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Abstract: The persistence of corporate governance (CG) is to expedite operative and cautious management which can
transport the enduring success of the company. The performance of any firm or bank is vibrantly enhanced by corporate
governance. The key contribution of this study to governance literature is that; it demonstrates how the presence of the internal
governance mechanism influence the bank performance. The study makes an attempt to measure the impact of internal
governance indicators (Board Structure and Ownership Structure) on the financial performance (Return on Equity, Return on
Assets and Earning Per Share) of the banks of Pakistan under the presence of control variables (leverage and size). The selected
sample consist of 30 banks (public, private and specialized), which are listed at Pakistan Stock Exchange (PSE) for the period
2008-2014. The study takes 30 banks listed in PSE, formerly KSE and, check how corporate governance impact on all the listed
banks at PSE, irrespective of their nature of operation. Study also extended the time frame till 2014. The study comprises of three
models. The regression analysis results reveal that the majority of the internal governance indicators of Model 2 and 3 show
significant relationship with ROE and EPS whereas, majority of the internal governance indicators of Model 1 depict
insignificant relationship with ROA. The results depict that in a developing country like Pakistan there are sound codes of
corporate governance but, their proper implementation is missing.
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1. Introduction

Corporate Governance (CG) is a contentious issue and, a lot
of research has done in this field. The Organization for
Economic Cooperation and Development (OECD) has
defined CG as: “Procedures and processes according to which
an organization is directed and controlled. The corporate
governance structure specifies the distribution of rights and
responsibilities among different participants in an
organization — such as the board, managers, shareholders and
other stakeholders — and lays down the rules and procedures
for decision-making” [1].

In the business world, the concept of CG is substantially
important. The mechanism of CG is useful for the domestic
economy and, for a firm’s economic growth. Corporate
governance plays a vital role to enhance the financial

performance of any organization including bank. As, these
financial institutions are the machines for economic growth
both for developed and developing countries. It is extensively
recommended that the good governance leads to better
performance of the bank [2]. In many past years, CG practices
are changing and, are making the place of important key
matter in the organizational setup. A corporate governance
index has statistically and economically noteworthy
relationship on market valuation [3]. Directly or indirectly
corporate governance is very intensively associated to
strengthen the economy of a country.

The survival of a bank depends on its financial performance.
Financial performance is important for different investors of
the company [4]. Researchers have measured financial
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performance through ROA, ROE, EPS, DPS, Tobin’s Q,
market to book ratio etc. Poor financial planning causes many
business to fail accompaning the bad application of codes of
governance e.g (Enron and WorldCom). Consequently, sound
governance tools are important for a running or growing
business to get high level of financial measure of the
performance [2].

Codes of corporate governance are highly a matter of
significance for developing countries including Pakistan. In
Pakistan, the codes of corporate governance are introduced by
Securities and Exchange Commission of Pakistan (SECP) in
early March 2002, but later in 2012 it was reviewed for
making some alterations [6].

The drive of this research work is to check the influence of
CG on the financial performance of the listed banks of
Pakistan. In the present scenario, most of the studies are
exploring the relationship of internal CG mechanism and
financial performance of the banks of Pakistan e.g., [2]. This
study makes an attempt to reveal the same relationship but
with extended time frame and data collection. The study
selects thirty banks listed at PSE (Pakistan Stock Exchange).
This research facilitates the banking firms and also to the
corporate patrons and, different financiers to capitalize their
financing in the banks of Pakistan.

1.1. Objectives of Study

The objectives of the study are as follow:
To empirically investigate the relationship between board
structure and financial performance of the listed banks of
Pakistan.
To examine the relationship between ownership structure and
financial performance of the listed banks of Pakistan.

1.2. Hypotheses

The study has hypothesis as follow:

H1: Board structure and, ownership structure has a positive
relationship with ROA.

H2: Board structure and, ownership structure has a positive
relationship with ROE.

H3: Board structure and, ownership structure has a positive
relationship with EPS.

2. Review of Literature

The mechanism of CG varies in different countries
according to their rules and regulations, even it varies from
institution to institution. The effectual operations of CG in any
organization enhances its financial value [2]. Previous
literature worked on numerous studies checking the
relationship between CG and performance.

The performance of an organization significantly affected
by board size. With respect to increase and decrease in board
size different studies have different findings. The smaller
board size shows more efficiency than bigger boards, as
some directors may yield individual profits on the struggle of
others [7]. Board size is inversely related to the firm value
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[8]. A board is less likely to function efficiently when it
becomes larger [9]. [10; 11] have explored that there is a
negative relationship between board size and performance.
On the other hand, various studies have explored a direct
relationship between board size and performance. Board size
has a direct significant relationship with performance of the
banks [12; 13; 14].

The primary role of non-executive directors is to enhance
the procedures and, to decrease the agency problem.
Corporate governance codes such as Sarbanes Oxley Act
intensely propose and frequently obligates that a board should
include a noteworthy portion of non-executive directors. Thus,
for non-executive directors it is unlikely to work beside the
benefit of shareholders [9]. The non-executive director’s
portion in the board also has an impact on performance. Share
of outside directors positively impact the firm performance
[15]. On the other hand, some studies have revealed an
opposite association between board composition and
performance. There is a negative association between outside
directors and performance [16; 17; 14]. Annual general
meeting (AGM) is a good measure of CG. AGM has negative
significant relationship with CG [19]. Meanwhile, AGM has
insignificant relationship with the performance [20].

Different ownership types have different impact on
performance. Ownership types may include; “family
ownership, managerial ownership, institutional ownership,
state ownership, foreign ownership” etc. Corporate
governance and ownership structure have vital implications
on the financing decisions of the firms [21]. Agency issues
amongst shareholders and managers aggravate the managers
to exercise fewer effort to control the firm. Furthermore, these
concerns may provoke the managers to use assets for their
private use. In order to attain the attention of the managers and,
stockholders by limiting them not to discard the firm’s assets
for their personal use, a rise in the shares retained by the
managers may help. Several studies on CG have used
managerial ownership and, explored the impact on
performance, though, their results are mixed. [22] explored
that the firms with no managerial ownership perform less
efficiently, in comparison to the firms with large managerial
ownership; thus, it has a progressive relationship with bank’s
financial performance [23]. Meanwhile, managerial
shareholding has negative significant relationship with debt to
equity ratio [21; 14].

The ownership held by big financial organizations, pension
funds or endowments is called as institutional ownership. In
Pakistan institutional ownership do not have a positive
observing role [24]. While on the other hand, some studies
have explored that the percentage of both institutional stock
ownership and institutional stockholders have noteworthy
association with firm’s operating cash flow returns [25].
Institutional ownership has a positive significant relationship
with ROE and EPS [2]

Control variables effects the relationship between
independent and and dependent variables. Same as, leverage
and size effect the relationship between CG and performance.
They are used to study the firm performance [3]. In the
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presence of some control variables i.e. leverage and audit firm
size, a positive association occur between CG and audit fee
[26]. Leverage has a significant positive relationship with
financial performance [27]. On the other hand, [2] have
investigated that the leverage is inversely related with the
financial performance. The literature proves positive
relationship amongst firm size and financial performance [2]

Unfortunately, there is lack of proper implementation of the
codes of corporate governance in Pakistan. [2; 28; 29; 30]
have examined the effect of CG on performance but, they have
inconsistent results. So, there is requirement to work more in
this field. This study is imperative to do in a scenario of
inconsistency and, to ascertain the matters that influence the
performance of the banks by using sound codes of CG
practices in Pakistan. The most recent work on CG in Pakistan
is exploreby by [2]. This study has the privilege to add more to
their work. The study take 30 banks listed in KSE now PSE
and, check how corporate governance impact on all the listed
banks at PSE, irrespective of their nature of operation. Study
also extended the time frame till 2014.

3. Method
3.1. Source of Data

The data of corporate governance and financial
performance of the selected banks is composed from the
annual reports, official websites of the sampled banks and PSE
from the period 2008-2014.

3.2. Sample Size

Thirty banks (public, private and specialized [31], listed at
PSE by excluding the foreign and Islamic banks from the
period 2008-2014 are taken as sample of the study. The study
sample is selected through total sampling technique. The
banks are selected through total population sampling, which is
a type of purposive sampling technique.

The explanation of the variables used in the study are as
follow:

Table 1. Operational Description of Variables.

Definition of Variables Representation Definition Author Contribution

Return on assets ROA; “Ratio of profit before taxes to total assets” [2]

Return on equity ROE; “Ratio of profit before taxes to stockholders equity” [2]

Earnings per share EPS; “Ratio of profit before taxes to total outstanding common stocks” [2]

Board size BODSIZE; “Total number of board of directors” [32]

Out-ratio OUTRATIO, “Ratio of noP-exeCLZEive directors and independent directors to total [15]
number of directors

Annual general meeting AGM; “Number of general meetings in a year” [20]

e Oy MO, “Ratio, ’of shares owned by the directors to total outstanding common (33: 21]
stocks

L . “Ratio of sh d by the fi ial institutions to total outstandi

Trsifintiol Gt INSTOWN,, atio of s| ares”owne by the financial institutions to total outstanding [2: 32]
common stocks

Leverage LEVj “Ratio of total liabilities to total assets” [2]

Bank size LNSIZE; “Natural logarithm of total assets” [2]

3.3. Methodology

Pearson’s Correlation matrix and Regression models are used to test the relationship of corporate governance and financial
performance of the banking sector of Pakistan. The panel data estimation (fixed or random effect) is done by using E-Views

software.

3.4. Models for Research

To testify the above mentioned hypothesis three models are structured which are as follow:

Model # 1

ROA;, = a + B,BODSIZE;, + P3AGM,, + B,OUTRATIO;, + B,INSTOWN;, + BsMO;; + BsLEVi, + B,LNSIZE;+&; (1)

Model # 2

ROE;, = a + B,BODSIZE;, + B;AGM;, + B,OUTRATIO;, + B,INSTOWN,, + BsMO;, + B;LEV, + B,LNSIZE;+&;, (2)

Model # 3

EPS;, = a + P,BODSIZE;, + B3AGM;, + P,OUTRATIO;, + B,INSTOWN;, + BsMO;, + BsLEVi, + B,LNSIZE;+¢;,  (3)
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3.5. Conceptual Framework

Board Structure
1. Board Size
2. OutRatio
3.AGM

Ownership Structure
1. Institutional Own.
2. Managerial Own.

Leverage

Size
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.

Source: Author’s own design.

Figure 1. The conceptual frame of the relationship between corporate governance and performance.

4. Analysis, Results and Discussions
Empirical Results

4.1. Multicollinearity Test

Table 2. Pearson Correlation Matrix.

AGM BODSIZE  OUTRATIO MO INSTOWN LEV LNSIZE  ROA ROE EPS
AGM 1.000000
BODSIZE 0.013466 1.000000
OUTRATIO -0.227404 -0.112418 1.000000
MO 0.165162 -0.016757 -0.283124 1.000000
INSTOWN  0.021902 0.155475 -0.026569 0.265547  1.000000
LEV -0.055273 -0.068514 -0.090167 -0.064073  -0.034712 1.000000
LNSIZE 0.090931 0.194425 -0.107834 0.268561  0.160707 -0.395832  1.000000
ROA -0.000548 -0.006622 -0.046439 0.007016  -0.009214 0.024874  0.073286  1.000000
ROE -0.092570 0.020709 -0.125550 -0.005398  0.031335 0.004199  0.107117  0.068978  1.000000
EPS -0.027188 0.081774 -0.088939 -0.003295  -0.133799 0.295932  0.313765  0.115985  0.192180  1.000000

Source: Author’s own calculations.

Table 2 represents the correlation analysis. This is done to
check the issue of multicollinearity between variables. AGM
has significant positive relationship with BODSIZE,
INSTOWN, LNSIZE and negative significant relationship
with LEV, ROA, ROE, and EPS. AGM has insignificant
relationship with OUTRATIO and MO. BODSIZE has
negative significant relationship with MO, LEV, ROA and
significant positive relationship with ROE and EPS.
BODSIZE has insignificant relationship with OURTRATIO,
INSTOWN, and LNSIZE. OUTRATIO has negative
significant relationship with INSTOWN, LEV, ROA, and EPS;
and is having insignificant relationship with MO, LNSIZE,
and ROE. MO is negatively significantly correlated with LEV,

ROE, and EPS; and significantly correlated with ROA. MO
has insignificant relationship with INSTOWN and LNSIZE.
INSTOWN has negative significant relationship with LEV,
ROA and EPS. INSTOWN is positively significantly
correlated with ROE and insignificant relationship with
LNSIZE. LEV is positively and significantly associated with
ROA and ROE; insignificant relationship with LNSIZE and
EPS. LNSIZE is significantly correlated with ROA and
insignificantly with ROE and EPS. ROA has significant
relationship with ROE and insignificant with EPS. EPS has
insignificant relationship with ROE. The results of the study
are mixed showing positive and negative relationship between
variables of the study.
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The results depicts that there is no issue of multicollinearity
between variables as the correlation coefficient values are in

4.2. Regression Results

the range of (-1 to 1).

Table 3. Impact of Internal Governance on Bank's Performance.

Variables Model 1 ROA Model 2 ROE Model 3 EPS
Coefficient Prob. Coefficient Prob. Coefficient Prob.

C -0.256207* 0.0938 -0.268398 0.6715 -3.748452* 0.0503
BODSIZE -0.005461 0.5897 -0.022049 0.6217 -0.032067 0.2550
OUTRATIO -0.082332 0.5336 -1.278125%* 0.0128 -1.215941*** 0.0008
AGM -0.001961 0.8017 -0.086342** 0.0305 0.057537 0.1037
MO -0.069558 0.4549 -0.845251* 0.0565 -2.520626** 0.0277
INSTOWN -0.132955 0.7011 1.230930 0.3259 1.995823 0.4137
LEV 0.013861*** 0.0000 0.029018* 0.0740 1.349845%** 0.0001
LNSIZE 0.019907*** 0.0030 0.101605*** 0.0000 0.420794*** 0.0000

Source: Author’s own calculations.
Significance level *p < 0.10, **p <0.05 and ***p < 0.01.

Table 3 represents three models. In model 1, within the
framework of random effect model, there is no significant
relationship of board size, board independence, AGM,
managerial ownership and institutional ownership with ROA.
Leverage and size are having positive significant impact on
ROA.

In model 2, within the framework of random effect model,
there is no significant relationship of board size and
institutional ownership with ROE but leverage (Hassan,
Marimuthu, & Johl, 2015) and size [2] are having positive
significant impact on ROE. Bank assets mainly consists of
deposits and more of assets means performance of the bank
increases and with the increase of deposits, bank advances
loan to the borrowers [2]. Managerial ownership [30], board
independence [16; 12; 14] and AGM are having negative
significant relationship with ROE. Control variables are
positively significantly related with ROE.

In model 3, within the framework of fixed effect model,
there is no significant relationship of board size, annual
general meeting, and institutional ownership with EPS but,
leverage and size are having positive significant impact on
EPS [2]. Board independence, managerial ownership are
having negative significant relationship with EPS.

5. Conclusion and Recommendations

The previous research has explored that the board structure,
ownership structure and control variables play a predominant
role for a corporation to bring sound governance [12; 33; 14; 8].
In Pakistan, many previous studies mostly focused firms, but
less the banking sector, that’s why the board of directors, ratio
of outside directors and investors of the banks may not play a
predominant role for the better performance of the banks [2].
This study has explored that the role of ownership structure
helps to reduce agency cost by developing good governance
and to up bring the performance of the banks (9; 34). The results
depicts that the board size and institutional ownership are
insignificantly related with ROA, ROE and EPS. Portion of

non-executive directors and managerial ownership is
insignificantly related with ROA and negatively significantly
related with ROE and EPS. Annual general meeting is having
insignificant relationship with ROA and EPS and negative
significant relationship with ROE. Leverage and size are having
significant relationship with financial performance.

Overall, the study depicts mixed results. The reason behind
this is that in a developing country like Pakistan there are
sound codes of corporate governance but, there is no proper
implementation of these codes, even after the revision in 2011
by SBP their proper implementation is missing. There is dire
need by the regulatory authorities to instruct the banks to
obligate the strict application of the codes of governance in the
banks of Pakistan. As suggested by [35], a well-functioning
whistle blower mechanism and the control of impartial
practices by ranking organizations can strengthen the
application of corporate governance. For future research,
external governance mechanism can be added to further
discover the effects of external mechanism of corporate
governance on the financial performance of the banks.

In anticipating and avoiding imminent banking crises, the
study proposes vital policy suggestions, which might support
academics, regulators, boards of company’s managers,
executives, and other market applicants. This would enhance
investor’s confidence for investing in bank’s capital.
Furthermore, the study is restricted to listed banks of Pakistan.
Future research may be designed to compare the findings of
this study with those that relate to non-listed private banks of
Pakistan and, with the banks operating in other countries of
the world. Even sectors other than banks can also be taken as
sample of the study.
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