the close ties within families, there is a tendency for
family leaders to act informally.131 This compromises transparency and
accountability indicating an even stronger need for family owned companies to
incorporate and follow corporate governance.
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2.5 The Importance of the Family Company
Family owned companies is said to contribute to social development.132 In
Saudi Arabia, the Islamic tradition of family value sits at the core of business
relationships.133 Family is the “most important social institutions” in Saudi
Arabia.134 According to Islamic values and traditions, Muslims are required to keep
in touch with and help family members.135 Therefore, Saudis are more likely to
build all relationships, including business relationships, with family members.
Therefore, family and business are interchangeable to the extent that “family is
business” and business is family.136 However, the family company is more
prominently noted for its contribution to economic growth and development. In
Saudi Arabia, much has been made of the economic contribution of Saudi Arabian
family owned businesses “in terms of investments, employment, international
agency alliances and capital flows.”137 For the year 2009, 45 family owned and
controlled business were among Saudi Arabia’s top 100 companies.138 There are
approximately 200 family owned companies in Saudi Arabia “dominating
commercial life in all sectors”.139 These businesses are therefore responsible for
diversification of the Saudi Arabian economy and together “hold SR 250 billion “in
domestic investments”.140 As a result, Saudi family-owned businesses contribute
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25% of the country’s gross domestic product (GDP).141 In addition, family-owned
businesses in Saudi Arabia provide more than 80% of employment.142 Moreover,
95% of all registered companies in Saudi Arabia are wholly owned by families.143
Therefore, the continuity of family-owned firms in Saudi Arabia is important for
sustaining and improving the country’s economy.144
A good example of the importance of the family owned company to Saudi
Arabia’s economic and social development is the family owned Al Rajhi Banking
Investment Corporation.145 Al Rajhi is described as Saudi Arabia’s “largest bank”
and the “world’s largest Islamic bank”.146 In addition, this bank has over 400
branches with 100 of those branches committed to women alone.147 The bank has
over 21,000 point of sales locations in Saudi Arabia and has now branched off into
Malaysia,148 indicating its contribution to economic growth and development at
home and abroad. Al Rajhi also donates to and maintains housing for
underprivileged families in Saudi Arabia.149
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Al-Munajem, a family owned business in Saudi Arabia has been in business
for sixty years and currently employs 15,000 people.150 Al Jomaih, a bottling
company was started by two brothers in Saudi Arabia in 1936 and currently
employs more than 2000 people.151 Saudi Oger Ltd, is a family owned business
which began in Riyadh in 1978 as a construction business.152 It has since branched
off internationally and into a variety of businesses including information
technology, real estate development, investments and so on.153 The company does
not disclose its exact number of employees but claims to have thousands of workers
in Saudi Arabia and abroad and is committed to recruiting and developing skill and
talent.154 The company also donates to charities and is fully involved in community
development and environmental protection.155
Given the large contribution of Saudi’s family-owned company to the
nation’s economy, the preservation of family-owned companies over generations is
a critical area of investigation. The continued growth of Saudi Arabia’s economy is
linked to the continued survival and prosperity of Saudi Arabia’s family-owned
company. Moreover, the significance of family to Saudi culture also dictates that
family-owned companies will also be a goal of Saudi citizens. The collapse of
family owned companies can be detrimental to the economy of Saudi Arabia. For
example, the Saudi Bin Laden Group, one of Saudi Arabia’s largest construction
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companies, is a family owned entity that employs approximately 20,000 workers.156
The company suffered from unqualified workers lead to a crane disaster in Mecca
City. There are currently plans to fire at least 15,000 workers putting a large number
of Saudi workers on the unemployment list. This could be devastating to Saudi
Arabia’s economy and indicates why corporate governance is important for
securing the succession of the Saudi family owned companies. Succession is not
only important for the preservation of the family company, but also for the
sustainment of Saudi Arabia’s economy.
Oger was an organization possessed via the family of previous Prime
Minister of Lebanon (Saad Hariri), and was one of the two mega-contractors
accused of executing the magnificent infrastructure and growth strategies of the
empire, constructing everything, from defense installations to hospitals and schools.
The drop in oil rates since the middle of 2014 along with the following sharp state
expenditure cuts has weighed on the construction industry of the kingdom heavily,
and Oger in particular, provided its reliance on state contracts and size. The
government is indebted to Oger approximately 8 billion dollars for tasks it has
finished, on the word of a Saudi source familiar with the issue, in an indication of
the pressure on government finances. This enormous backlog of outflows made
Oger struggle in meeting its obligations counting loans of fifteen billion riyals,
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billions of SR owed to suppliers and contractors plus 2.5 billion SR to employees
in compensation and back pay, as per the sources.157
The family-owned company in Saudi Arabia is common mainly because,
the family as a social unit is the most significant social institution.158 The identity
and social status of Saudis are intricately tied to the family.159 In this regard, Saudis
take their commitment and loyalty to their immediate family and extended family
or clan very seriously.160 Saudi employers are more inclined to hire family or clan
members because trust is the primary consideration in all relationships.161 Saudis
generally “prefer to work with people they know and trust”.162 This explains why
family-owned companies are so common in Saudi Arabia. This is also consistent
with the resource-based view of the family firm in which these close ties allow
family firms to save on the administrative cost of formal rules and structures, which
free up some resources that might be used for the proposed structural changes. It is
also consistent with social capital theory where close ties and family cohesion
account for the prevalence of family firms. Agency theory also suggests that this
trust within families cuts or at least reduce agency costs for family firms.
In addition, based on inheritance laws in Saudi Arabia which follow from
Sharia law, women are less likely to have a controlling interest in the family firm
when passed along to successive generations. Pursuant to the Qu’ran, all male

157

Id.
Metz, supra note 19.
159
Id.
160
WAYNE H. BOWEN, The History of Saudi Arabia. ABC-CLIO, 10 (2d ed 2014).
161
Elle McLaughlin, Saudi Arabia Culture & Protocol. Available at
https://traveltips.usatoday.com/saudi-arabia-culture-protocol-16306.html (Last visit November 18,
2018).
162
Sue Bryant, Doing Business in Saudi Arabia: Ten Survuval Tips. July 7, 2017, available at
https://countrynavigator.com/blog/expert-view/saudi-arabia/ (Last visit November 18, 2018).
158

42

family members are entitled to twice the share passed on to a female sibling.163
Thus, in family companies in Saudi Arabia, women will generally always to hold
no more than half of the shares held by male siblings indicating that family
companies in Saudi Arabia do not accord women an opportunity to obtain gender
equality in the workplace. Therefore, as minority shareholders in the family
companies, corporate governance is important for protecting the rights of women
through a clear and fair employment policy developed by the governance committee
consisting of majority outsider.
In the US it has been estimated that roughly 90% of all businesses in the US
are family owned businesses.164 Together these family owned and controlled
businesses are responsible for up to 60% of the US’s gross domestic product (GDP)
and approximately one half of all salaries.165 It is also estimated that family owned
and controlled businesses in the US contribute more than US$2.1 trillion in services
and products each year.166 In the USA, thirty-five percent of Fortune 500 companies
in the USA are family-owned and controlled.167 In addition, between eighty and
ninety percent of all US businesses are family owned firms.168 The largest familyowned firm in the US is Wal-Mart with US$443 billion in sales and 1.4 million
American workers.169 It is therefore established in the literature that family
businesses in both developed and developing economies play a significant role in
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economic growth and development. In addition, Gupta and Levenburg argue that
the family dynamics and relationships that exist within the family owned and
controlled business has opened up avenues for women to more easily play and
assume “leadership roles”.170 Women are more likely to take on leadership roles in
family owned and run businesses than they are to take on leadership roles in ‘nonfamily’ businesses.171
In the UK, there are approximately three million family owned and
controlled businesses representing two out of three private sector businesses.172
Family owned and controlled businesses in the UK provide up to 9.2 million jobs
representing 42% of all jobs in the private sector.173 In 2010, family owned and
controlled businesses contributed 1.1 trillion pounds toward “private sector
turnover”.174 The UK’s family owned and controlled businesses also contributed
346 billion pounds toward the UK’s GDP in 2010. This represents one quarter of
the UK’s total GDP.175 In addition, family owned businesses in the UK “contributed
81.7 billion pounds in taxes received by the Exchequer for the year 2010.”176
In the UK, three million out of 4.6 million SMEs of the state are run via
families, and it is evident that the strength of any financial recovery is formed by
them as determinants of entrepreneurship, commerce and enterprise. The
importance of the sector being acknowledged by the broader UK, led the Forum of
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Private Business to collaborate with a management consultancy in lieu of a
partnership which is expected to be capable of steering a number of its family led
member businesses for success and diversification in future.177
In the words of the chief executive of the forum, having such a great quantity
of small companies serving as the power of the UK economy, in the best interests
of all that these businesses should develop, flourish and be capable of trading to the
optimum of their capacity.178 He further states that these companies stand as the
wealth producers for the state, and they ought to be developed and supported in all
possible ways. The significance of family owned companies should not be
underestimated, and this industry needs to start growing because it is linked
intrinsically to the forthcoming prosperity of the state economy. For instance, if
compared with Germany where 49 percent of the GDP is contributed by these
family companies, this proportion in the UK is almost 31 percent, in the present
day.179
Within the United Kingdom, it is projected that more than 1000 family
companies have in excess of 250 employees, and a maximum are sold before they
get slightly close to the scope of operation, mostly for the reason that not enough
experience is available in the family for taking the business ahead.180
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2.6 Summary and Conclusion
This chapter described and analyzed the terminology and varied meaning of
family-owned companies in general and in the context of Saudi Arabia. In this
regard, the meaning of family-owned companies was explored in terms of its
definition and significance to the economy in general and in a Saudi Arabian
context. Using the essence approach as opposed to the components of involvement
approach, a family-owned company was defined as a business that is wholly or
dominantly owned and controlled by a family. Research findings indicate that
family companies are popular in Saudi Arabia and are important for both economic
and sociocultural reasons. From an economic perspective, the family-owned
company plays an important role in the nation’s economic growth and development.
From a sociocultural perspective, the family business fortifies and protects the
family’s identity and social status. Research findings also indicate that Saudi
founders operate in a majority of Saudi Arabia’s family-owned companies and that
many family-owned companies in Saudi Arabia never make it past the third
generation. Thus in order to preserve family owned companies over generations, a
corporate governance framework is necessary
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Chapter 3:
Agency Theory And The Application Of Corporate Governance Model Within
The Family Owned Companies
3.1 Introduction to Agency Theory
Agency theory emerged during the 1960s and 1970s when economists
attempted to explore the risks shared between people and/or organizations.181
However, the idea that gave way to agency theory can be traced back to Adam
Smith’s Wealth of Nations in 1776 with the prediction that an individual or a group
who are not the owners control a business, the owner’s goals may be placed on a
backburner.182 Berle and Means in 1932 built on Smith’s prediction arguing that
once ownership becomes more diverse, sectors consolidate more and as a result,
control by shareholders becomes less effective.183 Thus, the idea of agency
problems were introduced through Berle and Means’ examination of Adam Smith’s
prediction of agency and ownership separation.
At first glance, it might be assumed that agency problems are not relevant
to family-owned businesses where ownership and management are one and the
same. However, there are specific conditions in the firm owned and managed by
families that are conducive to agency problems.184 For example, there are specific
ownership conditions such as sibling partnerships where one sibling manages the
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firm and another remains at a distance.185 In such circumstances there can be a
conflict of interest or the active managing sibling might be more inclined to engage
in risky behavior since he or she is merely accountable to his or her sibling.186
At its core, economists attempted to describe “the risk-sharing problem as
one that arises when cooperating parties have different attitudes toward risk.”187
Agency theory widened this concept and in doing so included the “so-called agency
problem” that can occur when cooperative individuals or groups “have different
goals and division of labor.”188 In particular “agency theory is directed at the agency
relationship, in which one party (the principal) delegates work to another (the
agent), who performs work. Agency theory attempts to describe this relationship
using the metaphor of a contract.”189
Agency theory thus contemplates the potential for conflicts of interests to
arise between the principal usually the shareholders and the agent, usually
management of a business.190 Agency theory is concerned with two conflicting risks
that typically occur: the agency’s contractual obligations to the principal and the
agency’s self-interest, which can be different from the interest of the principal.191
Agency theory provides an analytical framework through which these potential
conflicts of interests can be managed through incentives and/or compensation.192 In
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corporate governance, agency theory has emerged as an important managerial
tool.193
Following the work presented by Berle and Means since 1932, corporate
governance emphasizes separating ownership in a way that produces the potential
tensions between the principal and the agent which are linked to diverse ownership
in today’s organization.194 Berle and Means took the position that corporate
governance is a tool through which boards of directors are a significant method for
"monitoring" activities and strategies for minimizing the potential risks associated
with the problems arising out of the principal-agent dynamic.195
The role of agency theory in corporate governance as devised by Alchian
and Demstez in 1972,196 and Jensen and Meckling in 1976,197 help to shed light on
how agency theory applies to family owned businesses.198 The organization is not
a person per se, but a “legal fiction” in which goals are conflicted between
“individuals” and are brought into equilibrium within a framework of contractual
relationships.”199 Moreover, these “contractual relationships are not only with
employees, but with suppliers, customers and creditors.”200 The objective of the
various contractual relationships is to ensure that all individuals and groups “acting
in their self-interest are motivated to maximize the value of the organization” and
193
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in doing so, reduce the agency costs and adopt “accounting methods that most
efficiently reflect their own performance.”201
Agency theory informs us and family companies that an effective corporate
governance framework is comprised of monitoring and control systems that
motivate or ensure that management works towards maximization of shareholder
value.202 This corporate governance framework requires not only that management
is competent, but also provides for a board of directors with monitoring and control
functions.203 Through the monitoring and control of management, the
management’s performance will improve and conflicts of interests will be
avoided.204
However, a corporate governance framework that is based primarily on
monitoring and controls will not likely resolve all agency problems. As Chami and
Fullenamp caution, monitoring and control mechanisms can create a great deal of
alienation and resentment and in the process can create more agency problems.205
Thus the best approach is a corporate governance framework that aligns the
incentives of principals and agents.206 One way of accomplishing the alignment of
incentives between principal and agent is through a compensatory scheme.207 But
this is also not always possible where the company’s profits are tenuous. Thus, the
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best method is through a corporate governance framework that includes methods
for improving loyalty to the organization.208 This can include social activities or
employee participation, trust, rewards, recognition, and other forms of nonfinancial perks.209 The result is usually loyal employees and agents who “take the
firm’s interest into account – namely, profit maximization – when they choose their
work effort and activities.”210 This method can be supported by the Saudi
companies law Article 129/2, which is applicable to publicly traded company only.
Under Article 129/2, the company by its General Assembly’s decision has the right
to deduct a certain amount of money from the net profit to create or support or
develop social institutions for the company employees.211
3.2 Agency Theory within the Family Company and Corporate Governance
In general, agency theory as developed would not take account of the ownermanaged firm because management (agency) and owner (principal) would not
normally be divided.212 For the most part, family owned and managed firms are
believed to be comprised of owners and managers who share the same history,
vision, values and goals and are therefore bereft of self-interests. Therefore, agency
costs are significantly reduced with the family owned and managed firm.213
However, there are risks that expose owner managed firms to agency costs.
For example, these kinds of management arrangements remove third party or
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outside “control” mechanisms.214 Owner management firms “expose” the firm to a
self-control problem created by incentives that cause owners to take actions which
harm themselves as well as those around them.215
There are certain situations in which agency theory is highly applicable to
the family owned and managed company. To begin with the nature of family
ownership can heighten the propensity for risk-taking. Family ownership structures
can vary between “controlling ownership”, “sibling partnership”, and “cousin
consortium”.216 Furthermore, the type of altruism, whether parental, paternalistic or
psychosocial, existing in the family company can create divergent incentives and a
propensity to take risks.
Obviously when parental altruism exists in a controlling ownership family
company the risks of diversion is expected to be lower. This is because the selfinterest of the parents are likely to be shared, and those interests are more likely to
be aligned with the interest of the company. The risk of diversion is more likely to
arise where psychosocial altruism exists along with a sibling partnership and a
cousin consortium. It is expected that siblings and cousins may have different selfinterest that can be different from the interest of the family firm.
Agency theory in the family owned company applies without question
where the firm is owned by the family, but managed by outsiders.217 In any event,
in family companies “during periods of market growth”, family firms are more
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likely to engage outsiders to help in or take control of the management of the
firm.218 When this happens the likelihood of conflicts of interests can increase and
thus agency costs are unavoidable.219
Even so, a study conducted by Villalonga and Amit revealed that agency
costs is decreased rather than increased when a family firm is managed by a founder
together with an outside Chief Executive Officer (CEO).220 The study was
conducted using data from Fortune 500 companies between 1994 and 2000.221
However, when the founder’s descendants manage the firm, the value of the firm
decreased significantly, indicating that even if agency costs are reduced, this
reduction is offset by heir management.222
According to Miller and Breton-Miller agency costs can be reduced or
increased in a family company depending on corporate governance mechanisms.223
A large family company that takes account of capabilities, and the future integration
of heirs into the business will generally reduce agency costs.224 Moreover, where
family management with capabilities manages the firm along with outside talent,
the family firm is likely to reduce agency costs.225 Even where family members
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alone manage the firm and there are no conflicts of interests, agency costs can be
increased through incompetence, excessive risk taking and divergent goals.226
Chrisman, Chua and Litz compared the agency costs of 1,141 small family
and non-family US firms.227 The results demonstrated that the involvement of
family in a family firm can both decrease and increase the firm’s economic
outcomes as a result of agency costs. However, the study results also found that the
agency costs for family firms are typically not as severe as the agency costs found
in non-family businesses.228
A study conducted by Ibrahim and Samad on 290 companies in Malaysia
revealed that board size would typically have an influence on reducing agency
costs.229 In such a case, the larger the board, the lower the agency costs. However,
the study also found that a large number of outside directors increase agency costs
in family firms.230 In other words, agency costs in family owned companies in
Malaysia were controlled by family management and owners. Ironically, the study
found that family companies need a small number of outside directors in order to
reduce agency costs through monitoring and counseling mechanisms.231
A another study conducted sheds some light on the potential agency
problems existing in family-owned small and medium sized companies in Saudi
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Arabia.232 The study involved the collection of data via surveys administered to 120
family-owned small and medium sized companies’ managers in Saudi Arabia.
Semi-structured interviews were also conducted. The results of the study found that
managers in family-owned small and medium sized companies in Saudi Arabia had
a difficult time recruiting and retaining skilled workers.233 Thus, agency problems
are implicit in the lack of loyalty presented on the part of employees within the
family-owned small and medium sized company in Saudi Arabia due to weak HR
tool such as clear and developed employment policy, which provides incentives and
career development. These findings are significant since family-owned small and
medium sized businesses in Saudi Arabia make up over 95% of all companies in
the country, and provide at least 80% of all private sector jobs.234
A major source of agency problems in family-owned companies in Saudi
Arabia arises out of the fact that founders form the majority of managers in these
companies.235 As a result, the separation of ownership remains problematic.236 This
is often accompanied by a failure to “develop any system of human resources
management” and a “lack of policy on managing human resources due to the
centralization of power in the hands of owners (founders), poor organization and
poor leadership styles”.237 In addition, family-owned company in Saudi Arabia
confront significant problems relating to conflicts between family values and
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business values. This is further complicated by power struggles between the founder
and successive relatives, especially sons relatives.238
A review of literature suggests that the applicability of agency theory to the
family company is debatable at best. There are two streams of thought. On the one
hand, it is suggested that due to the close ties between family members who own
and run a firm, agency costs are either minimal or non-existent. Thus the agency
theory is irrelevant to family owned and controlled businesses. On the other hand,
it is suggested that because owners manage their businesses, there are no external
controls that would prevent or minimize the risk of owner-managers making
decisions that conflict with the interest of other owners or that might be harmful to
the business. It is also suggested that not all family companies are managed by the
owners, and as such, agency costs are no different from those anticipated in nonfamily companies. In Saudi Arabia however, there is a persistent agency problem
with regards to the role of founders in the family owned company. Since a majority
of family-owned company are managed by founders, there is a general lack of
separation of ownership and management. This creates agency problems between
owners and managers and has been seen to negatively impact the way the firm is
led, managed and maintained. Employee retention and loyalty also appears to create
agency problems. Thus, the main take-away is that there are significant agency
problems in Saudi Arabia’s family owned companies and as a result, there is a
crucial need for corporate governance policies and practices that are capable of
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reducing these agency costs for the preservation of the family owned company in
Saudi Arabia over generations.
3.3 Conflict of Interests
According to agency theory, there are two main ways in which conflicts of
interests arise in any business where management and ownership are separated. The
first of these potential conflicts arises out of the firm’s size and the second of these
conflicts arises out of the firm’s cash flow.239 With respect to the firm’s size,
management generally has an interest in increasing the size of a firm because this
is generally associated with an increase in management responsibility which is
expected to run parallel to an increase in compensation.240 This creates a conflict of
interest because, while managers anticipate an increase in compensation with firm
growth, owners are concerned about the increase in resources that come under the
control of managers and therefore the increase in power that the managers acquire
over the firm.241
At the same time, an increase in firm size indicates an increase in
productivity, sales and services that serve the interest of owners and managers.242
Agency theory provides an analytical framework for resolving this conflict of
interest. In the family owned and controlled companies this conflict of interest may
appear to be non-existent. However, this conflict of interest can exist depending on
levels of altruism in the firm and the structure of ownership and management. For
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example, where descendants manage the firm, conflicts of interest can arise because
values, goals and self-interests may not be aligned.
With respect to cash flows, conflicts of interests may arise where the firm
generates surplus cash or significantly more cash than the firm needs to survive.243
The conflict in such a case arises over where and to whom the surplus cash should
be allocated.244 In a typical case this conflict should arise between shareholders and
managers who each have different incentives for what cash should be paid to
shareholders and what cash should be paid to managers.245 This conflict of interest
can exist in any business including the family owned and controlled company.
Some family members manage the firm while some family members are mere board
members and are not involved in the day-to-day management of the firm. Therefore,
the division among managers and shareholders over where and how surplus cash
should be allocated is arguably no different in family firms than in non-family firms.
Another source of conflict of interests within a business is the degree to
which unsatisfactory results of the business are disclosed by management, either
owner-mangers or outside manager to owners or from directors to shareholders.246
Abrahamson and Park suggest that management have an incentive to conceal
unsatisfactory firm outcomes.247 This incentive relates to wanting to keep their
position and bonuses.248 However, in larger firms with significant oversight of the
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firm’s business activities in terms of external audits and accountants as well as
external directors, the agency cost of concealment is reduced, if not eliminated.249
Intuitively, the agency costs of concealment in a family owned and
controlled company are low if it exists at all. Arguably, family owner-managers
have no incentive to conceal unsatisfactory outcomes since they benefit from the
firm’s success. A concealed negative outcome will not be dealt with satisfactorily.
Besides, family members who are involved in a family business have a greater
incentive to share the firm’s problems with family member shareholders. On the
other hand, family owner managers may also be inclined to conceal unsatisfactory
outcomes from inactive family member shareholders who entrust their investment
to owner-manager family members. After all, owner managers are not only
benefiting from shareholder dividends, but are also benefitting from compensation
and in some cases bonuses for positive outcomes. Therefore, there is a potential for
a conflict of interest arising out of incentives for concealing firm outcomes in a
family owned and controlled business.
Despite perceptions that conflicts of interests are low or non-existent in
family company because of altruism, that altruism can nevertheless contribute to
risky behavior going unchecked and unaccounted for in the context of a family
owned and controlled or managed company.250 For example, where siblings manage
the family firm, parents who hold a controlling share of the firm may be unwilling
to second guess the motives and incentives of their children. It is believed that a
human propensity to avoid judging children’s performance negatively may cause
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parent owners to overlook or turn a blind eye to risky behavior by their children
managers.251
Friedman points out that sibling rivalry can be both a powerful positive and
negative force within a family.252 Sibling rivalry can be positive in that it has the
potential to establish and maintain healthy levels of competitiveness between
siblings for the good of productivity within the family company. However, since
sibling rivalry itself is reflective of a difference in capabilities and needs between
siblings, it can create conflicts of all kinds and can not only destroy the family
company, but can also subsequently destroy the family.253 In other words, this kind
of negative sibling rivalry can create deliberate conflicts of interests where one
sibling might feel entitled to gains that he or she perceives are not necessarily
recognized or acknowledged by the family company. The sibling might feel that his
or her rival sibling receives unearned recognition and this could create a conflict of
interest for the aggrieved sibling. The aggrieved sibling can make and/or carry out
self-serving decisions that put the family company at risk of loss.
In addition, contrary to popular belief, the family firm is at a high risk of
conflict of interests in two important ways.254 The first risk for conflict of interests
arising out of the relatively low level of resources that the family company will
typically have. As a result, family companies either hire under-qualified managers
or under-pay qualified managers. This creates a conflict of interest in two main
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ways. The under-qualified manager may not have the ability to separate self-interest
from company interest and thus can make decisions that are detrimental to the
company in furtherance of self-interest. The qualified managers, on the other hand,
can find themselves underpaid when compared to the market wage rate for a
manager in their positions. This can increase incentives to favor self-interest over
the interest of the firm.255
The second risk for conflict of interest within a family owned and managed
firm involves the relationship between family members within the firm.256 These
relationships can be characterized by a high degree of trust, which in turn results in
significant “free riding” within the family firm.257 This reduces the efficiency of
information sharing with the result that members of the family within the firm can
pursue conflicting interests for and on behalf of the firm.258 Moreover, bias by
controlling family members, such as parents toward subordinate family members,
such as their children, may result in adult children assuming responsibilities that
they are not qualified to assume. Parents are unlikely to call their children out on
their incompetence.259 In this regard, parents who are in control of the family
company can develop and act on a conflict of interest between favoring their adult
children to the detriment of the overall good of the family company.
In large family owned firms, conflicts of interests can arise between the
majority and minority shareholders.260 In these large family owned companies, the
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majority shareholders are typically family members and the minority shareholders
can be either a combination of other family members and non-family members or
simply non-family member shareholders.261 In such a case, it is conceivable that the
majority shareholders are only interested in maximizing the family company’s
future and might want to invest funds in the firm for future growth. At the same
time, minority shareholders may be more concerned with maximizing their personal
benefits and might resist reinvesting in the firm as opposed to receiving shareholder
dividends.262
According to Michiels, Voordeckers, Lybaert, and Steijvers, the payment of
dividends within family owned and managed firms is a frequent and regular
corporate governance strategy.263 This corporate governance strategy is
necessitated by “intra-familial, principal-principal conflict” which is a “relevant
agency problem in privately held family firms”.264 The conflict arises out of
divergent interests between the family principal who is an active manager or
director within the firm and a family principal who is not active within the family
firm.265
The inactive family principal insists on receiving frequent and regular
dividends as a means of limiting the amount of cash capital the active family
principal has at his or her disposal.266 On the other hand, the active family principle
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is more interested in reinvesting surplus cash capital back into the family firm.267
This kind of principal-principal conflict of interest is usually resolved through the
creation and maintenance of a corporate governance strategy that allows for regular
dividend payments.268
The family owned and controlled firm is also vulnerable to intergenerational
conflicts.269 Senior family managers are typically very conservative and risk
avoidant since they are closer to retirement and anxious to leave the firm primed
for future success.270 As de Visscher and associates argue: “This natural evolution
in senior family members goals and attitudes can clash head-on with an opposite
tendency: the desire of the successor generation to take risks and bring about
change.”271
In many cases, the younger generation of family members involved in the
day-to-day workings of the firm, growth and progress is incompatible with the
world in which they live. These young family members in the company are
therefore eager for rapid change and growth. Thus, the younger family members
working in the company are more likely to take risks compared to senior family
members who wish to avoid risky investments and decisions.272
This intergenerational conflict of interests is usually described as a conflict
between a desire for “growth vs. cash conservation”.273 The younger owners want
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to spend on changing business “strategies or markets” and they are usually eager to
expand operations.274 The younger generation of owners and managers are looking
toward a prosperous future for the family company and in turn, a prosperous future
for themselves. The older generation is looking toward a short term outcome and as
such they seek to conserve cash for retirement security purposes and in doing so,
the older generation is more eager to avoid taking risks.275
Klonowski argues that the family owned and managed firm is vulnerable to
conflicts of interests due to its entanglement in “interpersonal, intergenerational,
and value-driven conflicts” that have a propensity to “destroy family unity and
harmony”.276 These conflicts are usually characterized by “incompatible
expectations, goals, views, values, and objectives”.277 Where these conflicts exist
within the family, they are usually carried over to the family firm where the day-today working of the business adds another forum for conflict and therefore the family
firm only exacerbates family conflicts.278
For the most part, conflicts in family firms often arise around the extent to
which family members are involved in the firm.279 Family members who are mere
workers with no shareholding will usually see their involvement as nothing more
than as an employee. Therefore, these family members are only concerned with
career growth and wages. These family members will not have the same kind of
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commitment to the family firm’s success as those who own a share of the family
business.280
According to Achoui, there are four main ways in which conflict of interests
between family values and business values occur in the family owned company in
Saudi Arabia with negative outcomes for human resource management.281 The four
main ways are 1) recruitment, 2) compensation, 3) evaluation, 4) training and
development.282 In other words, the way that the family values recruitment,
compensation, evaluation, training and development may be in conflict with the
business values and needs. The table below provides a summary of how these
conflicts arise in the context of Saudi Arabia’s family-owned businesses.
Table 1: Conflicts in FOBs in the KSA
of Agency Application
HRM Concerns

Family values

Business values
Theory

A genuine desire Recruitment

Recruitment

Agency theory can help

to recruit male

usually follows

in resolving conflicts

relatives,

the talent and

between family and

especially the

skills of the

business values in terms

sons of the

available

of recruitment by making

various wives of

workforce.

the family leaders to act

each of the

in a more formalized
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owners and/or

way. This also involves

managers

letting them to pursue

because ….

self-interests efficiently.

In terms of
compensation, proper
application of agency
theory can address as
well as mitigate the
Compensation
Compensation

conflicts that exist
should be based

should be based

between family and
on the market

on the needs and
Compensation

business values. This is
value and

development of

done by the separation of
performance

the individual.

the ownership and
potential of the

For example, ….

management. Doing so
individual.
will help in ensuring
higher level of usage of
the business recourses by
linking compensation to
performance.

Evaluation

Relatives are not Individuals can be From the perspective of
distinguished.

distinguished

evaluation, agency theory
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Individuals are a

from one another

can help to resolve the

means to an end

and in this regard,

conflicts pertaining to the

rather than a

only the best

evaluation of employees.

means.

available talent is

This helps in making

selected and

sure that the situation of

rewarded.

conflicts of interest is
avoided while
conducting evaluation
and hiring prospective
employees through a
separation of ownership
and management.

An individual’s
developmental
needs should
form the basis

With regard to the factor
Development and concerning training &
training should development, application
always be based of agency theory in

Training &

for determining

on the needs of resolving the conflicts

Development

if and when that

the organization. among family. Business

individual

values can be made

should be

possible by developing

accorded the

training programs along

opportunity for
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training and

with recruiting skilled

learning.

trainers.

Source: Author’s creation based on Achoui’s study.283

Based on the value of family owned businesses to Saudi Arabia’s economy,
the Saudi government and scholars have emphasized the need for these businesses
to understand, form and follow corporate governance structures.284 A primary
concern is succession problems due to family conflicts.285 For instance, younger
generations of Saudi family members tend to be perceived by older family members
in the firm as too Western in thinking and strategizing.286 Moreover, conflicts of
interests arise within the family owned business in Saudi Arabia over separating
family from business objectives.287
The primary solution to these problems appears to be in separating
ownership from management.288 This can be accomplished through a corporate
governance framework that prioritizes awarding managerial positions to family
members who are more competent and skilled in management.289 One solution
suggested by observers was for family businesses in Saudi Arabia to go public as
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this would ensure that they adopt effective corporate governance models.290
However, family companies in GCC in general and in Saudi Arabia specifically,
are reluctant to go public as they would rather keep their business affairs and
workings private and between the family.291 In addition, young firms including
start-up family companies go public for one of two reasons: to improve visibility
and reputation with a view to attracting investors and for ensuring long term
survival or succession.292
Either way, once a company goes public, shares are offered to the public
and the family company is not only going to attract external non-family
shareholders, but qualified external non-family managerial staff.293 Going public
could therefore change the characterization of the company as a family owned
and/or managed entity and this would defeat the outcome this study seeks to
discover. This study seeks to discover the extent to which corporate governance can
aid the Saudi family company in preserving the company for future generations. It
would appear that going public would have the opposite effect on the
characterization of the family owned company. Therefore, one of the options is for
the family company in Saudi Arabia to resort to self-regulated corporate governance
structures on an internal basis.294
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However, contrary to assumptions about the family firm being less prone to
conflicts of interests; the opposite appears to be true. The conflicts of interests that
usually occur in non-family firms are also present in family owned and managed
firms. However, a distinct layer of conflict arises out of the interpersonal nature of
families as social units, intergenerational and value differences. It can therefore be
concluded that conflicts of interests within the family firm are complex and
dynamic. Even so, as with any firm, these conflicts can be managed through the
implementation of a corporate governance strategy that reduces agency costs
through appropriately responding to potential conflicts of interests.
In Saudi Arabia, a solution to the various conflicts of interests implicit in
these types of companies commands some form of internal corporate governance.
This is because the family-owned business in Saudi Arabia while rapt with
significant conflict of interests is an important contributor to Saudi Arabia’s
economic growth and development. However persistent conflicts of interests
indicate that these family-owned businesses may not be able to survive over
generations. It will therefore be necessary for some form of corporate governance
framework to preserve the future of the family owned business in Saudi Arabia.
3.4 Summary and Conclusion
This chapter analyzed agency theory and its significance to corporate
governance in general and in Saudi Arabia. A review of literature suggests that
agency theory informs corporate governance practices and policies in that it
identifies the potential conflicts between principal and agent. Findings in various
studies reveal that significant agency problems persist in Saudi Arabia’s family
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owned businesses and the most viable solution is a corporate governance
framework that reduces agency costs, especially those that arise within the realm of
conflicts of interests which typically complicate succession planning and practices
and thus threaten the preservation of family owned businesses in Saudi Arabia over
generations.
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Chapter 4:
Corporate Governance
4.1 Introduction
Reflecting on the family company types under Saudi Corporate Law, it
would be noted that in almost all situations, there is more than one person with some
legitimate form of ownership either through partnership, general liability, limited
liability, or limited partnership. In situations like this, the issue of governance
becomes a very crucial subject of discussion.295 This is because through corporate
governance, the relationship between agents and principals within the company
becomes well defined. However, an unfortunate situation where most family
companies have failed to give full regard to the concept of corporate governance.296
This has been further stated to be the situation given the fact that most partners and
stakeholders within the family companies see themselves as being accountable to
only a few people, all of whom have family interests. Because of the notion of
family interest, the need to ensure and foster maximum governance that is guided
by accepted global standards and practices are often absent. In this chapter, define
corporate governance from different corporate governance models, analyze the
emergence of corporate governance in the globe, and reviewing roles and principles
of corporate governance in general. Also, corporate governance in Saudi Arabia
will be discussed along with the challenges for governing family companies in
Saudi Arabia, the importance and advantages of governing family owned
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companies. Finally, this chapter will discuss and analyze The Comply- Or-Explain
Model and how adopting this model will help Saudi family companies
implementing corporate governance roles and principles proposed by the regulator
or explain why not to do so. In brief, the content of this chapter will clearly set the
stage to understand how corporate governance roles and principles will help Saudi
Family owned businesses to survive through generations.
4.2 Definition of corporate governance
Corporate governance has been differently defined depending on the model
adopted by the regulator or the scholars. However, we can define corporate
governance as “the structure and processes for the direction and control of the
companies.”297 As per the Cadbury Report (1992), corporate governance means “a
system by which companies are controlled and directed.”298 Also, the OECD
defined corporate governance as “procedures and process according to which an
organization is directed and controlled.”299 However, even though every company
by convention has a structure and processes that guide its control and directions,
corporate governance can be said to be different from the individual approaches
used by the companies in their operations. This is because corporate governance
has a more globally defined set of principles and philosophies that must be seen as
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part of the direction and control of a particular company for it to be said that this
company practices corporate governance.300
In the Saudi context, corporate governance was defined by the Capital
Market Authority as “a framework that determines the rights and responsibilities
among the various parties, such as the managers, board of directors, shareholders
and other stakeholders in the company.”301 Moreover, the concept of corporate
governance was discussed more broadly by the Corporate Governance Guide for
Saudi Arabian Family Companies and Model Rules by stating “corporate
governance is a concept focused on mechanisms, rules, those laws that direct,
manage, oversee corporate business and activities, and defined rights and
responsibilities of participants.”302
4.3 Emergence of corporate governance
Corporate governance practiced in contemporary business can be said to
have its history with the popularization of the stakeholder theory by R. Edward
Freeman. As provided in the stakeholder theory, the management of a company is
expected to make arrangements that promote the interest of the stakeholders
including employees, managers, owners, suppliers, customers, shareholders,
creditors, government, and society.303 In a similar manner, it can be found that
corporate governance has emerged as a concept defining the protection of
stakeholder interests. Through corporate governance, there has been a mitigation of
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conflict of interests between stakeholders because, as per stakeholder theory, who
matters in the company is clearly defined as part of corporate governance.304
While defining who matters, the rights and responsibility by each of these
stakeholders are also made known. In effect, the emergence of corporate
governance can be said to have come about largely from stakeholder theory. Today,
corporate governance has evolved to be an important requirement for a particular
company to be given global recognition. In several jurisdictions, including the
United States, Saudi Arabia and the UK, corporate governance has emerged to be a
concept guided by regulations, codes and guidelines. Some of these include the
Sarbanes-Oxley

Acts,305

Organization

for

Economic

Co-operation

and

Development principles,306 and The Cadbury Report.307
High quality business governance aids in underpinning long-standing
conduct. The United Kingdom has a few of the greatest criterions of commercial
governance around the globe that makes the very market appealing for new
funding. The “Corporate Governance Code” of the UK has been involved in
increasing best boardroom preparation all through the listed division as it was issued
first during 1992. It functions on the criteria of complying or explaining. It sets forth
good practices taking in issues, for example, board of directors’ composition and
usefulness, the character of board groups, compensation, risk management, and
relations with shareholders. Premium listed firms are required under the “Financial
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Conduct Authority Listing Rules” either for complying with the requirements of the
very Code or explaining to financiers in their subsequent annual report for what
reason, this is not done by them.308 In case bondholders are not satisfied they must
be involved with the business. Provided this is unacceptable, they might practice
their rights, containing the authority of appointing and removing directors, for
holding the firm accountable.
A number of benefits are there to this very approach. Its characteristic
flexibility signifies that it remains possible for setting more demanding criterions
than might be achieved by hard rules. Experiences have demonstrated that the
immense majority of firms acquire these principles. As well, needing firms to
inform the bondholders instead of regulators signifies that the resolution regarding
whether a business’s governance is sufficient, is considered by the people in whose
good the board of directors is intended to act. On top of the above-mentioned UK
code, a set of guidance is published by FRC with the aim of assisting firms in
addressing particular aspects of accountability and governance. Board effectiveness
is covered by them, along with the character of audit committees plus risk
management, besides internal control as well as reporting on if the business stands
as a going issue.
4.4 Roles and principles of corporate governance
In this particular section, the roles and the principles associated with
corporate governance will mainly be discussed related to the family-owned
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businesses or companies operating in Saudi Arabia. This research focused on
identifying as well as analyzing the current weaknesses that are prevalent in the
models of corporate governance, which impact the entire performance of the
family-owned businesses in Saudi Arabia.
Currently, existing roles and principles of corporate governance used across
the globe have their root in three major documents, which were released starting in
1992.309 These documents include The Cadbury Report (UK, 1992),310 the
Principles of Corporate Governance (OECD, 1998 and 2004),311 and the SarbanesOxley Act of 2002 (US, 2002).312 As mentioned earlier, International
standards/principles of corporate governance were first introduced by the OECD in
1999 and revised in 2004. They were further developed in 2015 by G20 and the
OECD.313
The first principle of corporate governance focuses on the role of corporate
governance to foster a transparent and fair market in a given country. Therefore, in
order to achieve this level of transparency and fair market, legislator needs to
establish a complete, clear and effective corporate governance laws and regulations.
In addition, corporate governance laws and regulations should be aligned with all
other laws and regulations with no gaps or conflicts in rights and responsibilities,
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or there is a conflict between government bodies in the responsibilities to oversee
and enforce corporate governance laws and regulations.314
The second principle focuses on rights and equitable treatment of
shareholders. This principle follows the theory that shareholders are the real owners
of the corporation.315 As a result, the principle entreats companies formed by any
means by which shareholders are present to openly define the rights of shareholders
and after that, ensure that each shareholder is able to exercise their rights equally.
As part of this first principle, shareholders are given maximum respect for their
contribution to the corporation, regardless of the size of their investment.316
The third principle deals with interests of other stakeholders, which is a very
direct response to the stakeholder theory. Through this principle, the role of
corporate governance is seen in identifying and embracing all stakeholders within
and outside the corporation.317 After these stakeholders are identified, the company
is expected to see itself as owning legal, contractual, social, and market driven
obligations to them, which must be fulfilled to the letter. In a typical company such
as a family company, the number of stakeholders whose interests are promoted is
dependent on the size of the company. Commonly though, employees, managers,
owners, suppliers, customers, shareholders, creditors, government, and society are
all considered as stakeholders of the company.318
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The fourth principle focuses on the roles and responsibilities of the board,
where the board should have sufficient skills, competencies, and capabilities needed
to review managerial decisions, monitor them and challenge management
performance.319 The board is thus seen as having the role of an oversight body on
the management and therefore fostering the fulfillment of the agency theory. But to
ensure that the board performs its roles in the most expected manner, their selection
and appointment must be influenced by a proven track record and ability to perform.
In addition, as another part of the third principle, companies are expected to form a
board that can be considered adequate and appropriate for the size of the company,
which varies depending on corporate characteristics.320 This notion also emphasizes
the need for the size of the board to be dependent on the form of the family company
that may be operated.
Last but not least, the issue of disclosure and transparency comes up as one
of the most crucial principles of corporate governance. Through an effect disclosure
and transparency system, the company gains trust from all stakeholders and can be
guaranteed of not nurturing any forms of information asymmetry to the advantage
of a few insiders.321 The principle of disclosure and transparency therefore spells
out the role of clarifying and making public the roles and responsibilities of all
executives, including the benefits and remuneration that these executives get. In
terms of financial reporting, companies are also expected to exhibit high levels of
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credibility in their accounting practices so that instances of income smoothing,
earnings management and any unacceptable accounting practices will not go on.322
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4.5 Corporate Governance In Saudi Arabia And Challenges For Family
Companies
As found in the previous sections of the chapter, corporate governance has
emerged to be a global phenomenon with the management and administration of
global firms. Since Saudi Arabia is considered part of the league of global firms
controlling the business environment of today, it cannot be expected that corporate
governance will be discussed with Saudi companies in isolation. Based on this, the
researcher attempted to give a broad and generalized overview of corporate
governance to defuse the ideology that the concept cannot apply well in the context
of Saudi Arabia because of the dominance of family companies in the country. In
the following sub-sections, the researcher will be more specific by reviewing and
analyzing corporate governance in the context of Saudi Arabia. This will be done
by looking at specific practices associated with corporate governance in Saudi
Arabia over the years, the challenges with the implementation of corporate
governance in family companies, and the importance of governing family
companies in the future by the adoption of majority outside directors along with
adopting of the principle of comply or explain model.
Writing in the context of Saudi Arabia, as indicated in Corporate
Governance Country Assessment, Kingdom of Saudi Arabia that, the Kingdom of
Saudi Arabia has a set of laws and regulations that control the corporate governance
of companies.323 These laws and regulations are captured under the Capital Markets
Law, which established the Capital Markets Authority (CMA) to regulate and
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supervise the capital markets of the Kingdom.324 Even though the capital market is
known to be a financial market responsible for the buying and selling of long-term
debts and securities, the activities of the CMA have been generally incorporated
into the overall regulation of corporations in Saudi Arabia. This is so because the
CMA is known to promulgate ten key regulations one of which are the Corporate
Governance Regulations.325 It was for this reason it has been argued that the
activities of the CMA, including its corporate governance regulations, have become
a major component of the general legal considerations that ought to be made in
doing business in Saudi Arabia.326 Because the activities of the CMA are backed by
law, it is correct to indicate that Saudi Arabia is a country that takes corporate
governance very seriously in the administration of all businesses especially family
businesses.
Even though the corporate governance regulations by the CMA under the
Capital Markets Law are used by the larger business community in Saudi Arabia,
its application among family companies has been noted to come with some major
challenges. One of the challenges is the issue of the absence of jurisprudence and
precedent. In the context of Saudi Arabia, understanding laws and regulations and
their interpretations is not an easy task even for lawyers because judges are not
bound to previous precedents, and cases are not published. Therefore, it is necessary
for lawyers and family company owners to have a clear jurisprudence on the subject
of corporate governance to be followed. Once precedents are bound and cases are
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published, the issue of adherence, enforcement and supervision will become easier.
But in the current situation where family companies do not have an independent
jurisprudence and do not have precedence, the inspiration from the Capital Markets
Laws and regulations might help, but will not solve the issue of the absence of
jurisprudence and precedent. In short, the absence of a well-defined jurisprudence
for family companies under corporate governance in Saudi Arabia leads to the
problem of apathy among family companies in practicing or even adhering to
corporate governance roles and principles. Evidence suggests that lack in the
execution of a well-defined jurisprudence for family companies under corporate
governance in Saudi Arabia results in causing uncertainties in the content.
Additionally, it also suggests further scope of the family companies to achieve
better outcomes.327
Another serious challenge for family companies in Saudi Arabia is the
absence of a corporate governance model that can be considered universally
acclaimed for family companies in the Kingdom. As can be expected, this problem
comes with its own challenges including the issue of the absence of uniformity and
systemic implementation of corporate governance principles and roles. Even though
there are corporate governance principles that have been reviewed in the previous
chapter, these principles are overly generalized and based on documentations
published by national and global bodies. However, due to this form of
generalization, when it comes to the real stage of implementation on family owned
companies, the diversities that are experienced makes it very difficult to determine
327
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or measure how well an individual family company abides by the corporate
governance principles, especially due to the fact that family owned companies have
not studied the Saudi family business literature enough. In other words, the study
of family owned companies in Saudi Arabia is new; therefore, there is no clear and
well-evaluated model that works with Saudi family owned companies.
4.6 Importance and advantages of governing family companies
Regardless of the challenges discussed above, some family companies in
Saudi Arabia have learned about the overall importance of governance and so have
devised their own mechanisms in implementing corporate governance, but not the
majority of them due to the lack of research on Saudi family owned companies.
However, for family owned companies, there are several advantages that they
enjoy. From a legal perspective, the governance of family companies comes with
the advantage of minimizing the extent of legal and financial risk that a company
may face by hiring outside experts. This is because most of the principles and rules
of corporate governance are founded in the legal running of companies thereby
ensuring that adherence to governance minimizes the chances of breaking laws and
regulations.328 This is true since family owned companies’ owners are doing well
in the business but they might have a lack of knowledge about all related laws and
regulations. A typical example of this can be giving with shareholders rights and
fair treatments, which might cost the company (500,000 SR) for a violation of
Article 213/6. In other words, owners of the company might take actions in the way
they think it is for the benefit of the company without following the law by obtaining
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all shareholders permission to do so, doing this will be considered a violation of
Article 213/6 and cost the company more money by paying the fine and might
damage the reputation of the company in the market. Another example, is the
principle of disclosure and transparency, knowing how the issue of accounting fraud
and financial reporting misconducts has landed some companies in legal tussles.
From an economic perspective, it has been observed that sticking to good
corporate governance principles is very necessary in guaranteeing the growth,
integrity, development and expansion of family businesses.329 This point can be
supported with a number of the principles including the rights and equitable
treatment of shareholders and the right of other stakeholders. Most investors, feel
comfortable investing their monies funds where they can be guaranteed respectable
and equitable treatment, and the business is conducted in a manner that shareholders
feel comfortable that their assets are safe.330 Certainly, with such levels of
confidence gained by investors or shareholders, it can be expected that shareholder
activities will be improved, leading to expanded capital for the running of the
companies. Even though it will be admitted that most family companies are formed
with ownership types that limit partner engagements, it can also not be denied that
using limited liability company forms requires a high level of shareholder
participation.
What is more, there are productivity-based advantages that result from
employee endorsements in family companies practicing governance. As part of the

329

Zeyad Faisal Al-Azzam et al., How The Corporate Governance Affects Organizational Strategy:
Lessons From Jordan Environment. Journal of Business and Management. 17(4), 64 (2015).
330
Martijn Cremers et al., Governance Mechanisms and Bond Prices. 20(5) Review of Financial
Studies, 20(5), 64 (2007).

85

principles, companies practicing good corporate governance are expected to ensure
that there are sufficient and relevant skills among the board of directors,331 which
in the end leads to hiring skilled employees. These companies are also expected to
ensure integrity and ethical behavior in the day-to-day functioning of the firm.332
Meanwhile, corporate governance principles, when they are followed to the letter,
can guarantee that employees and executives feel safe committing themselves to
the service of the company, knowing that their rights will be protected.333 In
addition, corporate governance through a strong code of ethics protects the
company, helps all employees know what is expected from them, and how they act
and make decisions to be aligned with the company value.334
Moreover, to solve the communication gap, which is one of the issues
contributing to the failure of Saudi owned company, especially in their second
generation, need to have sufficient communication channels to keep all family
members informed about the business.335 With regard to conflicts of interests,
family owned businesses are unique because unlike other types of businesses that
suffer from business conflicts they also suffer from family conflicts, which is often
the result of the lack of participation in the business and in making the decisions
affecting the business. Therefore, corporate governance structures can help to
provide a clear conflict of interests policy, an equal and fair participation in the
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business policy by having independent people to help in avoiding conflict of
interests issues and solving the issue independently away from owner-manager and
other family members. Finally, in regard to lack of succession planning, nepotism
is considered a very serious problem for family owned companies, because hiring
employee will not be in the interest of the company, but it is for owners, which
might destroy the business by having unprofessional employees joining the
business.336
Therefore, as stated by Poze in his book, the process of deciding hiring a
potential successor was the right one for the proposed job in the company, and for
the company’s strategize and its future. Sometimes, the process includes an
assessment by an outside professional.337 Thus, corporate governance structure will
help to safeguard the company by employing independent directors in the company
to be responsible for establishing a clear policy for hiring family members and nonfamily members and assessing the proposed member before they make an
independent recommendation to the family assembly to make the decision based on
their recommendation.
4.7 Comply-Or-Explain Model
In the UK, corporate governance codes were never intended to be a fixed
set of rules and regulations applicable to all companies despite their size, structure,
ownership and so on.338 Instead, framers of corporate governance codes have put
together regulations that contain principles and guidelines that companies either

336

Khai Sheang Lee et al., Family Business Succession: Appropriation Risk and Choice of
Successor. Academy of Management Review 28(4), 657 (2003).
337
Poza, supra note 115, at 88.
338
Haskovec, supra note 49, at, 8.

87

comply with or they are responsible for explaining why they have not complied
with them. This is known as “soft standards” or the “comply or explain” model of
corporate governance as opposed to “hard rules policed by law and regulation.”339
This chapter analyses the comply-or-explain model of corporate governance and
considers its potential role in the preservation of the family owned companies for
future generations in Saudi Arabia.
4.7.1 Definition, Concepts and Theory of Comply or Explain
The comply-or-explain approach was first introduced in the UK by the
Cadbury Committee as a basis for forming and implementing corporate
governance.340 The concept of the comply-or-explain approach demands
compliance with rules and regulations, or obliges those companies that do not
comply to provide a reasonable justification for non-compliance.341 Where no
reasonable explanation is provided, the stakeholders have a broad range of actions
they can take to either force compliance or recover damages for non-compliance.342
The comply-or-explain model of corporate governance is used in the UK,
which is far more flexible than the strict compliance associated with the Sarbanes
Oxley Act 2002 that binds all US publicly traded companies.343 The European
Voice of Directors described the model that is now mandatory for all listed
companies in the EU. According to the European Voice of Directors, the comply or
explain model is a corporate governance code “that offer the companies a frame of
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reference based on best practices, which companies are supposed to comply with,
or in the case of non-compliance those companies are legally obliged to explain
why they deviate from the code’s recommendations.”344
Thus, the comply-or-explain rule places compliance first and foremost. The
company should always aim to comply and the explanation should be treated as a
last resort. As explained by the European Voice of Directors, the flexibility
associated with the comply-or-explain model of corporate governance is not meant
to provide an excuse for non-compliance. Rather, the company’s financial situation,
objectives, services/products, size, and ownership structure are the plausible
determinants of non-compliance.345
In a study of the comply-or-explain model of corporate governance
throughout Europe, the European Voice of Directors reported that the model has
proven to be a method by which management thinks about and evaluates their
decisions.346 However, in order for the comply or explain model of corporate
governance to yield good business and ethical judgment outcomes, the monitoring
organization should be free of potential conflicts of interests and have qualified
sources.347 In addition, shareholders have to be involved and willing to “scrutinize”
explanations given for non-compliance as the final monitor.348 Thus, the vigilant
and attentive shareholder will put pressure on directors and top management to
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make decisions that are either in compliance with corporate governance or can be
explained satisfactorily and are in the interest of the company.
The comply-or-explain model of corporate governance is, therefore, a
means by which the company is transparent and accountable to not only its
shareholders but also to its stakeholders.349 When the company files its annual
statement or report, it is required to be in compliance with corporate governance
rules or provide an explanation as to its failure to comply.350 This obviously puts
the firm under public scrutiny. As a result, there is a significant measure of
accountability and transparency, which will increase the likelihood that the firm
will voluntarily manage its day-to-day business in the best interest of the firm. This
accountability and transparency include all stakeholders, from investors and
customers, to the community and shareholders.351 However, these accountability
and transparency outcomes can only be accomplished when shareholders are
actively involved in the company or are actively monitoring the company. The
shareholders’ behavior must be such that the risk of redemptive action is a reality
for those in charge of decisions and business activities.
Within the regulatory parlance, the comply-or-explain model has been
applied since 1998 as one of the major ways of implementing corporate governance
standards. This approach entails tailoring governance norms to meet the
requirements of a particular business with the objective of achieving more positive
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outcomes. As compared to the “one size fits all” approach, a comply-or-explain
method is used where ownership and company structures are complex.
Additionally, this approach is important where governance mechanisms are yet to
be fully integrated in organizations; thus, it is more relevant in emerging economies.
Even though emerging economies have characteristics that make them attractive for
the comply-or-explain approach, its implementation also faces obstacles. For
example, as the result of lower transparency and lack of financial expertise, the
complementary processes that enhance the adoption of the comply-or-explain
approach can be made less operative.
The structure of the comply-or-explain model is illustrated as:

A

Saudi Companies Law
and The Draft

B

Adopting the law and the Draft

C
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Modification and Explanation

D

Punishment for
inappropriate
structures

Source: Author’s creation based on.352
Where A stands for laws and regualtions, B stands for comply with, C;
modification is made and an explanation is adequate, and D the explanation is not
adequate. As noted in the schematic illustration above, the adequacy of the
explanations given by the companies for not following the prescribed codes is
essential in determining the superiority of the comply-or-explain approach. A
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indicates that the uniform codes can be complied with if they are good for the
company, while arrow B shows that companies comply with the laws and the draft.
C is the company decides not to comply or make a modification to adopt structures
that are in line with their needs and not just follow the uniform standards, and D the
explanation is not adequate or inapproporiate and the result is penalty.
The assumption in this approach is that managers will deviate from the
prescribed standards and apply governance structures that will meet the interest of
shareholders. Nevertheless, the agency problem is a matter that we must accept that
it affects the operations of many family businesses, particularly in the
implementation of corporate governance and some managers may hesitate to apply
the specific codes and adopt structures that meet their own goals. As a result,
shareholders must be given clear explanations by the managers as to why such
choices have been preferred.
As indicated by C in the comply-or-explain model, managers may opt to
give explanations to justify their deviation from the set regulations. However, most
companies have put in place mechanisms to evaluate the level of sufficiency of
these explanations. The comply-or-explain approach thus relies on the views of
shareholders, financial markets and the regulator to determine the adequacy of the
manager’s explanations.
4.7.2 Shareholders’ Role in The Comply-or-Explain Model
Based on the private nature of the family-owned business and the need to
keep shareholders involved in the company, shareholders should be involved in the
operation of the company. Therefore, one of the advantages of the comply-or-
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explain approach to companies is that the explanations are made public and all
parties can deliberate on their suitability. The codes and principles as specified by
regulators are focused on meeting the needs of the company and they are an
outcome of extensive research and consultation. Thus, the question is how to
determine whether the shareholders have adequate knowledge like managers to
determine the sufficiency of the explanations. The difference between principles
and codes is in this case important. However, due to lack of expansive knowledge
on management and strategic planning, shareholders may still face a major problem
in distinguishing between good and bad conformities.353 However, the solution to
this problem entails, as proposed, enforcing a majority of independent directors in
the governance committee. Such independent directors in the governance
committee will have the ability to identify insufficient explanations and possibly
force the management to abandon the bad structures for the sake of the
shareholders’ interest.
4.7.3 The financial market’s Role in The Comply-or-Explain Model
The financial market may also be used to assess the adequacy of
explanations for deviations. Since the shareholders would be the major victims in
case the share prices fall, a lack of expertise may also be a major problem due to a
lack of proper understanding of the financial market. Managers may be forced to
provide true information and explanations of their deviations due to the threat of a
fall in share prices or not be able to pay the debt back to creditors. Thus, in the case
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of a family business, experienced and independent outsiders will be useful in
judging the effectiveness of strategies that the board has put in place.
4.7.4 The regulator’s Role in The Comply-or-Explain Model
The most reliable judge under the comply-or-explain approach is the
regulator. Besides the power to administer its resolutions, the regulator has the
required expertise, which makes it easier to establish benchmarks that managers
should comply with while making their choices. The regulator’s main task is to
determine the sufficiency for the structures that are actually seen as deviations by
the managers. Despite the regulators’ expertise in applying the comply-or-explain
model, the major problem is a lack of trained personnel. With the number of
companies deviating from the set principles and codes increasing, the demand for
trained staff to evaluate the managers’ explanations has continued to increase. In
developing countries where governance standards are still emerging, there are no
established benchmarks that the regulators can use to evaluate the proposed
structures, which is a major challenge for the regulators.
More related problems are experienced in family owned businesses since
the regulator has no direct influence on the way they are managed. Even though
some deviation in family companies can be genuine, that implies they cater to the
interest of majority shareholders, some deviations can be undertaken with a hidden
agenda. Managers can make strategic deviations that are in line with their own
interests and inside shareholders. To deal with this problem, regulators should also
be required to have extensive oversight of family businesses and apart from strict
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enforcement of structures, managers who provide wrongful explanations should
face high penalties.
The comply-or-explain approach is doing well for countries that have
adopted it. To improve the quality of explanations of non-compliance, corporate
governance in different countries has established principles that guide companies
while using the approach. For example, in Belgium, the Belgian Commission of
Corporate Governance requires board of directors to endorse their content after
approving the reasons given by the managers. Managers are also required to specify
the reasons for deviation in the corporate governance reports as a way of ensuring
transparency in the company. Likewise, Swedish codes have managers under
obligations to describe the cause of non-compliance and the alternative solutions in
each case.
4.7.5 The Comply or Explain Model of Corporate Governance for the Family
Owned Business in Saudi Arabia
The new and expanded governance committee should be applicable to the
family owned business and should be based on the comply-or-explain approach. As
it now stands, auditors and other family members seek an explanation for noncompliance and discrepancy issues in relations to financial activities within the
firm. The role of the governance committee requires monitoring of corporate
governance. In this regard, a standard can be applied to all family owned company’s
decisions and actions that are consistent with the comply-or-explain model of
governance. In this regard, the explanation must be such that it points toward a more
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practical and better model of governance than compliance.354 This flexibility allows
a company to deviate from its governance code if, and only if, compliance could be
detrimental to the company’s interest if deviation would be more beneficial. In the
family owned business, this kind of flexibility can prevent decisions that are based
on non-business aspirations.
The comply-or-explain approach of corporate governance is ideally suited
to the family-owned business. This is because the flexibility of the approach
recognizes that it is unreasonable to expect that there is a "one-size-fits-all"
model.355 There are obvious concerns that companies will simply refuse to comply
with corporate governance rules and opt to explain it away.356 However, while it is
possible that companies may seek to bypass corporate governance rules and
regulations and simply explain their deviation from the rules, the mere fact that they
are open to a risk of negative reaction from stakeholders and shareholders should
be sufficient to ensure that the decisions are made in compliance with corporate
governance principles or that the deviation was necessary and justified. It is the
scrutiny and the corresponding level of transparency and accountability connected
to the comply-or-explain model that should protect the integrity of directors and
boards’ decisions.
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A company will often need flexibility as it will not always be possible to go
by the rules.357 Some actions will necessarily require deviations from the rules.358
For example, a company may be bound by corporate governance rules to promote
and/or otherwise develop its staff through training. At some point in the course of
a fiscal year, the company may do so due to financial constraints. The decision to
postpone training costs until the company recovers financially is reasonable as
training could place the company into greater debt. This kind of flexibility is
important for family owned businesses going through a transition. It might be
necessary to forego some of the strict corporate governance rules and regulations in
order to transition from one generation to the next. At such a time, the family will
likely be investing in training and developing incoming family members and this
might require adjusting budgets in other areas of the firm. The adjusting of budgets
might impact day-to-day operations. The ability to monitor some protocols may be
reduced or the ability to comply with a charitable policy may be undermined.
In any case, given the private nature of family-owned businesses in Saudi
Arabia, the comply-or-explain model is the best option for corporate governance.
The family owned company is less likely to deviate since it will require public
explanations for deviance in annual statements or reports. Moreover, the model will
leave the family-owned company with the feeling that they are in control of their
company as opposed to the public or the government. Thus, based on the private
nature of the family-owned business and the need to keep shareholders involved in
the company. Therefore, the comply-or-explain approach will keep shareholder
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family members who are not involved in the day-to-day operations more involved
as they seek to determine whether or not non-compliance is justified. Under a strict
statutory obligation, the firm is monitored by government agencies. This would
normally only be relevant to publicly listed firms. Since it has already been
established that family owned companies in Saudi Arabia are generally averse to
becoming public, self-management through the model will be more acceptable and
therefore, more likely to be followed.
Saudi Arabia’s Capital Market Authority issued an amendment to its
Corporate Governance Regulations 2006, 2011 and 2018.359 Although these
regulations only apply to listed joint stock companies, it is worth taking them into
account when discussing the comply-or-explain approach of corporate governance
for family owned companies in Saudi Arabia. The 2011 amended Corporate
Governance Regulations have fixed some rules that are not capable of deviation.
These rules are mandatory and no explanation will allow for non-compliance.360
The fixed rules pertain to annual reporting of the company. Thus, under no
circumstances can the annual report deviate from the obligation to report its
compliance with corporate governance.361 Second, the annual report must reveal the
board of directors’ composition and “the balance between executive and nonexecutive (including independent) directors” and “the other joint-stock companies
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directors holding a seat in its board of directors.”362 Third, the annual report must
briefly describe its committees. Fourth, the annual report must provide detailed
explanations for its remuneration and compensation given to the board’s chairman,
members or the board, and the salaries of its top five executives. Finally, the annual
report must reveal “any punishment, penalty or restrictions imposed on the
company by any regulatory, executive or judicial authority, and the annual review
of the effectiveness of its internal audit.”363
The mandatory reporting provisions of the Capital Market Authority’s
Corporate Governance Regulations as amended in 2011 increase the transparency
and accountability of the company. If these mandatory reporting conditions are
complied with by family owned companies in Saudi Arabia, it would expose the
company to a measure of openness that will allow remote shareholders and family
members to keep abreast of the company’s affairs. It would also provide an
incentive for management to ensure that board committees, compensation and
remuneration would be far more likely to be consistent with company results. This
is made certain through the mandatory reporting of punishments and penalties. In
other words, the mandatory compliance reporting provisions allow remote
shareholders, minor shareholders and inactive family members the ability to closely
monitor the integrity of the company’s business and could provide an incentive to
participate more actively in the company. At the same time, these mandatory
provisions reduce agency costs because those in charge of the family owned
business are aware that they are under scrutiny and as such are more likely to think
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carefully about the decisions they made regarding appointments, promotions,
remuneration, and compensation. This would lead to a reduction in family tensions
over favoritism and will ensure that the way that funds are spent and appointments
are made will not be questionable. Therefore, the adoption of the mandatory
reporting provisions of the Capital Market Authority’s Corporate Governance
Regulations is a good fit for family owned companies in Saudi Arabia. It has the
potential to reduce many of the agency costs associated with family businesses and
the obstacles that abort the life of the family owned company.
4.8 Summary and Conclusion
This particular chapter dealt with explaining the role played by corporate
governance in the family-owned companies operating in Saudi Arabia. Moreover,
in this chapter, the emergence of corporate governance in Saudi Arabia has also
been discussed by considering stakeholder theory as well as relevant laws and
regulations of corporate governance. Various principles of corporate governance
are identified to impose a significant impact on the overall performance of the
family-owned companies located in Saudi Arabia. These principles typically
comprise encouraging the formation along with transparent market in the business
markets of Saudi Arabia, treating the shareholders in an equitable way. In addition,
making sure that the interests of other stakeholders are met to the maximum possible
extent. In addition, this chapter discussed the Comply-Or-Explain Model. It has
been demonstrated that one of the advantages of the comply-or-explain approach to
companies is that the explanations are made public and all parties shareholders or
other stakeholders can deliberate on their suitability. This method will help in
reducing the tension among family members and solve the communication gap
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issues. Moreover, the outcomes that are retrieved from this particular chapter of the
research can be summarized as that the family companies in Saudi Arabia should
possess an explicit jurisprudence on corporate governance. This is primarily to
address legal and financial risks. In conclusion, it can be asserted that the
communication gap largely contributes to the failure of Saudi owned family
companies. Thus, addressing and mitigating these aspects helps in generating
favorable outcomes. Under this circumstance, adoption of a clear conflict of interest
guiding principle and ensuring fair participation as per the structure of corporate
governance might support the family-owned companies operating in Saudi Arabia
to enhance operational productivity and their longevity. Proper adoption and
effective application of the corporate governance structure may also support familyowned companies in Saudi Arabia to overcome its challenges by appointing
independent members on the governance committee. However, if the company
management decides not to adopt the corporate governance framework proposed
by the regulator, then the management should provide acceptable reasons for not
following the proposed corporate governance roles and principles.
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Chapter 5:
Family Companies Under Saudi Companies Law
5.1 Introduction
It is generally accepted that Saudi law is based on Sharia Law.364 This legal
framework has influenced the nature of businesses run in the country. Because
Islam gives credence to the family system, the practice of operating family
companies or family businesses has become a common part of the Saudi trade and
commerce environment. As a result, it is common to see a family company being
started by a member of the family and having members within the family such as
the mother, father, brothers, sisters, uncles, and other distant relatives taking charge
of the day-to-day operations of the company. Because the entire Saudi law is based
on Islamic Law and family company ideology is rooted in Islam, family businesses
are not run independently from Saudi companies law since it is a section of the
larger Saudi law framework.365 In this chapter, the different types of family owned
companies in Saudi Arabia and how these different types operate and are managed
under Saudi companies law are reviewed.366
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5.2 Family Companies in Joint-Liability Companies: The “sharikat al-tadamun”
Form
Saudi companies law generally embraces joint-liability company forms and
as a component of the law, family companies may also be run in a joint-liability
company form, which is called “sharikat al-tadamun.” A joint-liability company
is defined as a company established between two or more partners, whom are liable
in their all money for the company’s debt and liability,367 and not just the registered
capital of the company. Under Article 17, partners in a Joint-Liability Company
must be natural persons because this type of company builds on the trust among
partners, which is impossible to be found in a juridical person since the management
changes over time and affects the trust in the entity.
By inference, in cases where one party dies, disappears or is declared
bankrupt, the other party takes full liability of the obligations the company is bound
to.368 But as long as all parties are around and fully functional, it is expected that
they will evenly share the risks associated with the running of the company, as well
as the returns from it.369 However, under Article 21, partners are jointly responsible
for the debt of the company, and even sometimes personally liable. What that means
is creditors can come to any partner and ask for full payment, after informing the
company management and allowing for a reasonable time; after that, the creditor
has the option to bind any of the partners.
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A joint-liability company form has been noted to be common in Saudi
Arabia, and one of the most preferred forms of family company ownership besides
the limited liability company. The popularity of the Joint-liability company comes
from the fact that trust in the partners and their financial ability, cultural
responsibility to family, and the partners’ reputation ensure creditors that the
company will pay back the loan or the debt which helps the company to have capital
– in the form of a loan – that exceeds the company’s capital.
Forming a joint-liability company under Article 23/4 of the Saudi
companies law requires among other things that there will be a written brief of
article of association that must state the names of managers who have the right to
bind the business. In terms of a family company in a joint-liability company form,
these managers often happen to be the parties who have joint liability in the
company, and in most cases the richest partner for two reasons: one is to protect his
own money from the failure of the company to pay the debt, and consequently, to
be fully liable for the company’s debt; the second reason is the belief that the richest
partner is more qualified in managing the business. Under Article 25 of the Saudi
companies law, however, it has not always been the case that those partners with
joint liability are managers. This is because the latter Article states that partners
may not be managers and in such cases, those who are not managers cannot be
involved in the management of the business.370
Relating the joint-liability company form to agency theory, this form of
company is exposed to conflict of interest problems. This is because the owner-
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manager might use his position to take advantage of others who are not managers.
However, Article 24 attempts to solve this issue by partially stating that:
“A director may not sign an agreement for his own account with the
partnership, except with a special permission from the partners to be granted for
each case separately. In addition, the director may not perform any business of the
same type as that carried on by the partnership, except with the consent of all the
partners.”371
There are many examples for unsolved conflict of interest problem in Saudi
Family owned companies. Relating to succession planning, the owner-managers
usually favor their son in working on the company without looking for the benefit
of the company or treating other family members equally.
The Saudi companies law does not go into detail about how the company
should be managed. However, Article 32 of the companies law establishes that
managers are jointly liable to the company and company shareholders for any
damages accrued through inappropriate behavior or carelessness.372 Specifically, a
manager is only permitted to act according to the power conferred upon him.373 It
can therefore be inferred that a director who acts dishonestly, does not act in the
best interest of the company or has a conflict of interest, abuses this power, and/or
does not act carefully or competently, violates Article 32 of the companies law and
is therefore liable to the company and its shareholders.
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The difficulty with Article 32 of the companies law is that it has an uneasy
coexistence with the family owned company in Saudi Arabia. In these companies,
a family member can have absolute power and in such circumstances there will be
no accountability. Therefore, the way an organization responds to issues that come
about, the attitude of the reply, the persons assigned to the issue, and the way the
issues are addressed and resolved, all impact the reputation of the company, and
potentially the family itself. In other words, the culture of Saudi Arabia encourages
families not to bring their conflicts and disputes out of their homes, especially for
women and young members of the family. This cultural norm can create conflict of
interests easily in Saudi family owned companies.
Therefore, in order to avoid a conflict of interest or risky behavior, it is
necessary for family owned businesses to implement a corporate governance system
that specifically sets out the directors’ duties. This is true for all company forms in
Saudi Arabia since there is no binding precedent system and very few judgments
are published.374 Thus, given the vague language of Article 32 of the companies
law, there is no clear guidance as to what a manager’s/director’s duties are and this
may cause inappropriate director behavior to be accepted by shareholders.
Therefore, a corporate governance model is necessary for filling the gaps left open
by the legislation.
Some guidance can be found in Sharia law, which is applicable to all
individuals and companies in Saudi Arabia.375 There are a number of principles set

374

Clifford Chance, LLC Directors in Saudi Arabia – Do They Have Fiduciary Duties? Briefing
Note, 2 (2014).
375
Id. at 4.

107

out in the Quran that impose agency and fiduciary duties on any individual in a
position of power. The Quran specifically states that those in a position of power
are in a position of trust and must not willfully violate that trust.376 This applies to
management or owners who control family businesses as everyone is bound by
Sharia laws and principles.
Sharia also prohibits the misappropriation of one’s own property and the
property of others.377 This means that an owner who controls a family owned
company violates Sharia law if he or she deals inappropriately with the assets of the
company. Under Sharia law, managers are required to avoid a conflict of interest
and insider dealing. Specifically, any individual who is engaged in the business of
buying and selling is not permitted to conduct those businesses with himself.378
Since most companies buy and sell some service and/or product, these principles of
Sharia law apply to all companies, including family owned businesses.
The Sharia law also covers transparency and accountability. With regards to
transparency, Sharia law provides that in lending money, the transaction must be
recorded.379 However, there appears to be no requirement for record keeping for
companies that are not in the business of lending. Transparency is an important
communication tool for any company and is especially important within the family
owned company where communication gaps create tensions and exacerbate family
conflicts. Therefore, a corporate governance model that includes transparency
requirements for documenting business activities will close the communication
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gaps that create unnecessary tensions and conflicts among families working in a
family owned company in Saudi Arabia.
Accountability is covered by the writings of the Prophet Mohammed, a
source of Sharia law. According to the Prophet Mohammed, everyone is a “guardian
and each guardian is accountable for everything under his care.”380 This provision
is more effective if it is placed within a corporate governance model that defines
and lists the responsibilities of everyone involved in the family owned business and
its operations more specifically.
It can be concluded that there is a lack of precision and clarity in the
companies law regarding the management of companies. While Sharia law provides
greater clarity there is still a gap in the law that specifically establishes the duties
and liabilities of top management. Publically listed companies including registered
family owned companies are required to implement the corporate governance
model proffered by the CMA. Family owned companies that are not publically
listed, do not have a duty to implement the CMAs corporate governance guide and
may adopt the corporate governance guide provided by the Ministry of Commerce
and Investment.381 Since ownership, and therefore power, is concentrated within
family owned companies in Saudi Arabia, the implementation of corporate
governance best practices is necessary.
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5.3 Family Companies in Limited Partnerships “Sharikat al-tawsiya al basita”
Limited partnership can be defined as a form of ownership system in a firm
where there is at least one limited partner in addition to one general partner.382
Within the Saudi family company system, Article 37 can explain the popularity of
limited partnerships in Saudi family businesses because the founder of the company
can incorporate with family members including sons, daughters, and nephews, and
nieces who are under (18) years old, and also to protect them from full liability.
Moreover, this type of entity is preferable as Dr. Mohammed Al-Jaber argued that
limited partnership helps investors to obtain enough money from others to start the
business without involving them in managing the business, or for the investor to
invest his/her money in a company with limited liability.383 This is because as
provided in the Saudi companies law, Article 40, limited partners cannot be
involved in the management of the company because otherwise he/she will be fully
liable for the debt or liability resulting from his/her actions. Moreover, Article 40
goes beyond that in imposing full liability on a limited partner in the event that
his/her acts shows other people who deal with the company that he/she is a general
partner for all of the company’s debt and liability. On the other hand, the general
partner, who in most cases is the founder, is the one who can manage the business,
serving as the agent of the company and thus binding the limited partner in contracts
with third parties within or outside the scope of the business unless the third party
is acting mala fide.384
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On the other hand, one reason for choosing a limited partnership as a form
of incorporation for Saudi family businesses is that the limited partnership may have
either joint or several liabilities for the debts of the partnership.385 By implication,
the limited partner largely serves as an operational cushion to help ensure that the
family company survives financially. To ensure that this role is not performed
without any direct gains or benefits, agency theory also applies in this instance to
protect limited partners from undue advantage being taken by general partners. This
is because just as was mentioned above, the general partner acts as the agent, which
means that under agency theory, the general partner who manages the business
owes it a duty to act on behalf of the principles, including the limited partner. From
a broader legal perspective and according to Article 40, the limited partner could be
counted as a principal given that he/she is not involved in the management, and the
truth is the general partner is the agent.
However, the fact is that limited partnership is not preferable in cases of
inherence among siblings. This is because it creates a conflict when the one put in
charge as the general partner or manager has certain advantageous, which is being
the only siblings above 18 years old. However, sometimes a limited partnership is
the partners’ only choice by law when one of the partners dies and his/her
inheritance prefers to continue in the company because all or some of his or her
inheritors are under 18 years old, then the company must be converted into a limited
partnership, or in the case that inheritors are not permitted to do business.386
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5.4 Family Companies in the Limited Liability Company Form “al-sharika dhat
mas’ulivya al mahdudah”
A family company in a limited liability company form has been noted to be
one of the most preferred forms of incorporation in Saudi Arabia.387 A family
company in a limited liability company form takes the style of a typical limited
liability company where the company has one or more shareholders and less than
fifty shareholders.388 These shareholders have limited liability and have financial
liability that is limited to a fixed sum; in most cases it is the equivalent of the value
of their personal investment in the company.389 A family company in a limited
liability company form has been noted to be very common in Saudi Arabia because
they present situations where founders of companies, being family members open
up ownership through limited liability to other family members. Because the other
family members possess limited liability through their investment as shareholders,
their contribution helps consolidating the formation of the company financially. It
was for this reason that scholars have argued that a family company in a limited
liability company form is an appropriate means of generating capital for the running
of a family company.390
There are other factors that make the use of a family company in a limited
liability company form very preferable in Saudi Arabia. For example, under Article
164/2, managers of the limited liability company who are coming on board of the
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company are legally protected from any direct suit, and the company itself is
responsible, and in the end, owners and shareholders have a limited liability
company equal to the amount they invested in the company.391 If a person sues the
limited liability company, it is the company itself and not the shareholders and
owners who are sued. Furthermore, shareholders who are often family members
gain maximum protection on their investment and are not liable for the debts of the
company.392 By inference, the shareholder may only lose the value of their
investment rather than become personally liable for any of the company’s debts.
This value of the shareholder is mostly converted in the form of zero dividends for
a particular year that the company runs a loss or fails to make profits. By indication,
in later years when the company’s performance begins to improve, shareholders
will begin making gains for their investment again. On the part of the founders,
using limited liability also ensures that their positions as majority shareholders or a
family company are protected to a very large extent by using the options to
purchase.393 What that means is that in the event that one of the partners wants to
sell his/her shares to an outsider, then other partners have the right to buy it at its
real value.
In management, under Article 164 of Saudi companies law, a limited
liability company is managed by one or two managers among the partners or
outsiders, and partners are allowed to establish a board of management which is the
article of association or partners’ decision that specifies how the board of
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management works and the majority necessary to make decisions.394 The Limited
Liability Company must have a general assembly composed of all partners.395 The
general assembly is the source of the decisions of the company and the highest
authority in the company. Each partner, regardless of the percentage of his
ownership in the company, has the right to attend the General Assembly meeting
and deliberations and vote on its decisions; in addition, each partner shall have a
number of votes equal to the shares he/she holds, and this right cannot be changed
or agreed otherwise because it is considered a public policy.396 Each partner has the
right to appoint another partner to attend the general assembly meetings and to vote
on his behalf, unless the company's article of Association provides otherwise;
however, for personal and privacy consideration for this type of company the right
of the partner to appoint others is limited among partners only.397
The General Assembly shall convene, at the invitation of the General
Assembly meeting by the manager of the company, periodically in accordance with
the conditions prescribed by the company's crticles of Association, and to be held
at least once a year during the four months following the end of the company's fiscal
year.398 Also, the General Assembly of the partners may be convened in an
exceptional and mandatory manner at the request of the company manager, the
supervisory board, the auditor or a number of partners representing half of the
capital of the company.399
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Decisions of the General Assembly shall be approved by a number of
partners representing at least half of the capital, unless the Company's
Memorandum of Association provides for a larger majority. In the absence of the
majority mentioned at the first meeting, the resolutions shall be passed at the second
meeting with the approval of the majority of the shares represented therein,
whatever the percentage represented in the capital, unless the company's
memorandum of association provides otherwise.400 However, the law permits
issuing decisions apart from the meetings of the General Assembly, and only in the
company where the number of partners does not exceed twenty partners. In this
case, the director shall send all partners a written letter of the proposed resolutions
to be voted upon by each partner in writing.401
Nonetheless, all partners' consensus is required whenever the decision is
related to amending the Company's Articles of Association, such as changing the
nationality of the company or increasing its capital, which is achieved by raising
the nominal value of the Partner's shares or by issuing new shares.402 But, if the
amendment of the Article of Association is other than these two matters, it shall be
approved by a majority of the partners representing at least three quarters of the
capital, unless the Company's Articles of Association provide otherwise.403 In the
case of a loss or capital increase, the General Assembly of the partners may reduce
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the capital of the company, with the approval of the majority of partners
representing at least three quarters of the capital.404
Under Saudi companies law, the Articles of Association must provide for
the establishment of a supervisory board composed of three partners when the
number of partners exceeds twenty partners, and once the increase occurs after the
establishment of the company, the General Assembly of the partners shall establish
the supervisory committee and appoint its members as soon as possible.405
However, in the latter case, the law does not set a specific period for the partners to
establish the supervisory board in this case. The law requires a fixed-term
appointment and at least three partners. The legitimacy behind requiring a
supervisory board when increasing the number above twenty shareholders is that
each partner has the right to supervise the work of the manager and supervise
management’s work. Nonetheless, for the large number of partners, the desire of
the regulator is to not disrupt the work of the manager from the control and
supervision of a large number of partners. However, it should be noted that the
presence of the supervisory board does not diminish the presence of an auditor in
accordance with the provisions of joint stock company.406
In order to ensure the independence of the supervisory committee, the
General Assembly of the partners shall appoint and remove the members of the
Committee at any time when the reason is acceptable.407 The manager(s) of the
company shall not vote in the election of the members of the supervisory committee
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in order to ensure their independence from the management and to perform the work
entrusted to them without the courtesy of the appointee.408 The supervisory
committee shall have the authority to supervise the work of the company and to
express an opinion on the matters presented to it by the director of the company, as
well as to express an opinion on the work that requires the prior authorization from
the committee.409
In order to ensure the good functioning of the supervisory committee and to
inform all partners of its work, the Law in its Article 172/4 requires that the
supervisory committee submit a financial report to the General Assembly of the
partners at the end of each financial (fiscal) year. In order to ensure that the interests
of the company and its partners are taken care of, it is the responsibility of the
supervisory committee to monitor the work of the director or its results in the event
that they are aware of such acts and violations and are negligent in informing the
General Assembly of their partners. On the other hand, in order to encourage the
partners to work in the supervisory committee, the members of the committee are
not responsible or asked about a violation of other members or the result of their
action in case he or she does not know about the violation.410
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5.5 Family Companies in Single-Partner Limited Liability Company Form
“sharika Al-Shakhs Al-Waheed dhat mas’ulivya al mahdudah”
A Single-Partner Limited Liability Company can be defined as a company
founded on the sole will of one natural or juridical person in which all the shares of
the company belong to one person, and that person is responsible for the allocation
of his/her own funds to be the capital of the company, and he/she is the manager,
director, board of directors of the company and General Assembly of company.411
A Single-Partner Limited Liability Company enjoys the same characteristics as a
limited liability company mainly as the limited liability of the partner.
However, the law prohibits a natural person from establishing or owning
more than one limited liability company.412 The legitimacy behind this restriction
is that allowing one person to establish more than one-person companies leads to a
difficulty in managing them and the independence of their business from each other
and from his own money, which might lead in the end to piercing the corporate veil
and being fully responsible in accordance with article 155/1 of the law which is the
removal of legal protection –limited liability- for him. On the other hand, a juridical
person who owns a single-partner limited liability company may establish or
participate in another single-partner limited liability company of multiple partners
or other companies in different forms.
As management of the single-partner limited liability company, the sole
owner has the powers as the managing-director, the board of directors of the
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Company and the General Assembly of the Company.413 Thus, the company is
managed by one or more managers, directors or board of directors, whether through
the owner or third parties appointed by the owner. However, the company manager
must be a natural person. The appointment may be made in the company's Article
of Association or in an independent contract for a specified period of time or
unlimited.414 The work of the company manager shall be subject to the supervision
of the General Assembly. The owner might decide to manage the company through
a board of directors, if they are many, the article of association must indicate how
it works and the majority required to make its decisions.415 If the owner is a
company, then the company through its board of director must appoint a natural
person to manage Single-Partner Limited Liability Company or sit on its board of
director.
However, the nature of a company of one person in which the manager is a
single person "founder of the company" who performs all the actions that fall under
the purpose of the company and in the interest of the company. On the other hand,
whenever the manager is not the one person who is the founder of the company, he
may do the acts and actions that fall within the purpose of the company within the
limits of competence and authority determined by the one person founder of the
company.
The General Assembly and the work of the director of the company shall be
subject to the supervision of the General Assembly of the highest authority and the
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source of the decision, especially when the director is not the founder of the
company. The General Assembly shall consist of one person – the owner – who
shall have the authority to appoint and remove the manager or the director(s), as
well as to approve matters stipulated in the company's Articles of Association to be
submitted to the Assembly and approved by them, including amendment of the
Company's Article of Association, increases and reductions of the company's
capital.416 However, the owner cannot authorize other persons of the company to
determine and approve those action. What that means is those decisions cannot be
made by the management even if the management is authorized to do so, but must
be made through the general assembly.
The founder of the company is required to follow the provisions of the
General Assembly in accordance with the nature of the company of the same person
by taking the decisions that fall within the jurisdiction of the General Assembly
individually and with the need to keep a special record of the decisions of one
partner in a special register prepared for this purpose, otherwise these decisions
would be voided.
The single-partner limited company shall terminate in accordance with the
provisions stated in the article of association. However, the company does not
terminate by the death of a single partner or a quarantine, bankruptcy, insolvency
or withdrawal, unless stated otherwise in the article of association.417 In the event
of death, the company does not terminate if the heirs wish to continue as a limited
liability company, or as a single-partner if the heir is one person, unless the
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company's article of association provides otherwise. Once the heirs of the deceased
decide to continue with the company, the company will continue with the heirs and
then become a limited liability company with multiple partners, even if the number
of heirs exceeds the maximum number of partners for a limited company (50
partners), or continues as a single-partner limited liability company in case the heir
is one person.
However, it is necessary to point out a major issue with Single-Partner
Limited Liability Company. The company builds and operates for a period of time
as a single-partner, who chooses this form of company to have all the power in the
company. Choosing this form means that the owner is everything and does not want
to include others in the management of the company and share the power. So, at the
end of the company’s life especially upon the death of the partner or if the partner
steps down from the company, in this scenario the heirs will not have any idea how
the company is operated, conflicts among heirs will likely arise over who should
have the power and be the manager. Thus, taking into the account that at this time
the company and its popularity will change the map of family companies in Saudi
Arabia. In other words, many families will choose this form for their business,
therefore, there will be more companies disappearing in the second generation due
to conflict of interest, lack of succession planning and a communication gap due to
the nature of managing this type of business as mentioned earlier. In the end, to help
this type of company to survive, single-partners should have corporate governance
framework in place to prepare for all eventualities and put on the table an effective
plan for the second generation.
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5.6 Summary and Conclusions
Based on the results found in this chapter of this research, it can be
summarized that the family-owned companies in Saudi Arabia have certainly
become a fundamental aspect in the Saudi trade as well as commerce setting.
Considering that the overall Saudi law is based on Islamic Law along with
traditions, and family owned companies are governed mainly by Saudi companies
law. This particular chapter discussed various forms of incorporation under Saudi
companies law, namely; General partnership, Limited Partnership, Limited
Liability Company and Single-Partner Limited Liability Company. This chapter
analyzed the ways through which these companies are operated and managed under
Saudi companies law. Moreover, it can be stated that Sharia law provides certain
guidelines, which are observed to be applicable to every family-owned companies
in Saudi Arabia. These guidelines fundamentally comprised maintaining trust and
ensuring that it is not violated in one way or the other. This further prohibits the
misuse of personal property of the individuals along with liability in the operations
to be carried out for maximizing profits. Apart from these guidelines, Sharia law
pays utmost attention for maintaining clarity as well as care, which is also stated in
the companies law concerning the management of family-owned companies. More
important, this chapter discuss the requirement to have a supervisory committee
composed of three partners when the number of partners exceeds twenty partners.
However, this chapter shows the lack of management’s tool in regards to succession
planning, conflict of interests and communication gap, especially with the presence
of Single-Partner Limited Liability Company. Therefore, there is a need for
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corporate governance roles and principles to improve managing those type of
incorporation and helping them to survive through generations.
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Chapter 6:
Family Owned Companies In Saudi Arabia
6.1 Introduction
Family owned companies constitute more than 95% of registered companies
in Saudi Arabia. Studies show that Saudi Arabia’s family owned companies are
profitable and contribute to the economy of Saudi Arabia; however, there is a
serious concern regarding the future of those companies. It has been stated by the
Saudi Ministry of Commerce and Investment that only 15% of family-owned
companies survive to the third generation.418 The main issues causing the failure
are communication gaps, conflicts of interests and the lack of succession planning.
Therefore, in order to preserve family owned companies in Saudi Arabia it is
necessary for those companies to implement the sound of corporate governance
systems, rules and principles. The draft corporate governance guide prepared by the
Ministry of Commerce and Investment for family owned companies addresses these
issues and provides solutions. For example, system of checks, balances, and
accountability along with ethics codes, which cover these suggestions are
considered to have an effective corporate governance model.419 It can be seen that
some of the larger and more successful family owned companies in Saudi Arabia
have implemented corporate governance models that cover these suggestions. For
instance, a Muhaidib Company which have in place a board of directors composed
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family member and independent directors.

420

On the other hand, there are many

family owned companies in Saudi Arabia that have failed to implement the draft
corporate governance guide proffered by the Ministry of Commerce and Investment
or any form of corporate governance system at all. This chapter analyzes three failed
companies and two successful companies to compare and contrast their use of
corporate governance. Then, from practical perspective recommendations of the
corporate governance principles and instruments will be drown based on the study.
6.2 Case Studies of Failed Family Owned Companies in Saudi Arabia
The collapse of the International Bank Corporation (TIBC), a Saudi family
owned and managed company, occurred in 2010,421 on its second generation. TIBC
was owned by the Algosaibi brothers, otherwise known as the Ahmad Hamad
Algosaibi & Brothers Company (AHAB).422 TIBC was operated by one of the
Algosaibi brother’s son-in-law around the time of its collapse, and the Algosaibi
brothers remained at arm’s length refusing to oversee or intervene in the business
operations.423 In the meantime, a number of false loans were discovered at TIBC.
Essentially, there were US $ 2.2 billion in loans that could not be accounted for.424
Deloitte, who had been hired as a consultant, discovered that addresses attached to
loans did not have occupants and businesses for which loans were extended did not
exist. In addition, investigators discovered 200 fake signatures on various loans.425
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In the meanwhile, the Algosaibi family was also operating their financial
services to migrant workers. This service was known as the Money Exchange.
TIBC’s problems came to light in May 2009 when both TIBC and the Money
Exchange “defaulted out of the blue.”426 TIBC’s failure and its cause is currently
the subject of a dispute in court. The Gosaibi brothers allege that the son-in-law is
the only one who is responsible for the fraudulent loans as he has always been in
control of TIBC’s finance section. The son-in-law denies this claim and maintains
that he has not been in control since 2005.427
The Money Exchange, which was exclusively operated by the same son-inlaw, also collapsed due to outstanding loans.428 The Algosaibi family member in
question was one of the founding brothers of AHAB. In his attempt to expand the
Money Exchange he borrowed money excessively using false documentation and
eventually exhausted the company’s liquidity and assets in general.429 Another of
the co-founder Algosaibi brothers showed a similar lack of business judgment and
corporate due diligence in that he signed off on some of the fake loans by TIBC
while in the Intensive Care Unit of a hospital.430
In another example, the Saudi Binladen Group, a large construction
company in Saudi Arabia, is confronting eminent collapse in its second
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generation.431 This company was formed by Mohammed Binladen, the father of
Osama Binladen and is currently operated by Osama Binladen’s brother. Saudi
Binladen Group evolved as the Saudi “government’s favorite contractor for
important or sensitive work.”432 Thus in 2015, the Saudi Binladin Group was
conducting construction at Mecca, one of the two holy cities in Saudi Arabia.
Construction was taking place at the Grand Mosque. However, a crane crashed on
the site killing 107 people and injuring more than 238 people.433
Initial investigations results claimed that high winds and lightening
destabilized the crane.434 In addition, the investigation results claimed that the crane
had not been installed pursuant to instructions and that there was a general lack of
attention to safety standards.435 In addition to confronting hundreds of lawsuits from
victims of the crane crash, the Saudi Binladin Group has also been banned from
taking on contracts with the Saudi government.436 All ongoing projects are being
reviewed by the Finance Ministry, and board members and executives have been
banned from traveling overseas.437
Two months after the crane collapses, Reuters reported that the Saudi
Binladin Group planned to terminate its 200,000 workers.438 More recently, 300
workers went on strike in March 2016 at the Saudi Binladin Group claiming they
431
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had not received their wages for three months.439 The Saudi Binladin Group is
experiencing the fall-out from the crane crash and a reduction in the Saudi
government’s spending on infrastructure due to falling oil prices and a
corresponding decrease in government revenue.440
Alhamrani can be considered as the other instance of a failed Saudi family
company, which is currently owned and managed by the second generation family.
This company was founded by Sheikh Ali Alhamrani during the year 1960.441 In a
short time, the founder was able to expand the business to the end owning more
than 10 companies including the Nissan car dealership, Alhamrani Fuchs Petroleum
Saudi Arabia Ltd, Alhamrani company for Investment in Trade, and other industrial
and business companies.442 The founder left many big and successful companies,
and the businesses continued development and expanding. Upon the death of the
founder during the year 1976, his children started to look after his companies.443
The Alhamrani company started to fail by the beginning of 2000, as severe conflicts
were observed among the siblings. Moreover, it is evident that the performance of
this company declined, as the quality of the services claimed to be lower as
compared to earlier days and the other competing businesses in Saudi Arabia.444
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Family conflict arose between stepsiblings for poor management and
therefore conflict for the management of the companies.445 The Crown Prince of
Saudi Arabia, Prince Sultan Bin Abdul-Aziz along with the Deputy Minister of
Justice stepped in to aid in reconciling the family members446. As a result, all of
the stepsiblings decided to sell their shares to one of the stepsiblings. In 2009, one
of the siblings bought all the companies from his sibling and stepsibling resulting
in acquiring the businesses by himself.447 He planned to invest more than one billion
dollars within five years.448 However, the news has spread that the company was
not able to pay the salary to a large number of its employee for more than nine
months.449
6.3 Case Study of Successful Family Owned Companies in Saudi Arabia
The Al Muhaidib Group, a Saudi family owned investment company, was
founded in 1946. Initially, the Al Muhaidib Group was involved in construction
material.450 In 1959, the company branched off into food.451 The company is
currently an investment company with investments in the Savola Group the supplier
of two-thirds of the sugar and oil in Saudi Arabia and is conducted by Saudi British
Bank and HSBC in Saudi Arabia.452 The company has also branched off into
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insurance, power, realty, private equity, steel, hardware, and aluminum.453 The Al
Muhaidib Group employs 15,000 and owns 200 companies.454 The company now
in its second generation and managed by the founder’ son, Sulaman Abdulkadir AlMuhaidib who is the chairman and sits on the board of directors. Two of his brothers
also occupy important company positions.455
In an interview with McKinsey, chairman of the Al Muhaidib Group
described how the company managed to survive and grow successfully for decades.
Essentially, the chairman learned and acquired business values from his father
during his presence with the company; the company’s founder intended to ensure
that those values are passed on to future generations before leaving the company,
and to be evolved on the business in advance.456 The first value he noted was career
development. The chairman stated that he earned his way to his position. He began
through hands-on experience and a post-secondary education. In this regard, the
chairman worked his way up to the top gradually.457
Additionally, the company always looked to recruit the best family members
and outside talent on the labor market and in order to increase retention rates, to
develop and engage that talent.458 This practice can be seen on the board of director
of the company where the majority is an outsider while one of the outsider is an
international expert. In addition, the chairman frequently interacts with family
members who are on the management team as well as those who are not, and
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employees are involved in the communication at all levels and time in order to
increase trust. In general, family members and employees are treated as assets and
not as a means to an end.459 The founder also believed in defining clearly
communicating roles. He also believed in strategizing and preparing for the
future.460 The company has recently restructured its governance, with four
independent directors out of seven to promote its businesses and develop its
governance.461
Awab Holdings was incorporated in 1977, as Awab Trading Establishment
and is a family owned company in Saudi Arabia in its second generation.462 Upon
inception, Awab was a trader and contract company. By 2010, Awab was a holding
company and owned a number of companies in areas such as healthcare,
information technology, real estate, and the automotive industry. Professionals
manage these companies and Awab Holdings acts as a member of the board of
directors on those companies. The founder is the board’s chairman and his son is
the current CEO of Awab Holdings.463
The CEO explained that he joined the company in 2009 after completing his
degree in Engineering at a university in Canada.464 The CEO’s father wanted to
retire and wanted his son to take over the family company after learning the value
of the business and who can be managed successfully.465 Upon entering the
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company, he quickly set about learning through research and engagement with
management. The CEO also learned through trial and error. He also installed
corporate order through emphasizing accountability. All employees, and especially
family members, have responsibilities and are accountable for their responsibilities.
The CEO also introduced a system of checks and balances and maintains two boards
of directors, one consisting of shareholders and the other consisting of
management.466
6.4 Why These Family Owned Companies Failed
Saudi family owned TIBC and the Money Exchange both failed for a
number of reasons. First, the company can be clearly seen to have an unqualified
family member managing the business which is due to an unquestioned trust in
family members even if they are not the proper people to manage the business. This
is a result of hiring a family member based on trust and not based on a
recommendation from outsider directors to evaluate and recommend the
prospective manager based on interview and a deep profile review. The second
reason is the lack of transparency and accountability. Family members were placed
to manage these companies and this created significant agency costs when those
family members were virtually free to do as they liked. The agency cost in situations
such as this is referred to as “self-control” problems.467 Each of the family member
executives was obviously out of control and were not accountable to anyone. This
is a case of a family member “through” his or her “unique power position” leading
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to “private benefits extraction and higher bankruptcy risk” and in the process
exacerbating “debt agency costs”.468
These agency costs were not mitigated through a corporate governance
system that could have included transparency, accountability and a system of
checks and balances along with an independent audit committee. The founders of
the companies and other family members were not directly involved and blindly
trusted another family member. An internal and/or external audit with independent
people could have discovered the inappropriate endeavors on the part of family
members in control of the family owned companies. Moreover, a set of corporate
governance rules for transparency and accountability would have ensured that
family members in management positions and positions of power were not only
competent but also diligent and more likely to avoid a conflict of interest. In
addition, to having independent directors to recommend independently the most
appropriate person, either from the family or outside the family, independent
directors could help to ensure that the person in charge is the most appropriate
person to manage the business and make sure the business will survive through the
generations.
As Fung explains, corporate governance has always been a priority for
ensuring and safeguarding both business decisions and investor and stakeholder
decisions.469 This is because transparency and accountability within the corporate

468

Andrew Ellul et al., External Governance and Debt Agency Costs of Family Firms. Board of
Governors of the Federal Reserve System, International Finance Discussion Papers, Number 908, 1
(2007).
469
Benjamin Fung, The Demand and Need for Transparency and Disclosure in Corporate
Governance. 2(2) Universal Journal of Management, 72 (2014).

133

governance framework helps to create a business environment in which “corporate
ethics” are implemented to reduce “unscrupulous practices while preserving a fair
business environment”.470 In addition, corporate governance practices through
standardized ethical principles play a significant role in managing risks.471
Risk management resulted from hiring unprofessional employees, which
was also a problem for the Saudi Binladin Group. The Saudi Binladin Group has a
long history of success, but a breach in corporate governance principles in terms of
risk management has resulted in a rapid decline in the company’s business. While
the company has not failed or collapsed, yet, there is a good chance that failure will
happen in the near future. With the company already confronting an economic
environment that does not bode well for the construction business, the recent lapse
in corporate governance and the fallout from that lapse indicates that the Saudi
Binladin Group will most certainly fail unless a corporate governance reform
strategy is implemented to restructure and diversify the company and ensure that
only professionals are hired. The implications for all family-owned companies is
that a good corporate governance system with ethical standards highlighted by
accountability and transparency will reduce risk taking and unscrupulous behavior.
In addition, corporate governance through a clear policy of employment set by an
independent director will help in ensuring having a qualified employee.
The failure of the Alhamrani companies was a clear case to show the
importance of succession planning and the role of corporate of governance. The
Alhamrani company suffered from not having clear succession planning which
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results in having some of the family members as part of the company and excluding
others. This practice led to a conflict of interest among the family members. Some
of the family at that time insisted on joining the company, while the other members
who were in the management felt unhappy for distrusting him which led to more
exclusion and more conflicts. However, if there is clear succession planning and an
open communication channel with the family member who was not on the
management, then the conflict will fade. The communication channel is emotionally
important to make other family members evolved in the business, show them their
importance and how the business is managed. In the end, these recommendations
will in turn, reduce family feuds and other issues like the ones experienced by TIBC,
the Money Exchange and Alhamrani companies and thus help preserve family
owned companies for future generations.
6.5 Why These Family Owned Companies Succeeded
The two family owned companies reviewed have demonstrated high
standards of ethical behavior spearheaded by a corporate governance model that has
evolved over time, along with clear succession planning and communication
channels that helped to reduced family conflicts. In each case, the founders started
their companies with high ethical standards, which were passed onto the second
generation with a smooth succession. Thus, it can be argued that the majority of
succession problems started to emerge and pass from second generation to third
generation. Contextually, under second generation, the founders started their
businesses with an unwavering commitment to hard work, self-discipline,
responsibility, and accountability. These ethical standards along with values are
certainly practiced and passed on to the next generation during their presence.
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Therefore, it helps in avoiding conflict of interest situation by a certain level. In
other words, the third generation did not entertain entrance of the family-owned
companies as a part of the top management team until they learn the value of the
business and the ways it was managed. In second and third generation, it is believed
that the executives involved with any sort of family-owned company are educated
and earned their respective positions within the companies from a lower level472.
The summary of framework factors that relate to the success of family-owned
companies in Saudi Arabia is presented hereunder in the form of a table.473
Succession

2nd and 3rd generation with the consideration of
family members

Next
Development

Generation 2nd generation siblings of the founder, who
established a family-owned business in Saudi
Arabia

Family Harmony

Equal treatment of the business owners and
collective organizational setting

Governance

Transparency and openness with developing
family roles

Leadership

Change of ownership and utilizing available
resources
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Human Capital

Hiring

professional

managers

along

with

employing them in the 3rd generation
Family Norms

Providing

equal

prospects

as

well

as

compensations to the siblings of 2nd generation
Outside Advisors

Developing

governance

arrangements

and

conducting feasibility studies
Diversification

Technology transfer outside Saudi Arabia

Protectionist Policies

Improvising structures of corporate governance
and generating low-risk business or operational
opportunities

Source: Author’s creation based on474
The in-coming second generation of executives took steps to reinforce the
ethical standards and values of the founders who remained directly or indirectly
involved in the business through a presence on the board until the prospective
family member is ready to manage the business. These founders were determined
to ensure that their businesses succeeded in both the short and long terms for future
generations, and to make sure that all family members are satisfied with the
succession planning and the communication gap before they left the company. By
taking into concern traditional succession in the context of leadership, the success
of family-owned companies can be determined on the basis of solving the problems.
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This is observed to be associated with succession planning in various ways. These
ways embrace undertaking effective strategies for the development of policy based
on corporate governance best practices. This helps in ensuring professionalism in
the operations to be performed. Additionally, it also focuses on promoting
restructuring of the existing businesses at large. By focusing upon the case study of
Zamil family as an example, it can be ascertained that transition in ownership during
the third generation took place when one of the daughters of the founders of Zamil
family passed away thirty years ago. This was owing to the reason that the share of
the daughter remained inherited with her husband, daughter, and son, who were not
involved in the business. Thus, it is clear from this example that succession planning
starts from third generation, which helps in generating positive outcomes by
addressing the issues of conflict along with the interest and any sort of
communication gap as earlier as possible.475
Specifically, a number of corporate governance best practices were
observed in the founders of the case study family owned companies that have
succeeded. These best practices formed a part of the family owned companies’
culture. These best practices included work ethics in which hard work and discipline
together with talent development were cultivated and rewarded. The second
generation not only benefitted from these ethical standards, but also embraced them
and formalized corporate governance structures that highlighted these practices. In
relation to the case of Zamil family, it can be noted that they followed the best
practices relating to corporate governance in order to cope up with the restrictions
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associated with family human capital and business expansion beyond the limits.
The practices, which were followed by the Zamils included attracting skilled
professionals with the support of successful organizational policies. This further
offered wider prospects to the non-family managers along with adopting
suggestions, which were proposed by the outside advisors. According to the case,
the Zamils started to follow these practices during the third generation with the
objectives of addressing and mitigating business or operational issues from having
shortage in effective succession planning, communication gap, and conflict of
interest.476
6.6 Legal Protection of Family Owned Companies Against Failure/Collapse
In Saudi Arabia there is no specific legal protection applicable to family
owned companies against failure or collapse. The Saudi companies law and rules
and regulations, together with corporate governance guidance issued by the CMA
in 2006 and amended in 2017 provides rules, regulations and guidance that aid
companies with regard to risk management and safeguards against practices and
policies that expose companies to the risk of failure. Such behavioral rules include
preventing

insider

trading,

conflicts

of

interest,

risk-taking,

enforcing

disclosure/transparency, accountability, protection of minority shareholders, the
establishment of independent and family oriented boards, establishing
communication system and so on.477 All of these rules and regulations are reflected
in the CMA’s corporate governance guide, which is designed to reduce, if not
eliminate, agency costs. In addition, CMA’s corporate governance guide provides
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mechanisms for acquiring the best board of directors’ members through a
nomination committee, and also, saving companies’ capital through a remuneration
committee which sets the policy for the board of directors’ compensation and
recommends their compensation to the board of directors. However, it must be
noted that these legal requirements are only applicable to publically listed
companies and the problem is that the majority of family owned companies in Saudi
Arabia are not publically listed.478 The fact that Saudi family owned companies
avoid being in the stock market to be free from corporate governance roles and
principles.
The new companies law 2015 represented a fundamental overhaul and
transformation of the Saudi companies law, thus linking it to global development
in corporate law and governance. The law will ensure that a shareholder will be
personally liable for the company’s debt if the shareholder failed to segregate his
personal interest from that of the company.479 This provision should provide an
incentive for family owners to exercise sound business judgment and to curtail risk
taking behavior to the detriment of family cohesion and the survival of the family
owned company, in addition to avoiding conflicts of interest. It is expected that
enforcement of this provision and other relevant laws and the legal provisions will
certainly help in avoiding the situation of conflicts of interest, thereby supporting
the family-owned company to attain success in the long run. It is evident that
family-owned companies are governed by the regulations issued by the Ministry of
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Commerce and Investment. This simply regulates only the formal requirements for
conducting any sort of commercial activity, which might help to reduce
communication gaps along with the encouragement to develop succession planning
for the respective family companies operating in Saudi Arabia.480
6.7 Government Initiatives for Safeguarding the Success of Family Owned
Companies
The new companies law and the amendment of the corporate governance
guidance reflected the need for a new framework that was in line with the
multifaceted business atmosphere in Saudi Arabia as a country. Some of the major
aspects that necessitated the change in the legal regime included Saudi Arabia’s
membership in the World Trade Organization in 2004, expansion of Saudi Arabia
economy and diversification of foreign domestic investment. In this regard, the new
law was focused on big entities, meaning it is not good or designed for small and
medium family owned companies, or even big companies since they are not
publicly traded on the stock market. First, corporate governance rules and principles
contained in the new companies law and the amendment of the corporate
governance guide are very limited to publicly held company. Moreover, it is
complicated for family owned companies to adopt voluntarily those rules and
principles. It is possible for big companies to either join stock companies or closely
held companies but not for other forms of corporations, such as joint liability
company, limited partnership and limited liability company. Additionally, Article
154/2 restricts an individual from becoming a sole shareholder or a single owner in
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several companies and this is problematic because limiting the family members to
expand their businesses. The guideline is also costly, making it possible to not to be
in the market and still be governed by Saudi companies law and regulations. Due
to the many new pieces of legislation, it may take a while for it to be understood by
all Saudi family owned companies’ owners. What makes the adoption is difficult is
the lack of legal experience to adopt those laws and regulations without having a
qualified system developed by a team composed usually from professionals outside
the family. Its complexity in the areas of foreign investment, implementing
regulations, corporate governance, and joint stock company’s provisions also make
it expensive to acclimatize.
As indicated earlier, in Saudi Arabia, family owned companies represent
over 95% of the companies in the country. This means that in addition to assisting
families to increase their household income and secure their future, these companies
contribute considerably on the country’s GDP. As founders and managers
contemplate ways to deal with the challenge of succession planning, conflict of
interests and the communication gaps, government interventions will ensure that
family companies portray better performance than other firms in the country while
taking into account longevity. Therefore, the government of Saudi Arabia has taken
steps to safeguard the success of family owned companies in Saudi Arabia through
efforts designed to encourage this type of companies to implement corporate
governance rules and principles.
One of the most important measures was the publication of the draft
corporate governance guide by the Ministry of Commerce and Investment
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specifically for non-listed family owned companies.481 One of the most important
recommendations in the draft corporate governance guide is the segregation, to
some extent at least, of control and ownership. These two elements should be
separated to safeguard against a conflict of interests.482 In other words, only owners
who are able to function in the best interest of the family owned companies should
be delegated to control positions within the family owned companies. Moreover,
the separation of control and ownership helps heavily family owned companies to
live through generation by having outsider on the management, which helps to
avoid the end of the life of the company in the event of the death of the founder and
the lack of experience to manage the company by his or her heirs.
Moreover, the draft corporate governance guide also suggests that the
family owned company implement internal rules that accommodate both the
“current” and “future” needs of the family owned companies.483 These internal rules
should also be reviewed periodically and should be done through “clear” and
“transparent processes”.484 This recommendation helps the family owned
companies to plan and avoid any sudden change in the future due to the change of
the management of the company.
The internal rules should establish the family’s objectives and values and
should ensure that future generations are involved in the company’s decision
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making as early as possible,485 which helps to improve the succession planning.
However, it is important to note that where family members are highly involved in
the management of family owned companies, there is a possibility of poor
management practices that only look at the members’ personal interest at the
expense of other shareholders and stakeholders. This implies to the need to amend
the draft corporate governance guide to require the establishment of a governance
committee with a majority of independent directors to oversee the management of
the business in order avoid agency problems and to ensure a smooth transition. The
governance committee would also guide and assist shareholders and supervise
implementing internal rules. In addition, the governance committee would settle
family disputes and would aid in preparing incoming generations for taking over
the family owned company.486
The draft corporate governance guide also recommended that family owned
companies set standards for placing family members in management positions
within the company.487 Similarly, such placement would also be required to be
conducted by independent people to avoid the interest of some family member
being favored or playing a part in a family conflict. These recommended standards
should include some level of educational attainment and some level of experience
and preparation. It is also worthwhile considering whether or not family members
should be treated preferentially in relation to non-family members. Moreover,
family feuds can be avoided by establishing stringent policies for the payment of
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dividends. Such policies should include a rule in which profits are preserved rather
than compromised.488
The publication of the draft of the corporate governance guide was based on
the need to streamline the management of family owned companies due to their
significant contribution towards the national economy. However, because the draft
did not clearly provide a definition of family companies and businesses, they were
left to categorize themselves as family entities and the independence of the
management was compromised. While the guide allows that owners should play a
supervisory role, it fails to specify that independent personnel should design internal
rules, address conflict and communicate problems among the members, supervise
the board of directors, offer guidance and prepare future generations to control the
company. Key challenges that face family owned companies are share transfers and
exits as well as policies of distributing dividends, which was clearly seen earlier in
the case of the Alhamrani Company. The draft corporate governance guide is
therefore not suitable since it does not make it clear that to mitigate such challenges,
independent parties are highly required to establish share transfer regulations and
dividend policies in family companies.
Therefore, while this is important for preserving the family owned company
for future generations, it will not work alone unless combined with corporate
governance structures that address risky and unscrupulous conduct to avoid conflict
of interests, clear succession processes and clear communication channel. Even so,
some of the larger and more successful family owned companies, especially those
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that are already practicing corporate governance principles in general, have
enhanced their corporate processes by addressing family issues.489 In particular,
these larger and more successful family-owned companies have now established
family boards composed of outside members for dealing with and managing family
issues.490 However such a strategy established by family companies would still be
costly as mentioned earlier since they would cost more money and create more
conflict of interest. This is because the owners do not want to spend their financial
resources on hiring family boards and instead, they want to enjoy higher dividends
and high salaries. In addition, this is supported by the fact that the draft corporate
governance guide is not binding, and it is up to the management of a given family
owned company whether the corporate governance contained on the draft corporate
governance guide will be implemented or not, and as we have seen that none of the
11,000 family-owned companies in Saudi Arabia have implemented self-regulatory
corporate governance standards.
Therefore, it would appear that the Saudi government recognizes the
potential for succession failure and conflict of interests, communication gaps
among family members and in doing so has come to the conclusion that succession
failure is borne out of family conflicts and caused the lack of communications
among the family members. Therefore, a corporate governance system strictly
aimed at the family dynamics is necessary for the preservation of the family for
future generations. Even so, there is still a need for standardized corporate
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governance structures for managing an entire family owned company. This would
include, for instance, where non-family employees occupy positions of power
within the organization as an independent director. In other words, managing family
tensions will solve one part of the problem that family owned companies confront
moving forward. However, only a corporate governance structure aimed at
incorporating best practices and ethical operations can solve the other part of the
problem.
6.8 Summary and Conclusion
A review of literature suggests that while Saudi Arabia’s family owned
companies are profitable and have made significant contributions to Saudi families
and to the economy of Saudi Arabia as a whole, still there are concerns, especially
by the Saudi government about the future of these companies. The main issue is the
lack of internal controls and monitoring systems that ensure that agency costs are
reduced. The irony is that due to the family values and its conflict with business
values, agency costs are heightened in Saudi Arabia’s family-owned companies.
The Saudi government has decided not to regulate these companies and as such has
attempted to propose a corporate governance framework that is specifically
consistent with the intricacies of family owned companies.
In order to reduce the agency costs in the family owned companies in Saudi
Arabia it is necessary for these companies to implement corporate governance
systems proposed by the draft corporate governance guide. However, the current
international standards applicable to companies in Saudi Arabia are inconsistent
with the special needs of the family owned companies in Saudi Arabia. These

147

companies are private and are not prepared to go public and submit to the demands
of international standards of corporate governance. However, self-regulated
corporate governance can help these firms to preserve their business over
generations, but they are still not binding and none of the 11,000 family-owned
companies studied in Saudi Arabia have implemented self-regulatory corporate
governance standards.491. in this regard, a corporate governance system that
includes a method for training and development of family talent and for selecting
the best available talent for management would be an ideal solution along with
developing a robust communication channel between owner-manager and all family
members.
Another corporate governance strategy that would reduce agency cost
would be for Saudi Arabia’s family-owned companies to separate ownership from
management. Given the value placed on patriarchal founders, a system of
participation and engagement should be introduced. This would help to create and
strengthen trust and loyalty to the business. In the meantime, the separation of
ownership and management would also ensure that family values and business
values would be separated so that the family owned company in Saudi Arabia would
focus on business values.
In addition, the draft corporate governance guide prepared by the Ministry
of Commerce and Investment for family owned companies addresses these points,
but still only in the form of a recommendation. Therefore, some of the larger and
more successful family-owned companies in Saudi Arabia have implemented
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corporate governance models that cover these points. Yet there are many family
owned companies in Saudi Arabia that have failed to implement the draft corporate
governance guide proffered by the Ministry of Commerce and Investment. In fact,
many family-owned companies in Saudi Arabia have failed to implement any form
of corporate governance system at all. This means that a large number of family
owned companies in Saudi Arabia do not have a coherent and sustainable system
for succession planning or a well-designed communication system and mechanism
to solve family conflicts. This means that power can be vested in a family member
who can, if he likes, make inappropriate decisions and not only compromise the
family’s business, but create feuds that can lead to the failure of the company.
It is therefore suggested that in order to preserve Saudi Arabia’s family
companies for future generations, it is imperative that family owned companies
implement the Ministry of Commerce and Investment’s draft corporate governance
guide with modification and by law. This would ensure the separation of ownership
and management, while integrating the next generation into the family business
with expectations that are consistent with the company’s best interest. This would
also ensure that tensions between family members are dealt with and resolved so as
to reduce the likelihood of family feuds that can be devastating for the family owned
company.
It is also suggested that the draft corporate governance guide should be
amended to promote and support ethical business practices. In particular, the draft
corporate governance guide should include a system of checks and balances and
should include accountability and transparency codes of practice. By taking this
approach, Saudi Arabia’s family owned companies would reduce agency costs and
149

safeguard against risky and scandalous behavior that inevitably threatens the
survival of the company.
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Chapter 7:
Board of Director Committees And Independency Of Its Members
7.1 Introduction
The board of directors is under a fiduciary duty to protect and promote the
company’s best interest with an emphasis on the best interests of shareholders.492
This duty is discharged through board committees who are responsible for
overseeing corporate governance. Board committees usually consist of directors
with expertise consistent with the committee’s function. Board committees usually
act as independent bodies that are not connected to one another and have “sufficient
resources and authority, and are evaluated by the board of directors.”493 There is a
positive correlation between committee structures within corporate boards and firm
performance and success.494 A number of board committees have been identified
and are increasingly used in corporate governance practices internationally, and
these committees are referred to as standing committees, and the most popular
committees are the audit, remuneration, nominations, and risk management
committees.
Standing committees with independent directors play an important role in
corporate governance as it permits board members to discuss complicated issues in
greater details than in general board meetings.495 However, family owned
companies in Saudi Arabia are hesitant to employ independent directors to produce
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more reliable financial reports, and help the company to achieve long-term
continuity. Independent directors are important in that they aid family members in
becoming aware of the challenges facing their companies and assist them in
establishing effective strategies to deal with those challenges. The optimism of
managers of family companies in Saudi Arabia was due to bringing in board
outsiders with broad knowledge and comparative insight.496
An overview on corporate governance and directors’ duties in Saudi Arabia
notes that the legal framework is fundamental as far as enforcing good corporate
governance is concerned.497 With the main source of Islamic Law being the Qur’an
and Sunnah, managers and directors are controlled in their work by Prophet
Mohammed’s actions and sayings. The Saudi government laws, decrees and
regulations complement Sharia Law and every family company owner and boards
are under obligations to comply with the two supreme laws498. The companies laws
set up the legal framework that is applied to all non-list types of companies, namely
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closely held corporations, limited liability companies, limited partnerships, and
joint ventures.
Even though the law is not actively concerned about the activities of limited
liability companies and specifically issues pertaining to corporate governance,
Saudi courts may use Sharia Law to determine the liability of directors or managers
to the shareholders if they act irresponsibly and make decisions that are not
independent. This has in turn resulted in increased cases of negligence and violation
of laws among the directors leading to high cases of frauds with few winning cases.
Therefore, Saudi Arabia directors claimed to be significantly independent, an aspect
that makes the country’s financial reports heavily relied upon by investors from
other countries. Moreover, reviewing penalties issued by Capital Market Authority
(CMA) shows the absence of any type of penalty against the independency of the
directors.
The idea of independent directors has always been perceived as a remedy to
the agency problems associated with the governance of corporations,499 which is a
mechanism to reduce conflict of interests and improve succession planning. Even
prior to the corporate scandals, such as Enron and WorldCom, the NYSE mandated
that listed companies have independent directors serving on their audit
committees.500 Moreover, “in the United States, insider-dominated boards have
been rare for years.”501 In the aftermath of the corporate scandals, the NYSE
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regulations and the Sarbanes Oxley Act 2002 require that a majority of the board
members of listed companies are comprised of independent directors.502 In the UK,
corporate scandals and the resulting Cadbury Report also called for independent
and external directors to have a more important role in corporations.503 Similar
reforms have been observed in China and Japan.504 In 2017 Saudi Arabia’s Capital
Market Authority amended its Corporate Governance Regulations for the second
time to reflect a requirement that boards consist of at least two independent directors
or one-third of the members, whichever is greater.505
Thus, this chapter examines the three most popular standing committees audit, remuneration and nomination - and considers how they can aid in the
preservation of family-owned companies in Saudi Arabia. In addition, it considers
the concept of the independent director and its role in corporate governance and
how this might contribute to succession planning, preventing conflict of interests
and bridging communication gaps in Saudi Arabia’s family owned companies.
7.2 Audit Committee
The audit committee is defined as “a standing committee of the company’s
board of directors” who serve as intermediaries between the company’s
management and its outside auditors.506 The audit committee is perceived as the
guardian of the rights and interests of shareholders.507 The role of the audit
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committee in the companies’ success and performance is important.508 The initial
role of the audit committee was to oversee and monitor financial activities, and to
protect and preserve the integrity of the company’s financial records and dealings.
However, this role has expanded in the corporate governance reforms that took
place following corporate scandals in the US and Europe during the 1990s.509 In the
US, the importance of the audit committee and its expanding role in corporate
governance is evidenced by the passage of the Sarbanes Oxley Act 2002. Prior to
the passage of the Sarbanes Oxley Act 2002, audit committees were nothing more
than a mere board committee with a few duties.510 With the passage of the Sarbanes
Oxley Act, 2002, the audit committee’s role in corporate governance is far more
detailed.511 For example under Section 301 of the Sarbanes Oxley Act 2002, the
company’s audit committee is no longer simply confined to the supervision of the
company’s financial undertakings.512
With the Sarbanes Oxley Act 2002, the audit committee does not occupy an
expanded role.513 The audit committee in the US is not performing as a “conduit for
employee complaints, a hotline for whistleblowers and the investigator of all things
gone awry – all with an uncapped budget the company is required to fund.”514 Put
another way, the audit committee has been transformed under the Sarbanes Oxley
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Act 2002 so that it is now an “in-house monitor, which at times appears to be
virtually a separate entity from the company.”515 The separate nature of the audit
committee is fortified by the fact that the members of the Audit Committee are
required to be independent.516 In this regard, the audit committee member, other
than the position of director, may not be in any other way compensated by or
involved in the company or any of its affiliates.517 It is also important to note that
all publicly listed companies in the US are required to form and operate audit
committees who are responsible for appointing external auditors and have the
authority to replace and/or terminate the external auditors.518
The independent and separate accountability and transparency arm of
corporate governance has the potential to significantly reduce agency costs as it
ensures the separation of ownership and management.519 The independent audit
committee model after the statutory audit committee in the US can be an effective
tool that can be applied by family-owned companies in Saudi Arabia for future
generations. Such a committee would solve agency problems because it would be
an independent body with no family bias. The audit committee would safeguard the
family business’ interest over and above family interests and tensions.
The 2013 report by Deloitte laid down the regulations and roles of audit
committees. The rules, which applied to all listed companies, also covered key
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provisions which are applied by some family owned companies in Saudi Arabia,
and they can also be essential in creating strong, positive relationships between the
board of directors members. Section 177 deals with committee constitution and
terms of reference. According to this provision, every listed company must have a
majority of independent directors. With such independency, the audit committee is
able to assist the board in performing its responsibilities, which entails overseeing
company accounting reporting policies, internal control processes and accuracy of
financial information.
The independence of an audit committee is paramount since their roles will
be integrated in family companies.520 One of the main duties of an audit committee
is to supervise the operation of the business by an internal audit department, and as
such be able to evaluate the degree of effectiveness in carrying out the
responsibilities allocated to it by the board of directors.521 The audit committees
have the duty of providing reliable information that guides investors and other
stakeholders in making decisions. This could only be achieved if they carry out their
monitoring responsibility more effectively.522 However, my view is that such
monitoring and reporting in family owned companies requires independency since
there will be a possibility of rectifying the procedures and some family members
may interfere with the fairness of the final reports. Therefore, having a governance
committee with a majority of independent directors will help in communicating
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with all shareholders with a reliable information in order before they make any
major decision affecting their business.
Audit committees have the duty of studying the internal control system and
provide their own views and recommendations. With the recent regulatory
pronouncements in reporting standards, the audit committee should review
significant accounting issues and assess their accuracy. By reviewing the results of
the audit with management and independent auditors, a reliable report which is in
line with the generally accepted auditing standards is produced. A governance
committee should have skilled members with unlimited power and resources to
undertake its oversight role and protect shareholders interest in terms of providing
reliable information and managing risks.523
7.3 Remuneration Committee
Unlike audit committees, remuneration committees are not mandatory in
most jurisdictions. The remuneration committee is typically recommended by
corporate governance codes and when established, remuneration committees serve
a very limited purpose.524 Remuneration committees recommend executive
remuneration designs to the board. The remuneration committee also recommends
that the remuneration scheme should be for each director. This includes pensions
and compensatory pay.525 While it is not covered by the Sarbanes Oxley Act 2002,
the remuneration committee is covered by the NYSE and NASDQ corporate
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governance code which requires that all remuneration directors to be
independent.526
The remuneration committee is meant to be an independent body.527 As an
independent body, the remuneration committee is the solution to the conflict of
interest issue. Remuneration committees can lower agency costs because it prevents
managers or top executives from rewarding themselves without justification. In the
family-owned company, the remuneration committee also separates ownership and
management by ensuring that owners who manage the company do not receive
unearned income. In particular, the family-owned company is prone to remunerate
underserving family members “on the basis of family ties and not on the merits.”528
In all company types, the remuneration committee also ensures that the company is
not remunerating directors beyond the company’s means. The remuneration
committee not only provides a safeguard against unreasonable compensation and
the depletion of the company’s profits, but it also reduces opportunities for conflicts
of interests by top management and directors. In the family-owned company, the
remuneration committee can be very important for reducing family tensions in
terms of the expenditure of company funds by owner-managers or company’s
executives.
Specifically, remuneration should always be based on “company results.”529
Basing remuneration on company results has wide-ranging outcomes for the
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success of the family owned business. It ensures that the company does not spend
the firm’s money excessively. This can happen in a family-owned business if
remuneration is based on family ties rather than performance. Moreover, a meritbased remuneration system ensures that feelings of entitlement are not based on
family ties, but rather on performance and input. In addition, a remuneration
committee ensures that expectations for remuneration are more realistic in that
family members will not be likely to question the remuneration received by one
family member and the lack of remuneration received by other family members.
This can also go a long way towards reducing family conflicts and tensions. The
lack of conflicts and a remuneration system that contains excessive spending can
improve the chances of the family owned business surviving into future generations.
The remuneration committee performs an important role in the company’s
corporate governance and in particular the lowering of agency problems in the
family owned business. This is because the remuneration committee should hold
annual meetings where it assesses the performance of executives and remuneration,
especially of family members. Likewise, the remuneration committee approves or
denies a level of remuneration or alters it based on performance and company
results. This is also an opportunity to look at plans for succession in the context of
remuneration based on performance and company results.530
Corporate governance among the listed companies requires that productive
ventures be used to maximize the returns of untouched and idle money sitting in
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banks. With the notable implementation of corporate governance in Saudi Arabia,
this has trickled down to the family owned companies and some of them have
embarked on establishing experienced boards to manage their companies besides
creating sustainable remuneration policies. Remember to add segues from one
section to the next to smooth the transition from topics.
7.4 Nomination Committee
The lack of succession planning in family businesses, as noted earlier on, is
a major cause of their failure. A report by PricewaterhouseCoopers indicates that
approximately 23% of US family businesses lack proper succession plan, while
more than 46% indicated that they are hesitant to pass the family business to next
generation.531 Given the extent to which many families are dysfunctional, most
founders of family businesses are reluctant to pass their organizations to
descendants.532 Notably, the issue of loss of income of the founders and high
remuneration that new family members may seek to create more problems that
affect the succession process.
A report by the Family Business Institute also emphasizes that globally,
family businesses are faced with the problem of succession. The report calculates
that 30% of family companies can enter the second generation while only 12%
survive in the third generation. The problem is more serious in Saudi Arabia as
noted earlier. The country, which is known for huge oil production has more than
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95% of non-oil firms owned by families. Only 20% of them are on the second
generation and 10% of family companies survived on the third generation.
Based on the young population and the government’s hesitancy to increase
the number of workers in the private sector, the number of family members
demanding employment opportunities in these organizations has continued to
expand. With the possible handing over of businesses worth trillion of dollars to the
next generation, there is a need for good corporate governance to achieve a wellexecuted succession; therefore, the establishment of governance committee with
members specialized on compensation will help.
Besides being the major objective of listed and public companies, good
corporate governance is a fundamental method of supporting economic efficiency,
financial solidity and sustainable national growth. The principles of corporate
governance enable firms to access capital for investments in addition to ensuring
fair treatment of all stakeholders. Similarly, the principles are applied as benchmark
for assessing corporate governance including nomination of stable boards of
directors that guarantee financial stability of a company. Globally, an operative
corporate governance system is made up of various components and the nomination
of the board is one of the essential elements. Basically, the principles define the
shareholders’ right to elect the boards of directors that will act as their
representatives. In a listed company, the shareholders’ participation is paramount.
For the nomination process to be fair and reliable, adequate disclosure of the board
members’ information is necessary. This includes the selection process to be
followed, director’s qualifications, the status of directorships in other entities and
their independence as regarded by the current board.
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Even though shareholders have an important role in the selection of board
members, the vital question is to determine how the nomination team can contribute
to the effectiveness of the board. The principles of good governance require that
companies should have a monitoring board that has the power over its appointment.
In addition, the board has the responsibility of selecting, compensating as well as
replacing top executives who superintend succession plans.
As the number of individual listed companies increases in Saudi Arabia, the
board has two vital roles that it should perform. These are overseeing conflict of
interest and ensuring integrity in accounting and other systems of the company. This
implies that a different and independent nomination process should be put in place.
Notably, the largest family companies in Saudi Arabia such as Saudi Binladin
Group and Mohammed Abdulmohsin Al Kharafi & Sons Co. should appoint outside
directors who meet certain independence requirements, which might be achieved
by an independent nomination committee.
By expanding the nomination process of directors and audit committees to
the family owned companies, accountability will be achieved. Just like in listed
companies, the primary responsibility of the nomination committee is to identify
individuals who are qualified and experienced to be members of the Board of
Directors. The governance committee will has the role of recommending
individuals who are nominated and later elected as members of the board. To avoid
conflict that may arise due to favoritism or lack of fairness, the committee
undertakes its duties taking into account the regulations and qualification
benchmarks as outlined by the companies law and the governance guide of the given
company. The governance committee should also take into consideration other
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criteria for selecting the Board of Directors including independence, skills,
diversity, experience, and age. In the management of a family company, the
knowledge of the operations and willingness to dedicate adequate time should be
considered besides the needs of the committee and directors. In this way, the
composition will be representative and each shareholder will feel satisfied by the
people managing the company.
Again, unlike the audit committee, the nomination committee is not a
statutory obligation. While the audit committee is covered by the Sarbanes Oxley
Act 2002, the nomination committee and remuneration committee are not covered.
However, like the remuneration committee, the nomination committee is covered
by the NYSE and NASDQ corporate governance codes.533 Like the remuneration
committee, the nomination committee is not a mandatory requirement. If installed,
the NYSE and NASDQ corporate governance codes require that the committees be
independent.534 In Saudi Arabia, unlike in the US, pursuant to the 2011 amended
version of the Capital Market Authority’s Corporate Governance Regulations, the
installation of a nomination and remuneration committee became mandatory for
listed joint stock companies.535 This puts shareholders and stakeholders in a position
to know how the board is being monitored and how the board is constructed. In a
family owned business, this mandatory requirement of corporate governance, if
adopted, could also empower shareholders and stakeholders and at the same time
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reduce agency costs by putting pressure on family members who manage the
company to ensure that the audit committee members are indeed independent.
The nomination committee is perhaps under-rated by corporate governance
legislators and regulators. The nomination committee is arguably the most
important committee in the maintenance of good corporate constructs. In fact, all
of the company’s employees’ quality depends on the quality of the members of the
board. As Aras and Crowther point out, the board itself is only as good as the
members nominated.536 An independent nomination committee ensures that board
members are not selected on the basis of favoritism or nepotism and are instead
truly independent and competent for the job.537 The quality and independence of all
committees and subcommittees will depend on the quality of the nominating
committee.538 The nominating committee is considered to be an effective corporate
governance tool for tempering ownership/management controls and an effective
method for the improvement of the quality of the board by ensuring independent,
competent and experienced directors.539
However, it is necessary to remember that in order for the nomination
committee to have maximum impact on the board’s composition, the nomination
committee must be selected from a diverse list of competent and impartial actors.540

536

Aras & Crowther, Supra note 525.
Id.
538
Id.
539
Nikos Vareas, The Nature of Board Nominating Committees and Their Role in Corporate
Governance, Journal of Business Finance & Accounting, 199, 201 (2003).
540
Richard Clune et al., The Nominating Committee Process: A Qualitative Examination of Board
Independence and Formalization. Contemporary Accounting Research 31(3)
748 (2014).
537

165

In addition, a process for nomination must be established to ensure organization and
consistency as well as transparency.
Thus, the nominating committee plays a crucial role in the reduction of
agency costs as it is a filter for ensuring competency and unbiased handling of
company assets. In the family owned company this is an efficient tool for
safeguarding against executive appointments on the basis of family ties. This too
has far reaching implications for the reduction of agency costs and the preservation
of the family owned business for future generations. An independent nomination
committee will ensure that executives and board members are nominated on the
basis of their abilities rather than their family ties. This would set the tone for
constraining tensions based on family members’ feelings of entitlement. Family
members may therefore feel motivated to perform at a high level and this can also
motivate family members to seek training and skill development.
7.5 Independent Directors: Definition and Concepts
The idea of an independent director is based on the belief that a neutral
monitor of management is more shareholder-oriented and will ensure a more solid
corporate governance framework. This belief arose out the evaluation of the
conditions that gave way to a number of corporate scandals during 2000.541 These
scandals resulted in worldwide review of corporate ethics and included the Sarbanes
Oxley Act 2002 and the Cadbury and Smith Reports in the UK. The responses all
pointed toward a need for establishing independent boards of directors who can
monitor and supervise management. One good example is the 2002 NYSE proposal
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that all companies maintain a board of directors consisting of a majority that were
in no way connected to the company.542
Thus, an independent director is necessarily "who has never worked at the
company or any of its subsidiaries or consultants, is not related to any of the key
employees, and does not/did not work for a major supplier or customer."543 The
obvious goal of using independent directors is to lower, if not, eliminate agency
costs. The risk of directors operating for their own best interests against the interest
of the company are lowered. As Ravina and Sapienza argued the worst that can
happen is that the board of directors are biased toward management.544 But this can
be alleviated by implementing safeguards in the selection of independent
managers,545 such as the quality and the history of the independent directors.
In a study conducted by Cotter, Shivdasani and Zenner, it was found that in
an attempt to take over a firm, the independent directors were more aggressive than
dependent directors in resisting tender offers in the best interest of the
shareholders,546 this is because they do not have a steak on the business other than
the position they have. The resistance approach taken by independent shareholders
resulted in higher offers that were consistent with the maximization of shareholders’
wealth.547 Thus, according to the results of this study, when decisions that can
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impact shareholder wealth are required, the independent director is more likely than
dependent directors to focus on shareholder wealth maximization.
The independent director is especially controversial to the family-owned
companies, however, as the risk of bias toward managers is more serious in this
context. As Osi explains, in family-owned businesses it is difficult to maintain truly
independent directors because the managers and dependent directors are typically
the individuals who own the company or who started the company.548 However, Osi
also points out that the larger, more successful family-owned firms tend to have
independent directors and in some cases, the majority of the directors are
independent directors.549 The author’s point of view here is that the benefit sought
out of an independent director and for the purpose of this study is higher, and to
maintain independency and avoid conflicts with owner-mangers, their major ideas
are a recommendation and must approved by shareholders, which will be more
accepted and beneficial for the family owned companies and its continuity.
Osi also explains that in some situations, the family-owned business is small
and does not need a board of directors. Therefore, any discussion over the need for
an independent board of directors is irrelevant. At the same time, the installation of
an independent director or two in place of available family owners who actually
feel entitled to take control of their company can create unnecessary conflict and
might render an independent director entirely ineffective.550
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Based on Osi’s arguments it is important to consider the size of the familyowned company and the role of family members in the firm’s management prior to
determining whether or not an independent director is necessary for the proper
governance. The obvious implications are that when a family owned company is
just starting out, there will likely be no need for an independent director. Therefore,
the installation of independent directors is not relevant at this stage. However, as
the firm grows, the need for independent directors will exist. For the sake of
conserving the life of the family-owned company, a majority of independent
director should be installed on a governance committee. This will put pressure on
the dependent directors and owner-manager to work together for the company and
to comply with corporate governance.
7.6 Independent Directors Under Corporate Governance Law of Saudi Arabia
Under Article 2 of the Capital Market Authority’s Corporate Governance
Regulations 2017, an independent member is defined in terms of disqualifications.
In this regard, an independent member of the board of directors is not qualified as
independent if he or she “holds five percent or more of the issued shares of the
company or any of its groups.”551 The member of the board of directors is not
independent if he or she represents any shareholder with five or more percent of the
company’s “issued shares” or “any of its groups.”552 A board member is
disqualified as an independent director if he or she served the “preceding two years”
as a “senior executive of the company of any other company within that company’s
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group.”553 The director is not independent if he has a “first-degree relative of any
board member of the company or of any other company within the company’s
group.”554
In addition, the director is not independent if he or she is a “first-degree
relative of any” of the “senior executives of the company or of any other company
within that company’s group.”555 If the director is a member of the board of
directors of “any company within the group of the company which he is nominated
to be a member of its board,” he or she is not qualified as an independent director.556
Finally, if the director was employed with “an affiliate of the company or an affiliate
of any company of its group” including “external auditors or main suppliers” in the
two years prior to nomination, or owned a “controlling interest in any such party”
during that time period, he or she is not an independent director.557
Saudi Arabia’s conditions for sitting as an independent director are far more
detailed that the conditions for independence than that of the Sarbanes Oxley Act
and the NYSE regulations. At first glance, it would appear that a family member
can sit on the board of directors as an independent director. This is gleaned from
the fact that an independent director can hold less than five percent of the
company’s shares. This would suggest that a minority shareholder who is a family
member of the family-owned company can qualify as an independent director under
the Capital Market Authority’s Corporate Governance Regulations 2017. However,
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Article 20 goes on to set other qualifying conditions that eliminate the risk of family
members sitting as an independent director. For example, the independent director
cannot be closely related to executives. First degree relatives are defined as spouse,
parent, or siblings.558 However, this does not mean that distant family members may
not serve on the board of directors. Cousins, uncles, aunts, and grandparents are not
first degree relatives under the Corporate Governance Regulations 2017. Therefore,
these relatives may serve provided they do not own more than five percent of the
issued shares. The low share requirement and lower degree of family relations
significantly lowers agency costs and in the meantime, family members with a low
share percentage and the low degree of family relations will be appointed on the
merits.
Pursuant to Article 24/2 of the Corporate Governance Regulations,
individuals in high management or executive positions may not sit as chairman of
the board of directors.559 Specifically, a chief executive officer, a general manager
or a managing director may not hold the position of chairperson of the board of
directors.560 Therefore agency costs will be lowered in family owned and controlled
companies where owners manage the company. These family members will not be
allowed to sit as chairman of the board of directors. If a family owned company
adopts a corporate governance framework subject to the Corporate Governance
Regulations, the appointment of a family member who is also an executive or
manager to the seat of chairman would be subject to the comply or explain principle.
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It would only be an acceptable appointment if such an appointment is the best
alternative for the family owned company.
The fiduciary duties are generally not clearly specified by the companies
law. Nevertheless, Saudi companies law specifies that as the result of breaching
companies law and mismanagement of company welfare, directors are jointly
responsible for damages. The companies law plays a significant role in ensuring
that directors in Saudi Arabia joint stock companies are independent. First, the law
provides that unless under the authorization of shareholders, directors should not
have an interest in the organization contracts. Secondly, directors are required by
law not to disclose any confidential information to third parties or shareholders
unless it is during an annual or special general meeting. Otherwise, they can be held
liable for any damage caused to the company. Thirdly, unless they are authorized
by shareholders, directors should not participate in any contending commercial
activity.
Apart from the companies law requirements, corporate governance
regulations and listing regulations also play an essential part as far as director’s
independence is concerned. For example, while the latter allows directors to
exercise their powers and perform their duties with a strong focus on serving the
wellbeing of a company, the former provides the directors to apply due diligence in
their roles and act in a responsible manner.
The Saudi companies law has therefore outlined scenarios that make
directors to be fine or even imprison directors due to acting or not acting as required
by the law. These include first, if the directors knowingly overstate the amount of
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value in kind that they contribute in corporate social activities or as individuals.
Second, the directors can be fined if they fail to act as required by the Ministry of
Commerce and Investment without providing an acceptable reason. Third, directors
are fined if they distribute fictitious profit with the intention of depicting good
performance of their companies. Fourth, by including deceiving data in the financial
reports or omitting material information that stakeholders can use to base their
decisions, directors aim at concealing the actual financial position of their entities
which is contrary to the companies law and is illegal. Fifth, directors can be fined
if they impede the work of auditors and fail to contemplate the mandatory
regulations as outlined by the companies law.
The majority of directors in Saudi Arabia based companies are Muslims and
besides undertaking their duties diligently, they strictly conform to principles of
Sharia law of fairness, accountability and trust. Sharia law also argues that the
directors should act in the best interest of their companies and avoid any personal
interest as they undertake their responsibilities. Ultimately, the directors are
independent and morally focused to avoid violating the companies law and Sharia
Law. In a study by Al-Janadi, Abudl Rahman and Omar, it was found that directors
in publicly listed company are more independent in doing their job in making
decisions and monitoring management effectively to protect the interests of
shareholders.561 Another study revealed that outside board members provide the
necessary monitoring on the management of the company and controlling
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shareholders and prevent any misuse of the firm’s resources.562 In addition, as
mentioned earlier that in reviewing a large number of cases published by CMA and
Shari’ Court, there is an absence of punishments for violating the principles of
independent directors. However, there are numbers of cases against following the
requirement of having a majority independent directors, but not for violating the
principle of being independent.
7.7 Independent Directors in the Family Owned Business in Saudi Arabia
Independent directors are ideal for family owned companies in Saudi Arabia
to solve issues related to succession planning, family conflict of interests and
communication gaps among family members. Arguably the family owned company
in Saudi Arabia follows the control model. The control model consists of
“concentrated shareholder base” with "illiquid shares, a tendency to be secretive,
an intense focus on long-term strategy, a majority of insiders on the board, and a
significant overlap between management and ownership."563 With illiquid shares,
the shares cannot be easily transferred. This means that the secrecy and overlap
between management and ownership and insiders sitting on the board is not likely
to be changed easily without government intervention. The placing of independent
directors on the board will uncover the secrecy by bringing experienced outsiders
into the governance committee to work and solve these issues independently
through the life of the business.

562

hanan Alhussayen & Ridha Shabou, Intensive Board Monitoring and Firm Value: An Empirical
Analysis in the Context of Saudi Arabia. International Journal of Financial Research, 7(5), 162
(2016).
563
Osi, supra note 547, at 190.

174

Therefore, independent directors enhance the level of transparency and
accountability of the board of directors. The presence of an independent director is
tantamount to having a constant watchdog for shareholders and stakeholders.
According to agency theory, agency costs should be reduced with this level of
transparency and accountability. Therefore, as the family-owned company grows,
independent directors should be introduced to the company. As revealed by Osi,
many larger family-owned businesses seat independent directors.564 Therefore, it
can only be beneficial to the family owned company to take a page out of the
corporate governance practices of the more successful family owned companies.
7.8 Summary and Conclusions
This chapter described and analyzed the board of directors and its subcommittees functions along with the role of independent directors. In this regards,
the board of directors owes a fiduciary duty to shareholders of the company. In
addition, the board is responsible for overseeing corporate governance laws and
regulations and its implementation in the company. The boards act as independent
bodies that can be able to discuss major issues in detail with more independency.
However, it has been seen that family owned companies in Saudi Arabia are still
hesitant to hire independent directors to assist the management in running the
companies, which is a very important mechanism for long-term family company
continuity. This is because the board is beneficial in assisting the family owned
company to be aware of the challenges facing their business and establish effective
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strategies to deal with the challenges such as succession planning, conflict of
interests and communication gap.
The audit committee is considered a guardian of the rights and interests of
shareholders specifically and of all stakeholders generally. In addition, it helps
protect and preserve the integrity of the company’s financial records and dealings.
Within family owned companies, the audit committee would safeguard the family
business’ interest over and above family interests and tensions by providing
transparent, reliable and accurate financial information. In regards to the
remuneration committee, it plays a critical role in solving the conflict of interest
issue. Because it can lower agency costs by preventing owner managers or outsiders
from rewarding themselves without justification, and reduce family tensions by
avoiding spending company funds. More important, a merit-based remuneration
system ensures that compensation is based on performance not family ties. In
regards to succession planning, the nomination committee plays an important role
in selecting as well as replacing top executives. In addition, for the nomination
process to be fair and reliable and to avoid family tension, recommendations from
independent directors can help to reduce if not eliminate family conflicts that may
arise due to favoritism or lack of fairness.
In regards to independent directors, establishing independent directors who
are in no way connected to the company is a necessary tool to monitor and supervise
management. Independent directors could help to at least lower or possibly
eliminate agency cost. Therefore, conflict of interests among family members
would be reduced. It also has been found that independent directors safeguard the
interests of shareholders and work to maximize shareholders’ wealth. Nonetheless,
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it is important to remember that before determining whether or not an independent
director is necessary and when needed, the number of independent directors
necessary should be determined by the size of the company, number of shareholders
and the capital of the company, business complication, and the role of family
members in the firm’s management. Therefore, in order to improve succession
planning, resolve family conflicts and bridge communication gaps among family
members, a majority of independent directors should be installed on a governance
committee.
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Chapter 8:
Conclusion
8.1 Returning to The Fictional Failed Family Business In Saudi Arabia
Returning to the fictional failed family company in Saudi Arabia, the founder did
not put in place a succession plan, which led to a failure after the second generation
joined the management of the company. Thus, with corporate governance for
family-owned companies explicitly covered by the legal system in Saudi Arabia,
implementation would involve efforts to disseminate information, build awareness
of the importance of corporate governance to the founders of family-owned
companies, and to get them to adopt the framework. If the founder of the familyowned companies in our fictional example had adopted the proposed corporate
governance framework during the ownership stage, there would likely have been
less conflict among the second generation and most importantly the transition
would likely have happened much more smoothly.
In the patriarchal system in Saudi Arabia, the eldest son is bound to succeed
the founder without any other consideration such as qualification or experience, as
we saw in our fictional example. Since several eldest sons from different wives may
compete to inherit control over the company, a succession plan facilitated by the
founder would settle the conflict before it even arises. At the same time, initiation
of the succession plan means that the successor’s involvement in management early
on would build competence to assume leadership of the company. In addition,
having a governance committee composed of a majority of independent members
to work on the succession plan would make the transition more acceptable by other
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family members, which would reduce conflict of interest among family members
and reduce agency problem.
During the family stage of the business, the second generation may be a
single or multiple successors. In many instances, siblings assume management of
the company. Adoption of corporate governance during the previous stage would
prevent agency problems during this stage. Poor corporate governance during the
first stage of the business may lead to problems that may affect the performance
and continuity of the business. Miscommunication and conflict of interest may lead
to the division of the company or the consolidation of management under a single
sibling. Dividing the business weakens the company and reduces the likelihood of
survival. Even when control falls under a single sibling, failure to acquire the
necessary knowledge, skill, and experience to manage the company effectively until
the transition to the third generation leadership means a lower chance of survival as
we saw in our fictional example when the business was left to the eldest brother the
business still collapsed.
However, in our fictional example we did not reach the third stage of the
company or the cousin consortium stage, because growth of the business requires
the involvement of more family members. Good corporate governance practice and
the use of outsiders would likely be a contributing factor to the survival of the
company through this stage. Corporate governance is also an important factor in the
continued success of the company, especially due to the greater complexity of
business operations and the involvement of more family members. Corporate
governance for family-owned companies at this stage should facilitate business and
risk management, transparency and accountability, and cooperation and loyalty. An
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oversight system becomes especially important at this stage. Moreover, corporate
governance should target the development and reinforcement of social capital or
the structure, relationships, and cognition of the company. At this stage, the growing
company may benefit from operating as a company with a board of directors and
board committees with majority independent members. This new structure will be
developed smoothly if it is done through a governance committee composed of a
majority independent members in early stage because it will avoid conflict among
family members fighting among each other to be members of the board. Therefore,
a clear policy developed by the governance committee will make any appointment
more acceptable and trusted with less conflict and the business will continue.
Thus, amendments to Saudi companies law and the draft corporate
governance guide should consider the best practices that are relevant to the context
of family-owned companies in Saudi Arabia and create a corporate governance
framework that accommodates the three stages of family-owned companies during
implementation. Therefore, a creation of a governance committee which will ensure
the implementation of a corporate governance framework through the ownership,
family, and business stages and beyond.
During the ownership stage, the corporate governance rules on succession
planning are important to ensure the transition to the second generation. Integral to
the succession plan should be practices that build effective communication to
reinforce trust and encourage the participation of successors. The succession plan
should also include practices that facilitate the prevention, identification, and
resolution of intergenerational conflicts and conflicts among successors. In
addition, the succession should align with the assessment of business performance
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and future plans. Integrating succession planning into the corporate governance
framework for family-owned companies is necessary in building awareness of the
importance of succession planning and encouraging compliance. Many of the
founders of family-owned companies in Saudi Arabia remain reluctant and find it
unacceptable to plan succession while they are still living and in control of the
company.
8.2 Summary
Family-owned companies, which comprise the majority of registered
companies in Saudi Arabia, are vital contributors to economic growth and
diversification. However, many companies fail to transition to the second
generation and beyond because of cultural and legal factors, most importantly lack
of succession planning, conflict of interests among family members and lack of
communication. An analysis of corporate governance laws and regulations in Saudi
Arabia in relation to family-owned companies and identification of the difficulties
experienced by family-owned companies relative to corporate governance supports
a two-pronged proposal to achieve a corporate governance framework for familyowned companies. One aspect of the proposal is the amendment of the new Saudi
companies law to require that family-owned companies that meet the threshold
conditions must establish a governance committee with a majority of independent
members. The threshold may be the number of shareholders, the number of
employees, the amount of capital, and/or annual revenue of the company.
Enforcement of this threshold requirement is through the “comply or explain”
system. The other aspect of the proposal is to review and amend the draft corporate
governance guide for Saudi family companies issued by the Ministry of Commerce
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and Investment to make it mandatory and for adoption by the governance committee
of family-owned companies and to implement the draft using the “comply or
explain” system. the draft corporate governance guide should include the creation
of rules on corporate governance roles and responsibilities and the use of a
governance committee with a majority of independent directors when it becomes
necessary, depending on the size, maturity, and complexity of operation of a familyowned company. In the proposed corporate governance framework, the role of the
governance committee is to comply with the draft guide and make
recommendations to the board, general assembly and managers on corporate
governance

practices

that

prevent

family

conflicts,

facilitate

effective

communication and smooth succession, such as by recommending candidates for
the CEO and director positions as well as training programs for successors.
Adoption of the draft guide and having a governance committee should enable
family-owned companies to perform better and survive to the second generation
and beyond.
8.2.1 Limitations of Saudi Law in Facilitating Corporate Governance to Support
the Survival of Family-Owned Companies
The companies law in Saudi Arabia generally covers the adoption of
corporate governance by family-owned companies to ensure their survival. Specific
provisions on corporate governance that may apply to family-owned companies do
not sufficiently encourage conflict prevention, effective communication, or
succession planning. The Capital Markets Laws and Regulations only apply to
publicly listed companies. Sharia law on the other hand only partially fills the gap
in the secular law.
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In the case of family-owned companies that are joint liability companies or
sharikat al-tadamun, the companies law provides some corporate governance rules.
For example, Article 17 implies that trust among partners is the foundation of joint
liability. However, the companies law does not provide detailed guidelines on the
management of joint liability companies and fails to prevent conflict of interest in
family-owned companies. It is a norm for owners of family-owned companies to
exercise management roles. Article 23 of the Saudi companies law provides that
agreements should have the consent of all the jointly liable partners and Article 32
makes managers jointly liable for damages that accrue to the company due to their
negligence or inappropriate behavior. These do not prevent owner-managers from
exercising their absolute power in a manner that takes advantage of partners who
are not managers and neglect accountability. These provisions also do not address
the practice of owner-managers of favoring their son to work at the company
regardless of whether the son is qualified or the appointment is beneficial to the
company. Therefore, unresolved conflicts can lead to company failure.
With regard to family-owned companies operating as limited partnerships
or sharikat al-tawsiya al basita, there are provisions of the companies law on
corporate governance. For example, Article 40 restricts limited partners from
assuming management roles and imposes full liability on limited partners who act
as managers. For some family-owned companies, this arrangement is fitting
because the general partner, who is likely to also be the owner, acts as the manager.
Since the owner-manager acts as an agent, there is an obligation to manage the
company in consideration of the interest of the limited partners. However, agency
problems may emerge during succession when the person who becomes a general
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partner and manager assumes power only because the inheritors are below 18 years
old or prohibited from doing business. In this case, a conflict of interest may arise.
A conflict of interest often lead to poor performance and possibly the company’s
demise.
In relation to family-owned companies operating as limited liability
companies or al-sharika dhat mas’ulivya al mahdudah, there are also several
provisions of the companies law on corporate governance. This type of familyowned company opens the business to more family members, which can give rise
to more agency problems. The companies law provides for the separation of the
identity of the company from the founder-owner and manager as a corporate
governance practice. Article 164 covers the discretion of the partners in establishing
a board of directors and specifying the concurrent roles and responsibilities. Other
measures also exist depending on the rules contained in the memorandum of
association, which operates to prevent conflict of interest. A rule that must form
part of the memorandum of association is the general assembly’s role in forming an
independent supervisory board, which is comprised of three partners when there are
more than 20 partners. To ensure the independence of the supervisory committee,
managers do not participate in the selection process and the general assembly has
the power to remove a member at any time when there is a reasonable justification,
such as not attending meeting for several times with no excuse or doing illegal
actions against laws and regulations. An independent supervisory committee
prevents conflict of interest and encourages transparency and accountability. A
limitation of the legal provision requiring the establishment of a supervisory board
is the lack of a period for creating the board even when the company needs it.
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Furthermore, the independent supervisory being comprised of three partners does
not solve agency issues or prevents conflicts.
In relation to family-owned companies operating as single partner limited
liability company or sharika al-shakhas al-waheed dhat mas’ulivya al mahdudah,
the provisions of the companies law on the formation of the general assembly and
creation of the articles of association apply. However, the sole owner-manager
exercises power and discretion over the management of the company. Succession
depends on the rules in the articles of association that the sole owner-manager
created. This form of family owned-company tends to give rise to problems with
succession when the sole owner-manager excludes family members from
management so the heir or heirs do not know much about managing the company
and fails to include a proper succession plan in the articles of association. Poor
succession may cause conflicts and company failure.
Moreover, the companies law have provisions on corporate governance
practices for family-owned companies operating as joint liability companies, limit
partnerships, limited liability companies, or single partner limited liability
companies. There is limited jurisprudence and precedents on the wider adoption of
the provisions by family-owned companies. In addition, The Capital Markets Law
has limited application to family-owned companies because the law caters to firms
engaged in investments. There is limited jurisprudence and precedents on the
interpretation and application of the law to different family-owned companies. The
development of jurisprudence and precedents for family companies would facilitate
a clearer and more certain adoption of the applicable provisions by family-owned
companies.
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On the other hand, Sharia law provides guidance on business practices that
reflect corporate governance. For example, those with power hold a position of trust
that they should not violate; misappropriation of their property or the property of
other people is unacceptable;565 transaction records ensure transparency, and
stewardship bolsters accountability.566 However, the principle that reflects
transparency explicitly applies only to lending companies. There is no similar
requirement for family-owned companies not involved in lending. Islamic law
provides guidelines that encourage corporate governance but this does not
completely fill the gap in the secular law.
Currently, the adoption and application of laws on corporate governance
largely depend on the discretion of the family-owned companies. The application
of corporate governance laws varies and is non-systemic. In family-owned
companies that practice corporate governance, diverse practices make it difficult to
measure the extent and effectiveness of compliance. There is a need for legal
developments that foster an all-encompassing corporate governance framework for
different family-owned companies in Saudi Arabia. The thrust of these legal
developments should be to ensure succession planning, prevent conflicts, and
improve communication.
8.2.2 Difficulties Faced by Family-Owned Companies in Saudi Arabia in
Adopting Corporate Governance
Cultural factors and the limitations of the current legal and regulatory
system have created an environment that does not fully support the adoption of good
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corporate governance practices by family-owned companies in Saudi Arabia. As a
result, family-owned companies continue to experience a number of agency
problems. Convergence of the owner and manager in many family-owned
companies in Saudi Arabia is an agency problem because it may cause poor
performance. Centralization of power may explain the poor human resource
management practices that lead to low levels of loyalty of employees. Conflict of
interest arises in terms of recruitment, compensation, evaluation, and training and
development. In addition, lack of incentives and career development process
explain the limited loyalty of employees. Family members who are working for the
company but without shareholding may see themselves as mere employees and
focus on their career and wages. The concentration of power on the owner-manager
often causes power struggles between the founder and family members, especially
sons who stand to inherit the company. Intergenerational conflict occurs when
senior family members assume a conservative approach while young family
members are more willing to take risks and adopt changes. Lack of transparency or
accountability is also an issue that arises in family-owned companies in Saudi
Arabia. Conflict of interest occurs when nobody questions the motives of family
members running the business and when underqualified or underpaid managers,
who run the business due to limited resources, prioritize their personal interest over
the interest of the company.
Moreover, limited incentives to adopt good corporate governance practices
explain the preference of founders and managers of family-owned companies to
operate the business through soft laws or even without written rules on matters such
as succession and management. Even if family-companies adopt corporate
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governance principles and practices, lack of written rules means that
implementation is uncertain and discretionary. Succession planning is a difficult
issue because it is not culturally acceptable to discuss succession while the parents
are still living. As such, most family-owned companies do not have a succession
plan. Consequently, only a small number of family-owned companies survive to
enter the second generation of leadership. Currently, family-owned companies in
Saudi Arabia face the dilemma of maintaining informal rules at the risk of failing
to reach the second generation of leadership and beyond or make the difficult but
necessary changes to accommodate corporate governance principles and ensure the
longevity of the company.
The lack of a corporate governance framework for family-owned companies
led to limited incentives for these companies to adopt a formal system of corporate
governance and account for the range of agency problems faced by family-owned
companies. Without a corporate governance framework for family-owned
companies, founders, owners, and managers fail to fully become aware, understand
and appreciate the importance of corporate governance in the performance and
survival of the company. The formation of a corporate governance framework for
family-owned companies in Saudi Arabia that facilitates the adoption of formal
corporate governance rules and the creation of a governance committee with
independent members is an urgent matter that will be addressed in this dissertation.
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8.2.3 Weaknesses of the Corporate Governance Practice of Family-Owned
Companies in Saudi Arabia
The case study of failed family-owned companies in Saudi Arabia discussed
earlier in chapter six showed weak corporate governance practices, such as poor
succession resulting to incompetent second generation leaders, the lack of oversight
and accountability that allows conflicts of interest to proliferate during the
succeeding generation of leadership, and poor management that leads to
miscommunication and conflict among second generation heirs. Lack of succession
planning in Alhamrani led to conflicts and mismanagement. The TIBC failed
because of the unchecked unscrupulous practices of the son-in-law who managed
the company. The Saudi Binladen Group failed because of the lack of oversight of
management practices. Thus, adoption of and commitment to good corporate
governance practices will/has the potential to lessen the chance of failure of a
family-owned company.
8.2.4 Best Practices in Corporate Governance by Family-Owned Companies in
Saudi Arabia
Several best practices in corporate governance that apply to family-owned
companies in Saudi Arabia were reviewed in the previous chapters. First, corporate
governance in family-owned companies that successfully transitioned or on the way
to the second generation has become part of the company culture. Corporate
governance influences ethical standards, human resource management, and
business strategy. Second, payment of dividends is a strategy that prevents conflict
of interest in situations when a principal is an active manager and another principal
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is not active in the family-owned company. However, a combination of financial
and non-financial incentives builds loyalty. Use of the agency theory and social
capital theory as analytical models showed that effective corporate governance
directs firms to focus on building a competent management usually through a
dividend payment scheme. Nevertheless, this may not work for companies with
limited resources. An alternative is to have a corporate governance system that
enhances loyalty to the organization through a range of financial and non-financial
incentives. Loyal agents improve firm performance and profitability, which in turn
address the interests of the principals. Third, an oversight system lowers agency
costs. Monitoring and accountability, communication, and conflict resolution
between majority and minority shareholders lower agency cost by preventing
conflict of interest. An oversight system would ensure checks and balances in
operating the business with family and non-family members with varying interests
in the business. Fourth, successful companies also have a business plan attached to
the corporate governance rules and commit to its implementation. The corporate
governance strategy takes into account recruitment, development, and retention of
talented and engaged workers from within or outside the family. Fifth, separating
ownership from management and enforcing an appointment process based on
competence prevents conflict of interest. Going public is a means of facilitating the
shift to a merit-based system of selecting managers. While many family-owned
companies may not be willing to sell shares to outsiders, there are some new familyowned companies that have gone public to ensure growth and survival. A specific
aspect of the corporate governance framework of successful family-owned
companies is the inclusion of independent directors.
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A best practice on corporate governance in the United Kingdom that is
relevant in the Saudi context is the “comply or explain” system. The UK Corporate
Governance Code covers the composition, character, obligations, and compensation
of the board of the directors together with risk management and other management
practices, and relationship with shareholders. Companies that fail to comply with
the corporate governance rules have to provide a reasonable explanation.
Best practices from corporate governance laws in the United States that are
relevant to the Saudi family-owned companies include the role of independent
directors and formation of the three basic board committees, which are the audit
committee, the nomination committee, and the remuneration committee. The audit
committee facilitates the relationship with external auditors and ensures the
soundness of the financial reports of the company. In family-owned companies,
having an audit committee prevents conflict of interest by advocating for the interest
of the business and eases communication issues through transparency in the
financial reports of the company. The nomination committee governs the board
appointment process to prevent conflicts over succession and ease the transition of
ownership to a successor who is competent to take over the business. The
remuneration committee oversees the compensation of company executives to
encourage competence, prevents conflict of interest and reduces agency cost.
Independent directors serving on these committees ensure transparency and
accountability, prevent conflict of interest, foster communication and sharing of
information, and facilitate effective succession. Although having a board of
directors with independent members serving in the three committees is not usually
present in non-listed family-owned companies, there is also no reason for non-listed
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family firms to establish a board of directors. Nevertheless, the timing of the
establishment of the board of directors and the three committees depends on the
size and maturity of the family-owned company. A relatively new small or medium
company may operate effectively without an independent board. As the firm grows
and nears the transition of ownership, an independent board of directors helps in
preventing conflict of interest and communication problems as well as facilitating
succession.
The examples of some of the family-owned companies that successfully
transitioned to the second generation showed a number of best practices in corporate
governance. The Al Muhaidib Group that is now under the management of the
founder’s son remains a successful company because the founder implemented a
succession plan that involved the early integration of his successor in management.
By participating in management while the founder was still leading the company,
the successor learned the business values that allowed the company to grow and
succeed. As a result, the successor came to value the recruitment of the best people
for the job to include competent family members as well as outsiders. The company
has a board of directors with independent members. The successor also continued
the founder’s practice of maintaining effective communication throughout the
company. Similarly, Awab Holdings is a successful company because it has a clear
succession plan.567 The successor, who is the son of the founder, is already
participating in the management of the company. Joining the management team,
while the founder is still active in the company, allowed the successor to learn

567

Chaaban & Alotaibi, supra note 462.
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corporate values, study areas for improvement and influence changes. The
successor focused on enhancing accountability through oversight by a board of
directors for shareholders and for management.
A corporate governance framework for family-owned companies in Saudi
Arabia should integrate the relevant best practices from other jurisdictions and the
best practices of successful firms in the country, which include having formal
corporate governance rules and governance committees with independent members.
A governance committee with a majority of independent members fits the context
of Saudi family-owned companies with the comply and explain model.
8.3 Recommendations
The new Saudi companies law came out in 2015. Another amendment to the
new Saudi companies law is crucial. The amendment should establish a threshold
system for requiring family-owned companies to create a governance committee
with a majority of independent members. Determination of the threshold that
applies to family-owned companies is important. The threshold may consider the
number of shareholders, the number of employees, or the capital and revenue of the
company. Implementation of the amendment is through the “comply or explain”
process.
In addition, an amendment to the draft guide is needed. An area for
improvement is the clarification of the fiduciary duties of management. A clear
identification of the fiduciary duties of directors/management together with the
provision imposing liability on directors for mismanagement in breach of their
duties would enhance corporate governance in a company, including family-owned
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companies. The new Saudi companies law of 2015 made shareholders who failed
to segregate their personal interests from that of the company personally liable for
the debts of the company. The risk of liability provides the owners and managers of
family-owned companies to exercise good judgment in running the business to
avoid conflict of interest. However, there is a need for clarification on the
application of these provisions to family-owned companies.
Moreover, the Ministry of Commerce and Investment impose formal
requirements for commercial activities to reduce communication gaps and
encourage succession planning. The draft guide included a definition of a familyowned company, which was non-existent in the companies law. A provision of the
draft guide is for family-owned companies to separate ownership and management
to prevent conflict of interests. In practice, separation means that competent
members of the family who work in the interest of the company should manage the
company. As a result, the company performs better to allow it to survive. Another
provision of the draft guide is the development and implementation of internal rules
governing the current and future operations that should undergo regular review in a
transparent manner. These rules would allow the family-owned company to operate
successfully and survive transitions in management. A key component of these rules
is the planned inclusion of the future generation into the management of the
company. The rules also establish the standards for selecting family members to
assume management roles in the company. At a minimum, the standards should
include educational background and experience. To minimize the possibility of a
conflict of interest when many members of the family participate in management,
independent members play an important oversight role. The governance committee

194

guides, assists shareholders and supervises the implementation of internal rules. The
committee with independent members would also assist in the settlement of
disputes and succession planning. The rules should also cover share transfers and
exits as well as the payment of dividends to prevent conflicts and mismanagement.
Another area for improvement in the draft guide is the clarification of the
separation of ownership and control. The draft guide delegate owners to play a
supervisory role but fail to specify that independent directors should play a primary
role in designing the internal rules. Still another area for improvement is the
inclusion of incentives for a family-owned company to adopt the guide. Since the
guide is merely a recommendation, family-owned companies are likely to become
hesitant in adopting these guidelines without any incentives. An incentive could be
the expected improvement in performance through the training and development of
family talent, selecting the best talent for management, and having a robust
communication channel within the family and between the family and outsiders.
Another means of encouraging compliance is to make the adoption of the corporate
governance guide as a requirement for business operations within the “comply or
explain” system.
However, The Ministry of Commerce and Investment should prioritize the
review and finalization of the draft Corporate Governance Guide for Saudi Arabian
Family Companies and Model Rules based on feedback from consultations with
stakeholders. After these consultations, family owned companies should make the
necessary changes and implement the final guidelines using the “comply or
explain” system. Consultations serve as the means of disseminating information on
the guide on corporate governance to facilitate a better appreciation by family195

owned companies of the adoption of formal rules on corporate governance. Periodic
reviews of the implementation of the guidelines are necessary to determine the
extent of acceptance. As more family-owned companies adopt corporate
governance, problems raised would be referred to the regulatory and judicial bodies
for resolution and would likely lead to jurisprudence and precedents on the
application of the Saudi companies law and the guide in the context of familyowned companies. Improvements in the legal and regulatory environment for
family-owned companies should contribute to higher rates of survival and easier
transition to second generation and beyond.
8.4 Suggestions for Future Research
Future research may be an empirical study to contribute to the determination
of the best threshold for requiring family-owned companies to create a governance
committee. Determination of the appropriate threshold system is a necessary aspect
of the legal reforms needed to achieve an effective corporate governance framework
for family-owned companies. The threshold system would also ensure that familyowned companies create a governance committee at the point when this corporate
governance practice becomes necessary for continued good performance and
survival.
In addition, future research is necessary for the future to conduct an
empirical study to establish a threshold system that divides companies into three
tiers based on revenue, employee’s numbers and the capital of the company. Thus,
each tier will be required to adopt certain provisions while others are excused.
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Another area for further study is a more in-depth analysis of the provisions
of the draft guide issued by the Ministry of Commerce and Investment in terms of
its applicability. A methodological limitation of the study is the consideration of the
perspective of family-owned companies on the corporate governance regime in
Saudi Arabia. An extension of this study could focus on collecting feedback from
family-owned companies with regard to their perspectives and experiences of
corporate governance, specifically to collect their feedback on the draft guide.
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