International Journal of Financial % International Academy of Science,
.‘& 4

Management (IJFM) - &
Vol.1, Issue 1 Aug 2012 26-38 Engineering and Technology

© IASET IASET Connecring Researchers; Nurturing Innovations

IMPACT OF FIRM PERFORMANCE ON CORPORATE GOVERNANCE: AN
EMPIRICAL INVESTIGATION OF PAKISTANI FIRMS

TARIQ AZIZ, MUHAMMAD ABDUL MAJID MAKKI, *SADIA MAJEED,
4SABA SALEEM & *MUHAMMAD USMAN

1343\S Scholar Department of Management Sciences, The Isldniersity of Bahawalpur, Pakistan

2Asst.Prof. Department of Commerce, Baghdad Campus, mitsUniversity of Bahawalpur, Pakistan

ABSTRACT

Purpose — The purpose of this paper is to investigate the impact of pear firm performance on

corporate governance practices

Design/methodology/approach— A random sample of 40 companies listed on Karachi Stock
Exchange of Pakistan was taken to test the hypothesig 8&M by using PLS Graph Software.

Findings — The results show that prior change in firm performascsignificantly related to the

improvement in corporate governance practices.

Research limitations/implications — The sample size used in this study was relatively smaller
focusing on six manufacturing sector firms, thus tinelifigs may not apply to all sectors other than

those used in the sample.

Originality/value — The study is a pioneering attempt examining the impachahge in prior year

firm performance on corporate governance practices intBakis

KEYWORDS: Corporate Governance, Performance

INTRODUCTION

In the beginning of this millennium many companies likedBnmworldwide were thought to be
collapsed due to absence of good corporate governance. Trdbjitiongporate governance focuses on
the problems of separation of ownership and control, nasvgerceived that firms should consider the
all the stakeholders. To create a culture of consciogstemsparency and openness good corporate
governance is needed by corporations. Corporate governance iashigh customer satisfaction and
maximizes the shareholders’ wealth. Corporate governastges that management is acting in the best

interest of stakeholders.

Corporate governance is explained by four basic theoriest, Figency Theory explains the
relationship between the shareholders (principals) andn#meagement (Agents). It is considered that
management would carry out their fiduciary duty but sonegimanagement deviate from their duty.

These agency problems can be mitigated through betterrgoee by fair disclosure of financial data
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and independent board of directors. Second, StewardshipyTtescribe that manager are trustworthy
and they value their personal reputations. Third, Stakehdlieory emphasizes on the ethics, fiduciary
relationship, social contract, property rights, stakeholdsrinvestors, communication ethics etc. Last,
Sociological Theory focuses on board composition and distributfowealth to realize the socio-

economic objective of companies.

Corporate governance advocates claim that good governarategsaare essential for high
performance. Researchers and practitioners argue thdirifi is considering protecting the interests of
its shareholders, the assets of the firm will be eggdoin a way to minimize misuse and maximize
profit, resulting in awesome retunes to shareholderse €pal. (1999) find that corporations with weak
governance have high agency problems, CEQ’s at these firnoh Wave more agency problems obtain
high rewards. They also find that firms with greatgerecy problems are unable to outperform.
Numerous researches using an overall score of governance hawé &m association between
governance and shareholder gain (Gompers et al., 2003) Comspéthiegood governance are rewarded
by better stock performance (Bradley, 2004). Accordingespurce dependence view, directors can
mitigate environmental uncertainty due to their relations wikeholders (Pfeffer and Salancik, 1978).

This particular study is going to add in literature i tways. First we examine the relationship
between prior firm performance and good corporate governakgeit was examined earlier by
Baysinger and Butler (1985), they investigated the relatiprisétween prior performance and the board
of directors. But they found no relationship betweenrpréar performance and corporate governance. In
their study only single characteristic of board, the inddpace of board of directors from the
management of the companies, was considered. This shalygirees a variety of governance and
performance variables to check the impact of prior fpenformance on good corporate governance.
Secondly, this study is a pioneering attempt focusing on raatwiing firms listed on Karachi Stock
Exchange (KSE).

We proceed as follows: second section examines the coemsigl literature review related to
the impact of firm performance on corporate governandardTsection includes methodology,
hypothesis that is developed to test the link betweenr pmar firm performance and corporate
governance, third section also includes model that showsrtpeged relationship between variables.
Data analysis and results are discussed in section fourseeion contains discussion on results and

suggestions for further research on this relationship.
LITERATURE REVIEW

According to agency view, outside directors can monitor managem a better way because
they are independent from company's management (Famaeasén) 1983). Outsiders are in more
preferable on insiders as insider-dominated board’'s reselts accountability of CEO as CEO has a
power to influence the career of insider directors (@ajad Westphal, 1994). Rechner et al. (1993) find
that in contrast to the executive directors, there ig lilance that careers of outsiders would be affected

by the results of their decisions so they can make numerate solution. Outside directors can add to
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company’'s performance due to their expertise from theirr pdperience (Mace, 1986). Outside
directors also bring impartiality in evaluation of démis made by management (Baysinger and
Hoskisson, 1990). Pfeffer (1973) find that Changes wirenment directly affect the composition of
board of director. Board includes the independent directbrs bwing managerial wisdom and external
connections that help firm to outperform (Baysinger antdel8u1985). Hillman et al. (2000) investigated
that utility companies made changes in board of directorsake board more responsive to aggressive
conditions during industry deregulations. Baysinger and B(1/@85) find a connection between the
nature of directors and performance of the firm taking datdiirectors into considerations.

CEO duality is a very important issue in corporate gover@aAgency theorists advise that that
firm should avoid CEO duality in order to avoid manageei@renchment and limit the CEQO’s power
(Mallete and Fowler, 1992).Goyal and Park (2002) find théeiomes very hard to change CEO for
unsatisfactory financial performance if CEO is also th@irenan of board of directors. Fama and Jensen
(1983) argue that duality means that there is no separbéitween decision management and decision
control. Absence of duality helps in objective evaluation orgdioizal and management performance
(Weidenbaum, 1986). Pi and Timme (1993) conducted a reseabamking industry and find that cost
efficiency and return on assets (ROA) were lower fankbawith duality and results were higher for
banks that have different CEO and Chairman. Boyd (1995) wdeslthat there is a weak inverse
association between CEO duality and firm performance. Watal. (1997) find that in case of CEO
duality firm’s stock market performance was unfavorablekelstein and D’aveni (1994) named CEO
duality as “double edged sword”. They also argue that@géssues relate to CEO duality can be

minimized by resource dependence advantages attachedBEittd@ality.

Mak and Kusnadi (2005) find that there is an inversdiogiship between board size and value
of firm in Singapore and Malaysia. Yermack (1996) findasistent results with theories that small
boards of directors are extra efficient. This studyddi an inverse association between board size and
firm value. Eisenberga et al.(1998) find a considerable inegatlationship between board size and
profit in small and midsize firms. Cheng (2008) provideislence that firms with large board have less
variability of corporate performance. Conyon et. al. (1988)cludes negative impact of board size on
firm performance. Belkhir (2009) finds a positive assocratietween board size and firm performance.

The author also concludes that change in board size &faoted by prior performance.

Vafeas (1999) finds that board meeting frequency s&@ated to corporate governance and
ownership in a way that is reliable with agency theohe Yearly figure of board meetings is negatively
related to firm value. These results suggested board mgefe¢iquency, is a significant measurement of
board operations. The association between ownership structur@rapdryy performance has been the
focus of intense research in recent years. ClaessenBjanklov(1999) conclude that firms with more
concentrated ownership have high profitability and labacieffcy. Kuznetsov and Muravyev (2001)
find that ownership concentration positively affects lapovductivity, but has a negative impact on

Tobins’g.



29 Impact of Firm Performance on Corporate Governance:/An Empirical Investigation of Pakistani Firms

Institutional investors consider governance as importantperformance while taking investment
decision. Duggala anmllillar (1999) find out a positive relation between the institutimvahership and
corporate performance. Cornetta et al. (2007) suggest thiaititinsial investors with potential business
relationships can be considered as monitors of the firm. Shdty they can be taken as an element of
corporate governance. Brunello (2001) finds evidence that agasgerin net profits of firm by 1 billion
lire increases the compensation of upper and middle geasidy only 31 thousand. Brick (2006) finds

that excess compensation of director and CEO are retafechtunderperformance.
HYPOTHESIS AND METHODOLOGY

Hypotheses Development

Most of the researchers give emphasis on logical walgweéloping and testing the hypothesis.
Following their view, this study aims to develop a hypotkesfich deals with the relationship of
financial performance and corporate governance variables

H1: All else being equal, companies with higher performaeieé to have better corporate governance
Structural Model
Variables

Latent Exogenous Variables: Corporate Governance is depevalégible for this study. To measure
good corporate governance, Percentage of outside directbmaanh board size, CEO duality, frequency
of board meetings, ownership concentration, Institutiomatership and management compensation are

used. Ownership concentration is measured by Herfindabtthinan Index (HHI).

Latent Endogenous Variables: Financial Performance is usadeggendent variable in this study. While
selecting performance variables Literature shows thatumber of different measurements of the
financial performance are used. Literature uses retuassets (ROA), return on equity (ROE), earning
per share (EPS), price to earnings (P/E) ratio, nettpmfiir tax (NPAT) and Tobins'q as measure of
financial performance. In this study all these variablesused to measure financial performance



Tariq Aziz, Muhammad Abdul Majid Makki, Sadia Majeed , Saba Saleem & Muhammad Usman 30

MGT _C
PE_R B_MEE
Error
ROE cEoD
ROA ;E 0 INST_O
= c O .
o 1 < Q
= @D ko]
3 3 S 9
5 S =
Q o (0]
NPAT @ ® OWN _
EPS NO_DR
TB_Q
OuUT_D

Figure 1: Using PLS Based SEM, the Following Figure Stws Structural Connection
among the Variables in this Study

Measurement Model

All indicators (shown in squares) build and influence their reésmetatent constructs (shown in circles).
The latent constructs can be measured in mathematical asrms

E yxlX1+ yx2X2+yx3X3+ yx4x4+yx5X5+yx6X6+Z

N =pyY1l+ p.Y2+ psY3++p Y4+ psYE+ peYO6+ pYT+

The hypothesis H1 impact of latent exogenous variables) P'erformance{) on latent endogenous
variables, Corporate Governancfé)(would be measured through:

n=pg+<
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Table 1: Description of Exogenous and Endogenous Variablesid Symbols

No. | Symbol Abbreviation Description
1 é FIN_PERF Latent Exogenous Variable, Financial Performance
,7 Latent Endogenous Variable , Corporate Governance

3 COPR_GOV Measures

4 Z Random Disturbance Term

5| I PE_R Path Coefficient of X1, Price to earnings Ratio

6 Y42 . .
ROE Path Coefficient of X2, Return on Equity

7 | 3 -
ROA Path Coefficient of X3, Return on Assets

g | W N |
NPAT Path Coefficient of X4, Net Profit after Tax

o | IS -~ |
EPS Path Coefficient of X5, Earning per Share

6

10 % TB_Q Path Coefficient of X6, Tobins’q

11| Wt . .
MGT_COM Path Coefficient of Y1, Management Compensation
B_MEET Path Coefficient of Y2, Number of Board Meetings

13 | W3 " -
CEO_DUA Path Coefficient of Y3, CEO Role Duality
INST_ON Path Coefficient of Y4, Institutional Ownership
OWN_C Path Coefficient of Y5, Ownership Concentration

16 M’6 NO_DR Path Coefficient of Y6, Number of Directors on Bba

17| W7 OUT_DR Path Coefficient of Y7, Number of outside Diresto

DATA ANALYSIS AND RESULTS

Sample and Data

This study attempts to draw link between prior yéan fiinancial performance and corporate
governance based on random sample from manufacturing fitiexs & Karachi Stock Exchange (KSE).
Data collection from the whole population was impossibleagandom sample is selected. The is a
quantitative study based on 6 years data collected &udited and published annual reports of the
companies covering the period 2005-10. Random covers famufacturing sectors. The final sample
includes sixteen textile companies, twelve companies frmod froducers, seven cement enterprises,
two industrial engineering enterprises, three household entsg@isl reaming are from automobile and

parts sector.
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Table 2: KSE-Sample Sector Wise

No. Sector Firms
1 Personal Goods 13
2 Food Producers 12
3 Constructions and metals 7
4 Industrial Engineering 2
5 Automobile and Parts
6 Household goods 3

Total 40

Descriptive Statistics
To better understand the data, basic descriptive &tategiplied, even if descriptive do not tell
the whole story, but describe minimum, maximum, means t@mdiard deviation of all variables. Table

3 shows descriptive of firm performance for the year 20@®corporate governance for the year 2010.

Descriptive statistics in 2009 disclose that the ayeeROA is 6.4610 which indicate that KSE
listed firms have normal return on assets. However stdritkasiation of 18.94721 suggests that there is
considerable variation in return. In 2009, Dewan Auto Ergging shows minimum ROA of -42.53 and
Pangrio Sugar Mills have maximum ROA of 78.37. The agereturn on assets during the period 2005-
09 remains almost consistent (4.7458, 5.7583, 4.1230, 6.4610, 6.4610)

In 2009 Average ROE is 9.6152 which shows that KSE listed direnperforming well and
earning a handsome return on equity investment however starelaatiah of 22.523 indicate a notable
variation in the ratio. For the year minimum ROE is -45%6d maximum is 67.88 by Nestle Pakistan.
The average ROE shows an improvement which indicatdithrest are improving performance over the
period (4.0258, 20.4697, 54.8480, 42.2058, 42.20).Average EPS i681ih2he year 2009 which
indicate the good performance of the KSE listed firmsn&ted deviation in EPS is 25.32275 which
show that there is a considerable variation in data. I®® 2@@s per share is -23.70 maximum EPS is
140.43 by Rafhan Maize Product. Five year average figufr&PS shows a normal variation (7.2370,
10.3565, 9.1375, 11.5265, 11.5265).

Average Tobins'q ratio in 2009 is 0.7978, standard diewiais 1.62971. This ratio shows
consistency for the period except 2007 which might be dubetdoom in stock exchange (0.8418,
0.9213, 5.1913, 0.7978, 0.7978). In 2009 Average price tonemrmatio is 4.6418 and standard
deviation 28.64330. This ratio shows ups and downs in the d&a2{8.16.1152, 12.8985, 4.6418,
4.6418). Average NPAT in 2009 is PKR 301410000 which shbaisthe KSE listed firms are making
reasonable profit however standard deviation of PKR 10069600d0tas that there is a high variation
in the return from firm to firm. The Maximum Net loss PKR 1960000000 by Shakarganj Mills and
maximum NPAT is earned by Lucky Cement Ltd
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4600000000 for the year 2009. The NPAT shows a consistererytbe period under consideration
(315650000, 334110000, 379840000, 234000000, 301410000).

In 2010 average number of directors on board is 7.7250 witanalegd deviation of 90547.
Minimum number of directors on the board is 7 and maximum 10eTHescriptive shows that firms
have minimum 7 directors one the board. Average number aftaliseon board remains consistent over
the period (7.7000, 7.7250, 7.7500, 7.7500, 7.7250). Average Nuwhioetside Directors on board is
4.5250 with a standard deviation of 1.88091. Minimum nundfesutside director on board is 0 and
maximum 8. Descriptive indicate that average numbeyutdide director on board remain more than 4
over the period under consideration (4.5250, 4.4500, 4.4500, 4.850050).Average management
compensation is PKR 8576045 with a standard deviation & PE0178000.The average compensation
shows an increase over the period (49263225, 46109175, 5736@363150, 85760450). This increase

is due to increase in number of executives.

Average number of board meetings during the year 2010 is 5.100@ wiandard deviation of
1.90546. Minimum number of meeting during 2010 is 4 and maximumektimy were held by Quetta
Textile Mills Ltd. Descriptive shows that average numbeeting during the period (5.1000, 4.8000,
4.8000, 4.9750, 4.9250). Average for CEO role dualit9.B250 with a standard deviation of 47434.
Descriptive result shows that average remains near chvidlicates that there is low rule duality in KSE
listed firms (0.3250, 0.3750, 0.3750, 0.3750, 0.3750). Aversigdtional ownership is 48.8557 percent
with a standard deviation of 33.33702 percent. Average twerperiod shows that institutional
ownership remains near about 50 percent (48.8557, 51.8933, 514898815, 44.3950)

Table 3: Descriptive Statistics

N | Minimum | Maximum | Mean S.D

2 | ROA 40 | -42.53 78.37 6.461 18.9472
S | ROE 40 | -45.67 67.88 9.6152 22.523
€ | EPS 40 | -23.7 140.4: 11.526¢ 25.322¢
'% TOBINS_Q 40| 0 8.21 0.797¢ 1.6297:
o
e | PE_RATIC 40 | -136.2¢ 66.61 4.641¢ 28.643:
L TNPAT 40 | -2E+09 4.6E+09 300000000| 1E+09

B_SIZE 40| 7 10 7.725 0.90547
o | OUTSIDE_DIR | 400 8 4,525 1.88091
(&)
§ OWN_CONCEN| 40 | 155 7073 1844.75 1893.39
% MGT_COMP 40 | 696000 920000000] 86000000 | 150000000
(O]
o | FREQ_BM 40 | 4 14 5.1 1.90546
©
S | CEO_DUAL 400 1 0.325 0.47434
o
O | INST OWNEF [40]|0 98.4¢ 48.855° 33.33%

The quality of the model is tested on the basis of siifie of relationship among latent constructs and
goodness of fit (R2). To find the impact of prior yeamfiperformance on corporate governance it is
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suitable to use structural equation modeling based on padgtl $quare to investigate the impact of firm

performance on corporate governance.
Validity and Reliability Test

To measure the validity of individual indicators in measwent model, Bootstrapping
technique through 100 resamples with replacement was apphdidity/test provide evidence that EPS
indicator from construct firm performance, two indicatBmard Size and Ownership concentration from
construct corporate governance remain considerable iyeatls 2006-10. While, the others indicators

showed mixed behavior.

Andreev et al. (2009) recommend that multicollingatést should be applied to check the
construct reliability of formative indicators. So, co#arity test was applied through SPSS and VIF was
calculated for each indicator of corporate governancetrmtsResults prove that VIF score remains
below 5 in all years 2006-2010 which point out that none oCBendicators is considerably explained

by other CG indicator.
Analysis of Measurement Model

The SEM based on PLS gives an estimation of the impdichoperformance on corporate governance

n=pg+q
Left side of equation specifies the outcome variable catpagyovernance/]) while the right side (3 )

specifies the coefficient of latent endogenous variablenfiiah performance. Figure 2 shows the results

including weights, loading, path coefficient and coefficiehtdetermination .With the intention of
investigating the statistical significance of path coedfits (£ ) a bootstrapping technigue through 100

resamples with replacement was performed using PLS Graphia®ef3.0.

Table: 4
Year Beta Coefficient t-value Significance
2009-10 0.575%** 6.0408 p<0.01
2008-09 0.575%** 3.8908 p<0.01
2007-08 | 0.615*** 3.9159 p<0.01
2006-07 | 0.651*** 12.17 p<0.01
2005-06 0.621*** 3.953 p<0.01

* Significance at 10% (1.645) ** Significance at 5% (1.96) Significance at 1% (2.576)

Table 4 lists the path coefficients and t values with tlesiel of significance for the period 2005-10. In
all the years, we discover strong and significant padffficients between the variables.
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Figure 2: PLS Results for the year 2010

Results in the table 4 confirm that the prior year firmfgrenance has strong and significant
effect on corporate governande= 0.575, t-value = 6.0408, p < 0.Ql= 0.575, t-value = 3.8908, p <
0.01;B = 0.615, t-value = 3.9159, p < 0.(L= 0.651, t-value = 12.170, p < 0.(8Ll= 0.621, t-value =
3.9530, p < 0.01) in all years 2005-10. In this way, it can drecladed that prior year financial
performance exerts its positive influence on corporate gavee.

R2 measures the total variance in dependent constructahabe explained by independent
constructs. R2 values of the corporate governance constxptained by change in firm performance
remain satisfactory (33%, 33.1%, 42.4%, 37.8%, 38.5%) oveiviagdar period (table 5).

The above data, analyses and results support the maxgespd in the study that financial
performance affects the corporate governance practiOegrall results propose that corporate

governance practices can be explained successfully thraugpdrformance up to 42%.

Hypothesis Testing
The study tests the hypothesis formulated in the beginan the bases of strength of beta

coefficients by calculating multiple path value. The stanidattpath coefficienf 5 ) demonstrates the

significance of relationship between latent constructs andhipehe fulfillment of the proposed

hypotheses to be analyzed.
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Table 5
Year Hypothesis | Suggested| R- Path Significance | Confirmed
effect Square | coefficient

200¢-10 H1 + 33% 0.57¢ p<0.01 Yes
200¢-08 | H1 + 33.1% | 0.57¢ p<0.01 Yes
2007-08 | H1 + 42.4%, 0.615 p<0.01 Yes
2006-07 | H1 + 37.8%, 0.651 p<0.01 Yes
2005-06 | H1 + 38.50% 0.621 p<0.01 Yes

* Significance at 10% (1.645) ** Significance at 5% (1.96) **gy8ificance at 1% (2.576)

All ( B ) values of the impact of firm performance on corporateegmnce practices (H1)

have been significant and fall between 0.575 and 0.651 stimati¢h higher than 0.30 over the five year
period. Table 5 shows hypotheses testing for the period 2005-

The hypothesis Hlsuggests that prior year firm performaasepositive impact on corporate
governance practices. Above tables demonstrates significaesyvaluthe parameter of this relationship
(0.575, p<0.01; 0.575, p < 0.01; 0.615, p < 0.01; 0.651, p < 0.01;, @2620.01) over the period 2005-
10. This indicates good support for H1 relating toithpact of prior year firm performance on corporate
governance practices. It verifies that firm performancetcotisis relevant and apply significant impact

in improving the corporate governance practices of busingasiaations, thus H1 is supported.

Given the above analysis and outcome, the study supports awzemf H1. Furthermore it
supports the overall model anticipated in the study that financial performance positively and

significantly impact corporate governance practices.

CONCLUSIONS

The main purpose of this study was to find out thecttiral link and impact of firm’s financial
performance on corporate governance practices. The study cemducted to prove Financial
Performance-corporate governance connection through ieaipiesearch. The path coefficient values
(B) confirm the hypothesis that there is a considerable pesitrrelation between financial performance
and CG measures. The hypothesis has also been assessggh ttoefficient of determination (R2).

Enough empirical evidence has been provided to accept the pcopgsothesis H1.

After considering the reliability and validity of nmaement model and path coefficients,
coefficient of determination, it can be concluded that throughnoodel up to 42.4% variance in

corporate governance practices can be explained by fingrefakrmance successfully.

Due The relatively small size of the sample and only &ectors this study may not be

generalizable at large.

Future studies are needed expanding both the scope oktweate as well as tailoring both the

performance and governance variables.
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This paper helps to determine the role of industry and theagmment in which organizations operate on
the financial decisions based on previous data. It also botgs to the literature in making successful
management decisions. This evidence suggests that managneare about firms’ performance and

understand how it is translated into future earnings and aidfiy.
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